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I shall first explain these and then the two subclasses of the equity method
for business combinations.79

1. ACCOUNTING BY THE INVESTOR FOR AN UNCONSOLIDATED INVES-
TEE WHEN THERE IS NO BUSINESS COMBINATION; I.E., CONTROL IS
NOT HELD OVER THE INVESTEE

If A Corp. invests in equity shares of B Corp. without obtaining control, the
acquisition will not be considered a "business combination"80 and, further, the
financial statements will not be consolidated.8' The criteria for determining
when one of the three methods, cost, cost or market, or equity, will be applied
to these published statements, and the description of each, when there is no
business combination or consolidation of statements, follows.

a. The Cost Method

At the instant when the B Corp. shares are first acquired, the accounting for
a noncontrolling interest under all three methods is identical."a A Corp. will
simply debit an investment account for the cost and credit cash or whatever
else it uses to pay -for the investment. But thereafter the three methods
diverge.

The simplest to describe is the "cost" method, which will be applicable if A
Corp. is not engaged with another in a joint venture in B Corp., has no
"significant influence over operating and financial policies" of B Corp. (the
criteria for use of the "equity" method), and the B shares are not "marketable
equity securities" (the criterion for use of the "cost or market" method,
regulated by FAS No. 12).83

The cost method simply calls for carrying the B shares at cost like any other
long-term investment,4 with a write-down for a permanent decline in value
below cost (although write-downs are not common).85 In addition, income is
recognized by A Corp. when dividends are declared by B Corp. out of post-

79. The accounting on the A Corp. financial statements, when they are not published as "those
of the primary reporting entity," is described in Part III infra.

80. See text at n. 12 supra. Regarding the meaning of "control," see n. 63, supra. See Figure 3
boxes 12-15, supra.

81. See text at n. 64, supra.
82. The accounting is also the same under a business combination accounted for as a purchase.

But for a pooling of interests, at this point the accounting differs. See text at n. 119, et seq. infra.
83. FASB, Statement of Financial Accounting Standards No. 12, Accounting for Certain

Marketable Securities (1975).
84. APB St. No. 4 163-64 (1970).
85. Id. 183 S-5E.
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acquisition earnings of B,88 and other dividends are considered returns of
capital and reduce the carrying amount of the investment.87

b. The "Cost or Market" Method

If, instead, the B shares still are not to be accounted for on the equity
method, but do fit the criteria of FAS No. 12 (which covers marketable equity
securities whether held for the short or long-term),88 they initially will be
entered at cost, but on subsequent balance sheets of A will be carried at the
lower of cost or market at the balance sheet date.8 9 Under FAS No. 12, the
income statement of A will not be affected by any write-down to market for

86. See APB Op. No. 18 7 6(a), 7 (l971) and ARB No. 43, ch. 1, 13 (1953). Although not
stated in these authorities, they support the apparent practice assuming a LIFO basis for these
dividends; i.e., payment of dividends is deemed to be out of the most recent earnings. See
Hackney, Financial Accounting for Parents and Subsidiaries-A New Approach to Consoli-
dated Statements, 25 U. Pitt. L. Rev. 9, 18 n. 19 (1963).

87. Ibid.
88. This paper is not concerned with short term investments held as a more profitable

substitute for cash. Short term investments in securities are carried either at cost, or, if they are
within the terms of FAS No. 12 governing marketable equity securities, at "cost or market" as
therein described. See notes 89 and 90, infra, regarding such short-term holdings. The equity
method is inapplicable to short term investments. Cf. APB Op. No. 18 77 2, 14-17 & n.4 (1921);
FAS No. 12 6 (1971).
FAS No. 12 7 (1971) defines "marketable" as follows:

(b) Marketable, as applied to an equity security, means an equity security as to which
sales prices or bid and ask prices are currently available on a national securities exchange
(i.e., those registered with the Securities and Exchange Commission) or in the over-the-
counter market. In the over-the-counter market, an equity security shall be considered
marketable when a quotation is publicly reported by the National Association of Securities
Dealers Automatic Quotations System or by the National Quotations Bureau Inc. (provided,
in the latter case, that quotations are available from at least three dealers). Equity securities
traded in foreign markets shall be considered marketable when such markets are of a breadth
and scope comparable to those referred to above. Restricted stock does not meet this
definition.

89. FAS No. 12 8 (1971).
The discussion in the text here is based on the simple case of a long-term investment in only one

company.
If two or more companies are investees or two or more companies' stocks are held as short-term

substitutes for cash, the accounting is complicated slightly by FAS No. 12's use of the portfolio
concept. And the application of that concept will vary depending on whether the investor's
balance sheet is "classified" (i.e., divided into current and noncurrent assets and liabilities). At
the risk of getting off into a complex tangent, this may be briefly illustrated.

Assuming a classified balance sheet and holdings for the short-term of stocks in three
companies, A, B and C, purchased at costs of $10, $12 and $6, respectively, and long-term
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long-term investments 9° unless it is judged to be an "other than temporary"
decline. 91 Consistent with this treatment of temporary declines (not being
charged against income), if the market value rebounds at a subsequent
balance sheet date, the investment will be written up again (but not above
original cost) and the recoupment will not be counted as income. In this latter
respect the cost or market method differs from other cases in which the
written-down value becomes the new "cost" figure for future purposes and is
not written up on recoupment-as in the case of inventory write-downs.
Finally, as with the cost method, dividends out of post-acquisition earnings of
B are income to A; other dividends are a return of capital which diminish the
carrying value of the investment account."

holdings of X, Y and Z, purchased respectively at the same costs, further assume that at the end
of the accounting period the values have changed as follows:

Holding: Cost: End-of-period-value:
Short-term:

A $10 $ 8
B 12 14
C 6 3

Totals $28 $25

Long-term:
X 10 8
Y 12 14
Z 6 3

$28 $25

The short-term and long-term holdings each will be treated as a portfolio and the aggregate
costs and market values compiled. The lower of the aggregate cost or market value for each
portfolio will be carried on the balance sheet. Thus each portfolio above will be shown at $25, the
lower of the aggregates of cost or market.

Because FAS No. 12 provides no criteria for distinguishing short-term from long-term
holdings, and ARB 43,c3A, 4 states only that "marketable securities representing the
investment of cash available for current operations" should be considered short-term, there is
much freedom in constituting the two portfolios. See L. Heath, Financial Reporting and the
Evaluation of Solvency 81 (AICPA Accounting Research Monograph 3)(1978).

90. Id. II requires that writedowns of long-term investments by-pass Income accounts.
Instead, the debit will be to an equity account and the credit to a "contra-asset" account. If the
value later increases and is higher at a subsequent balance sheet date, the contra-asset account
will be debited for the increase to the extent of the investments' original cost and equity will be re-
credited.

The term "contra-asset account" refers to an account which is part of the main asset account
but is segregated in a separate ledger account for the purpose of preserving the main account
intact. Other examples of contra-asset accounts are what lawyers know as reserves for bad debts
and reserves for depreciation. (Accountants now eschew the term "reserves" for all but reserves
out of surplus. See AICPA, Accounting Terminology Bulletin No. 1 57-64 (1953).)

For short-term investments, on the other hand, changes in the contra-asset account will be
debited (for losses) or credited (for gains) against income.

91. FAS No. 12 21.
92. Cf APB Op. No. 18 9 (1971).
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c. The Equity Method

The equity method is far more complex and is subject to much misunder-
standing, even among sophisticated lawyers. One of its features is well-enough
known-that the balance sheet value of the investment account will be written
up or down in proportion to A's ownership share as the shareholders' equity of
the investee rises or falls, and that the write-up or write-down will be added to
or subtracted from A's income. But few are aware that, in other than poolings,
a significant adjustment to that write-up or write-down is required.9 3 It will be
explained shortly.

Although APB Op. No. 18, para. 19 (1971) states the accounting details for
the equity method, 4 one who is not already familiar with the practices, like

93. The adjustment is required in all contexts but the pooling one. See text at n.1 19, el seq.
infra.

94. The more significant portions of which are here quoted:

19. Applying the equity method. The difference between consolidation and the equity
method lies in the details reported in the financial statements. Thus, an investor's net income
for the period and its stockholders' equity at the end of the period are the same whether an
investment in a subsidiary is accounted for under the equity method or the subsidiary is
consolidated (except as indicated in paragraph 19i). The procedures set forth below should
be followed by an investor in applying the equity method of accounting to investments in
common stock of unconsolidated subsidiaries, corporate joint ventures, and other investees
which qualify for the equity method:

a. Intercompany profits and losses should be eliminated until realized by the investor
or investee as if a subsidiary, corporate joint venture or investee company were
consolidated.

b. A difference between the cost of an investment and the amount of underlying
equity in net assets of an investee should be accounted for as if the investee were a
consolidated subsidiary.

c. The investment(s) in common stock should be shown in the balance sheet of an
investor as a single amount, and the investor's share of earnings or losses of an
investee(s) should ordinarily be shown in the income statement as a single amount
except for the extraordinary items as specified in (d) below.

e. A transaction of an investee of a capital nature that affects the investor's share of
stockholders' equity of the investee should be accounted for as if the investee were a
consolidated subsidiary.

f. Sales of stock of an investee by an investor should be accounted for as gains or
losses equal to the difference at the time of sale between selling price and carrying
amount of the stock sold.

h. A loss in value of an investment which is other than a temporary decline should be
recognized the same as a loss in value of other long-term assets. Evidence of a loss in
value might include, but would not necessarily be limited to, absence of an ability to
recover the carrying amount of the investment or inability of the investee to sustain an
earnings capacity which would justify the carrying amount of the investment. A current
fair value of an investment that is less than its carrying amount may indicate a loss in
value of the investment. However, a decline in the quoted market price below the
carrying amount or the existence of operating losses is not necessarily indicative of a loss
in value that is other than temporary. All are factors to be evaluated.

i. An investor's share of losses of an investee may equal or exceed the carrying
amount of an investment accounted for by the equity method plus advances made by the
investor. The investor ordinarily should discontinue applying the equity method when
the investment (and net advances) is reduced to zero and should not provide for
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the reader of Dr. Johnson's dictionary," will find little meaning in these
prescripts. Before explaining those mechanical steps in the equity method, we
shall determine in subtopic (i), following, when the equity method is required
by GAAP. Then in subtopic (ii) we shall consider the mechanics, including the
adjustment, which will be illustrated in (iii).

(i.) Criteria for Use of the Equity Method

One key to understanding the equity method is to note that it is a parallel to
consolidated statements. Just as financial statements usually will be consoli-
dated if A Corp. controls B Corp., so too, the equity method usually will be
applied if the statements are not consolidated but nevertheless, A has at least
"significant influence" over operating and financial policies of B Corp.,96 and,
moreover, A's income, net assets, and net worth will be the same under the
equity method, with a minor exception, as they would be if consolidated
statements were prepared." The increment in A's net assets will be included in
the single investment account on A's balance sheet. Because of these charac-
teristics, the equity method is frequently referred to as "one-line consolida-
tion."

A Corp. must use the equity method where B is a controlled subsidiary
(usually meaning more than 50 percent of B's voting stock is held by A Corp.)
which is not consolidated because B's business is not compatible with A's, 9

e.g., where A Corp. is an industrial company and B is a bank or insurance
company.99 So, too, the equity method is required where B Corp. is a joint
venture corporation, such as when A and C each own 50 percent of B and
operate it cooperatively. 10 And finally, the equity method also applies even if
B Corp. is not a controlled subsidiary or joint venture but A Corp. has
"significant influence" over B's operating and financial policies."' According
to Opinion No. 18 there is a rule of thumb presumption that significant
influence exists if there is 20 percent or greater ownership by A of B's voting
power." ' However it may be noted that the subjectivity of the "significant
influence" standard has enabled several firms to use the equity method when

additional losses unless the investor has guaranteed obligations of the investee or is
otherwise committed to provide further financial support for the investee. If the investee
subsequently reports net income, the investor should resume applying the equity method
only after its share of that net income equals the share of net losses not recognized
during the period the equity method was suspended.

95. S. Johnson, Preface to the English Dictionary, reprinted in II The Works of Samuel
Johnson, LL.D. 446, 450-51 (1837): "[E]very art is obscure to those that have not learned it;
... it must be remembered that I am speaking of that which words are insufficient to explain....

The solution of all difficulties, and the supply of all defects, must be sought in the examples."
96. APB Op. No. 18 17 (1971).
97. See the opening paragraph of APB Op. No. 18 19 (1971) quoted at n.94, supra.
98. Id. 14. See Figure 3, boxes 20, 22, supra.
99. ARB No. 51 3 (1959).
100. APB Op. No. 18 16 (1971).
101. Id. 17.
102. APB Op. No. 18 17 (1971).



126 • The Business Lawyer; Vol. 37, November 1981

ownership of shares is at a much lower level but significant influence is
claimed because of other factors such as interlocking directorates.' On the
other hand, the equity method has also been used simply because 20 percent or
greater ownership existed although the power to exercise significant influence
was possibly absent. The FASB in May, 1981, issued an interpretation
addressed to the latter abuse, further explaining the criteria,.and the SEC has
been reconsidering the criteria in large part because of its subjectivity and
potential for abuse. 10 4

103. E.g., Leasco Corp., holding about 3 percent of Reliance Group in 1979 used the equity
method on the grounds that the two firms were operated by the same officers and directors. See
Briloff, Leveraged Leasco, Barron's 10/20/80 at 4.

Curtiss-Wright, Corp., holder of 14.3 percent of Kennecott Copper Corp. in early 1980
determined to use the equity method, although Kennecott was clearly antagonistic, Curtiss-
Wright in 1978 had waged an unsuccessful proxy battle for control of Kennecott and in 1980
Kennecott sought to take over control of Curtiss-Wright by a tender offer. Coopers & Lybrand,
the Curtiss-Wright auditors, approved.

104. See Briloff, supra n.103, and FASB Interpretation No. 35, Criteria for Applying the
Equity Method of Accounting for Investments in Common Stock (May, 1981), emphasizing that
"significant influence" is a question of fact although the presumptions in 17 of APB Op. No. 18
(1971) are intended to provide a reasonable degree of uniformity.

Paragraph 4 of the Interpretation reads:

4. Examples of indications that an investor may be unable to exercise significant influence
over the operating and financial policies of an investee include:

a. Opposition by the investee, such as litigation or complaints to governmental
regulatory authorities, challenges the investor's ability to exercise significant influence.
(Sic.)

b. The investor and investee sign an agreement under which the investor surrenders
significant rights as a shareholder.

c. Majority ownership of the investee is concentrated among a small group of
shareholders who operate the investee without regard to the views of the investor.

d. The investor needs or wants more financial information to apply the equity method
than is, available to the investee's other shareholders (for example, the investor wants
quarterly financial information from an investee that publicly reports only annually),
tries to obtain that information, and fails..

e. The investor tries and fails to obtain representation on the investee's board of
directors. (Footnotes onitted.)

In SEC v. McLouth Steel Corporation, [1981 Current Vol.] Fed. Sec. L. Rep. (CCH) 98,032
(D.D.C. 1981), the Commission announced a consent decree stating that the Complaint in that
case alleged use of the equity method by McLouth to account for its holdings in Jewell Coal and
Coke Company despite an inability to exercise significant influence, identifying seven supporting
factors:

I. McLouth was not represented on the Jewell Board of Directors, despite its request to be
represented;

2. McLouth did not participate in Jewell's policy making process;
3. There was no significant interchange of managerial personnel between McLouth and

Jewell;
4. The remaining 80.13 percent of Jewell's outstanding common stock was owned or

controlled by one family;'
5. McLouth was forced to resort to three separate lawsuits against Jewell to exert any

influenice;
6.'McLouth was unable to win shareholder support for a dividend proposal; and
7. The relationship between the managements of McLouth and Jewell was overtly hostile.
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There is one especially hazy area in which the accountant must apply a
rather vague standard in determining whether to apply the equity method.

As previously discussed, 05 certain subsidiaries' financial statements will not
be consolidated with those of A Corp. no matter what portion of voting shares
are held by A Corp. (e.g., where the parent is an industrial firm and the
subsidiary is a bank). As to such subsidiaries which are not consolidated
because their business is incompatible with A's, the equity method, as we have
just stated, is required. But an ambiguity arises as to those other unconsoli-
dated subsidiaries which are not consolidated for the different reason that
there is no real control in A Corp."'

Footnote 4 to APB Op. No. 18 states, with respect to these subsidiaries, that
the equity method may not apply to them:

The limitations on consolidation described in paragraph 2 of ARB No.
51 and paragraph 8 of ARB No. 43, Chapter 12 [see footnote 106],
should also be applied as limitations to the use of the equity method....
The conclusions [that the equity method should be used where subsidiar-
ies are not consolidated] ... apply to investments in foreign subsidiaries
unless those companies are operating under conditions of exchange
restrictions, controls or other uncertainties of a type that would affect
decisions as to consolidation or application of the equity method; if those
conditions exist, the cost method should be followed. [Bracketed matter
not in original.]

This means that the equity method may not be used for 50 percent-plus
subsidiaries which are not consolidated because control is temporary, or

105. At text following n.65, supra.
106. ARB No. 51 2 (1959) states:

2. The usual condition for a controlling financial interest is ownership of a majority voting
interest, and, therefore, as a general rule ownership by one company, directly or indirectly, of
over fifty per cent of the outstanding voting shares of another company is a condition pointing
toward consolidation. However, there are exceptions to this general rule. For example, a
subsidiary should not be consolidated where control is likely to be temporary, or where it does
not rest with the majority owners (as, for instance, where the subsidiary is in legal
reorganization or in bankruptcy). There may also be situations where the minority interest in
the subsidiary is so large, in relation to the equity of the shareholders of the parent in the
consolidated net assets, that the presentation of separate financial statements for the two
companies would be more meaningful and useful. However, the fact that the subsidiary has
relatively large indebtedness to bondholders or others is not in itself a valid argument for
exclusion of the subsidiary from consolidation. (Also, see chapter 12 of Accounting Research
Bulletin No. 43 for the treatment of foreign subsidiaries.)

ARB No. 43, ch. 12 8 (1968) states:
8. In view of the uncertain values and availability of the assets and net income of foreign

subsidiaries subject to controls and exchange restrictions and the consequent unrealistic
statements of income that may result from the translation of many foreign currencies into
dollars, careful consideration should be given to the fundamental question of whether it is
proper to consolidate the statements of foreign subsidiaries with the statements of United
States companies. Whether consolidation of foreign subsidiaries is decided upon or not,
adequate disclosure of foreign operations should be made.
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control does not rest with the majority (e.g., because the company is in
receivership), or there is a very large minority interest, or a foreign govern-
ment in fact prevents control, viz., because control does not in fact exist. But
"significant influence" nevertheless may exist as to these noncontrolled
subsidiaries and, if it does, it would seem the equity method should be used.
Further, in subsequent footnotes (6 and 7), Opinion No. 18 also states that the
equity method may not be used for joint ventures or less-than-50 percent-
owned companies over which A Corp. has significant influence, "insofar as the
limitations on the use of the equity method outlined in footnote 4 would be
applicable to investments other than those in subsidiaries." This may mean
simply that the equity method does not apply when in fact A's "significant
influence" over B is merely temporary or does not exist. But this is not clear. 7

(ii.) The Mechanics of the Equity Method When B Corp Is Not Controlled
by A Corp

If the criteria for application of the equity method are met, APB Op. No. 18
spells out in further nearly incomprehensible detail the mechanics. 10 8 We may
translate and summarize these as follows:

(a) On acquisition.
As noted previously, on acquisition of the B Corp. shares, they are
entered at cost on A's books, by a debit to an account which may be
labelled "Investments," and a credit to cash or whatever was used to pay
the seller.
(b) During the holding of the B shares. When the B Corp. shares are
accounted for by the equity method, A Corp. must:

(i) Recognize A's proportionate share of B's post-acquisition earn-
ings by debiting (on A's financial statements) "investments" and
crediting a revenue account. Any intercompany transactions must
be eliminated, as for consolidated statements. This will result in A's
balance sheet assets (and consequently net worth) being increased
for profits of B, or decreased for losses of B, and A's income
statement being similarly affected.
(ii) Recognize a charge against revenues for certain imputed depre-
ciation, cost of sales, and amortization expense. (This is the little-
known adjustment referred to above which will be explained imme-
diately following this summary.'

107. There is a further ambiguity. APB Op. No. 18 n.4 (1971) says that where the equity
method and consolidation of financial statements are not allowed, the cost method must be
followed. Since FAS No. 12 (1975) postdates APB Op. No. 18 (1971), it is likely that either the
"cost or market" method of FAS No. 12 (1975) or the cost method will apply, depending on
whether or not the B Corp. shares are "marketable equity securities" as defined at 7(a)-(b) of
FAS No. 12 (1975). See text at n.87, et seq. supra.

108. APB Op. No. 18, 19. See n.94 supra.
109. And see APB Op. No. 18 19(b) (1971) quoted at n.94 supra.
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(iii) When dividends are received from B, whether or not from post-
acquisition earnings, treat as a return of capital by a debit to "cash"
and credit to "investments" on A's financial statements, thereby not
reflecting dividends in income (since A's proportionate share of B's
earnings has already been recognized-at (i) above).
(iv) If there is an "other than a temporary decline" in the value of
the B shares, debit a loss account and credit "investments."

(c) On resale:
On resale of the B shares, A Corp. must charge the loss or credit revenue
in the ordinary manner as for any asset by crediting investments at the
current carrying value and debiting "cash" (or whatever is received) and
charging or crediting the difference to loss or gains, as the case may be.

What is the explanation of item (b)(ii), "recognize a charge against
revenues for imputed depreciation and amortization expense?" The crux of
the matter is this:

When A Corp. purchases a sufficient portion of B Corp. to exert
significant influence over B, A often pays more than a proportionate share
of the fair market value of identifiable tangible and intangible assets, and
an even greater amount more than a proportionate share of the book
value of net worth shown on B's books. We have seen that the cost of an
isolated asset (presumably equal to fair market value) in excess of the
seller's book value is recognized on the buyer's books when purchased,
and depreciated or amortized (if a depreciable or amortizable asset), as
time passes.11 ° We have also seen that when a going concern is acquired in
a business combination and the purchase price is in excess of the
aggregate fair market values of the identifiable tangible and intangible
assets, under the "purchase" mode of accounting, goodwill is required to
be recognized and amortized over not more than forty years. Similarly
when A acquires significant influence over B Corp. so that the equity
method must be used, the excess of purchase price over fair market value
of identifiable assets is required by GAAP to be imputed as goodwill and
amortized as expense and the excess of fair value of the identifiable
depreciable or amortizable assets over B's book carrying values must be
depreciated or amortized so as to reduce A's revenues. This debit against
revenues is balanced by a credit against the investment account.

(iii.) Illustration

For this purpose, and to permit comparisons, let us assume the same data as
in our first illustration of purchase accounting"' except that instead of

110. See text following n.6 supra.
I 11. See text at n.17 supra.
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purchasing 100 percent of the net assets of B Corp. for $30,000,000, A
purchases 20 percent of the voting shares of B for $6,000,000.

On these assumptions, the balance sheets of A and B and the market value
of B's assets will be as follows:

Balance Sheets (000's omitted)
Fair

market
value of B's
assets and

A Corp. B Corp. liabilities

Assets:
Cash $ 50,000 $ 0 $ 0
Inventory 20,000 10,000 12,000
Plant 70,000 15,000 18,000
Land 5,000 10,000

Totals $140,000 $30,000

Liabilities and Equity:
Accounts payable $ 24,000 $15,000 $15,000

Equity:
Capital stock 30,000 6,000
Capital surplus 39,000 4,200
Earned surplus 47,000 4,800

Totals $140,000 $30,000

At this point A's accounting, using the equity method, is simple. Merely add
a new asset to the balance sheet, "investment in B Corp., $6,000,000" and
diminish A's cash by crediting that account the $6,000,000 paid.

However, the complexities of the equity method, its parallelism to consoli-
dated statements, and its differences from the cost and cost or market
methods, arise subsequently as B Corp. operates and pays dividends.

To keep this primer efficient, let us continue to assume no intercorporate
transactions have occurred but that during the first year B's operations
resulted in earnings of $4,000,000, $1,000,000 in dividends was paid to all
shareholders ($200,000 to A Corp.), that the plant is being depreciated at 10
percent, and that any goodwill would be amortized over the maximum forty
years allowed by APB Op. No. 17. Further assume that inventory is carried on
the first-in, first-out method and that the inventory was turned over at least
once during the year so that B's entire opening inventory was sold during the
year. On these assumptions, if A had owned 100 percent of B, and A's and B's
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financial statements were fully consolidated, as we have seen, ' B's contribu-
tions to profits would have been less than B's reported $4,000,000 because:

(a) The cost of goods sold on the consolidated statements would have
been increased by the $2,000,000 excess of value of the inventory
contributed by B over its book carrying value;
(b) Depreciation (at 10 percent) would have been increased by $300,000
for the excess of the plant's $18,000,000 value over its $15,000,000 book
carrying value; and
(c) Amortization of the $5,000,000 goodwill at 2.5 percent per year
would have increased expenses by $125,000.

Thus, the contribution of B to the consolidated income of A and B, as we
have seen, would have been calculated (ignoring related tax effects):

B's reported earnings $4,000,000
Less: Additional cost of goods sold (2,000,000)

Additional depreciation (300,000)
Amortization of goodwill (125,000)

$1,575,000

Since A does not own 100 percent of B's shares, but owns only 20 percent,
A's share of undistributed income (before dividends) therefore is 20 percent of
$1,575,000, or $315,000. Since A's receipt of $200,000 cash, as a dividend, is
not revenue to A, but diminishes A's investment, A's investment account will
be written up by the net $115,000, A's cash account will be increased by the
$200,000 received, and A's income account will be written up the $315,000
total, consisting of $200,000 realized in cash and the $115,000 increased
equity in B Corp.-hence the name, "equity" method.113

112. See text at n.76 supra.
113. For those who prefer to see the accountant's work, the following may be more readily

understandable:
Observing the mechanics outlined in the text above (text at n.108), the following debits and

credits would properly reflect the effects on A's financial statements:

(a) On acquisition at January 1:
Investments $6,000,000

Cash $6,000,000
To enter A's purchase of 20 percent voting interest in B Corp.

(b) At end of first year of A's ownership:
Investments $ 800,000

Investment Revenues $ 800,000
To enter A's 20 percent share of B Corp.'s $4,000,000 net income for year.
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2. ACCOUNTING BY THE INVESTOR FOR AN UNCONSOLIDATED INVES-
TEE WHEN THERE IS A BUSINESS COMBINATION; I.E., CONTROL IS
HELD OVER THE INVESTEE

a. Purchase or Pooling?

In the few casei where the statements are not to be consolidated solely
because the compatibility criteria for consolidation have not been met,"1 4 say
A Corp. is an industrial corporation and B is a bank, there nevertheless would

(c) At this point it becomes necessary to pretend that A acquired B Corp. and that purchase
accounting would be followed, meaning that 20 percent of the fair market value of B's assets and
liabilities would be entered on A's balance sheet with the balance of the purchase price entered as
goodwill.
The calculation of the amounts to be allocated among the assets and goodwill proceeds thusly:

Purchase price paid for 20 percent of B $6,000,000
Less-20 percent of B's book value (net assets) (3,000,000)

Equals investment excess $3,000,000

Allocation of investment excess:
20 percent of the $5,000,000 excess in value of Land over its book value on B's
books $1,000,000
20 percent of the $3,000,000 excess in value of Plant over its book value on B's
books 600,000
20 percent of the $2,000,000 excess in inventory over that shown on B's books 400,000
Balance to goodwill 1,000,000

Investment excess $3,000,000

All but Land are depreciable or otherwise amortizable to expense as follows:

Plant (at 10 percent per annum rate) $ 60,000
Inventory (all enters into current cost of goods sold) 400,000
Goodwill (at 2.5 percent per annum for 40 years) 25,000

(d) Resuming the journal entries at year end:

Investment revenues $ 60,000
Investments $ 60,000

To impute depreciation expense on excess of value of plant over B's book carrying value.

Investment revenues $ 400,000
Investments $ 400,000

To impute cost of goods sold expense on excess of value of opening inventory over B's book
carrying value.

Investment revenues $ 25,000
Investments $ 25,000'

To impute amortization of goodwill arising from A's purchase of B

On receipt of dividend:

Cash $ 200,000
Investments $ 200,000

To reflect receipt of cash and diminution of A's equity in B Corp.
114. See text at n. 65, supra, indicating no consolidation if either no real control is held over B

by A Corp., or if the two businesses are not compatible with the consequence that consolidated
statements would be misleading. See also, n. 106. If the reason for not consolidating is the lack of
real control, then there is also no business combination and the treatment will be as in text
following n. 77, supra.
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be a business combination if A controls B's assets."' In that case, the next
issue will be whether the parent-company-only financial statements must be
prepared on a purchase or on a pooling basis. To decide this issue the twelve
pooling criteria must be applied as before. 16

b. Purchase-on the Equity Method

If application of the pooling criteria results in a determination that pooling
would be inappropriate, then at the date of acquisition, A's investment will be
shown as "investments," at cost, on A's balance sheet.

However, for subsequent balance sheets, the issue arises whether the
investment in B Corp.. will be carried on the cost, cost or market, or equity
bases, with the resultant differences in net assets shown on the A Corp.
balance sheet and with a consequential effect on incomes shown on A's income
statements. The answer is that in all cases where there is a non-pooling
business combination, i.e., A controls B but the pooling criteria are not met,
the equity method will be required on parent-company-only statements" 7 and

115. Similarly, other cases could be imagined in which the criteria for consolidation are not
met, yet a business combination may be thought to exist. For example if A and C corporations
form a 50/50 joint venture which they put in corporate form as B Corp., and A and C operate no
other business, neither A nor C may consolidate its statements with B's, but the joint venture itself
constitutes a classic business combination. Although this case does not seem to fit the criterion of
ARS No. 5 at 12, "control over assets" of B by A, so as to constitute a business combination, it
does seem to fit the "one accounting entity" description of APB Op. No. 16 1 (1970). But is that
so? Can it be said that A and C are a single entity?

What does it matter?
Both A and C are required to use the equity method. But in doing so, if it is a "business

combination" that exists, will not there be an additional need for A and C to choose whether to
account for the acquisition of B as a purchase or a pooling? No, since one of the twelve criteria for
pooling is that "substantially all of the voting stock" of B be obtained, and this means at least 90
percent and, in our example, A owns only 50 percent of B. APB Op. No. 16 47. Since this cannot
be a "pooling" even if it is a "business combination," "purchase" accounting is required, and this
will be dealt with under the equity method described in text following n. 92 supra. See Figure 3,
box 17. Thus, except for appropriately locating this case in our chart, there is no special problem
here. I would locate this case in either box 17 or box 20; it does not matter.

116. See Figure 1, supra.
117. APB Op. No. 18 14 (1971) states:

The Board reaffirms the conclusion that investors should account for investments in
common stock of unconsolidated domestic subsidiaries by the equity method in consolidated
financial statements, and the Board now extends this conclusion to investments in common
stock of all unconsolidated subsidiaries (foreign as well as domestic) in consolidated financial
statements. The equity method is not, however, a valid substitute for consolidation and
should not be used to justify exclusion of a subsidiary when consolidation is otherwise
appropriate. The Board concludes that parent companies should account for investments in
the common stock of subsidiaries by the equity method in parent-company financial
statements prepared for issuance to stockholders as the financial statements of the primary
reporting entity.

The cost or value method is not applicable where the equity method is. Cf FAS No. 12 6
(1975).
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the accounting will be as just described for the equity method when there is no
business combination."' 8

c. Pooling-on the Equity Method
If the combination is a pooling, however, and consolidated statements again

are not appropriate, the equity method is still required by APB Op. No. 18.119
But the accounting for a pooling under the equity method differs from the
accounting for a purchase under the equity method. An "investor's net income
for the period and its stockholders' equity at the end of the period are the same
whether an investment in a subsidiary is accounted for under the equity
method or the subsidiary is consolidated,"' 120 and, as we have seen, consoli-
dated income under pooling differs from consolidated income under purchase
accounting.12

Therefore in our example, where A Corp. buys all of the stock of B Corp.
but the two firms' statements are not to be consolidated and the combination is
a pooling, the investment in B Corp. should be carried on A's balance sheet at
B's net asset amount ($15,000,000 in our example) 2' and A's equity should be

118. See text at n.92, et seq. supra.
119. APB Op. No. 18 14 (1971).
120. Id. 19.
121. See text at n.63, et seq. supra.
122. This use of the net asset value measure for the debit to Investments account is expressly

assumed to be correct in N. Bedford, K. Perry & A. Wyatt, Advanced Accounting 647 (1973).
Hackney, Financial Accounting for Parents and Subsidiaries-a New Approach to Consoli-

dated Statements, 25 U. Pitt. L.'Rev. 9, 16 (1963), in addition to the net asset value, notes two
potential alternatives, the par value of the A shares issued and their fair value (i.e., the cost of the
B shares acquired). He notes that Carman Blough, the AICPA's director of research in 1957, had
recommended the use of the par value of the A shares in Blough, Accounting and Auditing
Problems, 104 J. Accountancy 71 (Sept. 1957). (Presumably Blough also would espouse stated
value where the shares are no-par shares.) Modern writers indicate par is still used by some
accountants. See J Gentry & G. Johnson, Finney and Miller's Principles of Accounting,
Advanced 199 (6th ed. 1971); G. Welch, C. Zlatkovich & J. White, Intermediate Accounting 768
(4th ed. 1976). However, all three of these statements seem to be addressed to parent-company-
only books when consolidated statements are to' be prepared-in which case those consolidated
statements will be adjusted to carry the Investee's accounts at net asset value.

The last-cited authority states that some accountants alternatively carry the B shares at A's
proportionate share of net contributed capital (i.e., stated value plus capital surplus).

Of the four alternatives for carrying the Investment in B shares on A's books at:

(-) Par value (of stated value) of the A shares issued;
(u) Cost to A (not endorsed by any of the sources cited in this note);
(c) A's proportionate share of B's contributed capital; or
(d) A1's proportionate share of B's net asset'value; only the last is reasonable as it is the only

one consistent with later balance sheets of A which will be presented in accordance with APB
Op. No. 18 (1971).

It is likely that the writers who endorse the other methods have in mind only the books of
account of A (as opposed to the A Corp.-only balance sheet at the date of acquisition) or the A
Corp.-only balance sheet when consolidated statements are also published. See Part III infra.

Meyer, Accountng for Business Combinations: A Framework for Implementation, 21 Nat'l.
Public Accountant 15, 17 (Feb. 1976) says the net asset value is correct and that "a number of
textbooks lead their readers to the misleading conclusion that the investment is recorded on the
basis of the newly issued shares' aggregate par value."
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shown in the same amount, divided between capital stock ($10,000,000) and
capital surplus ($5,000,000).23 As time passes and B Corp. generates profits
or losses, unlike the case of purchase accounting, there will be no "extra"
charges for amortization of goodwill or depreciation of the excess of fair
market value of B's assets over their carrying value on B's books. In this way
the profits of A Corp. will be the same under the equity method (pooling basis)
as tinder consolidated statements (pooling basis), just as is required by APB
Op. No. 18, pard. 19. Thus, A's investment account will be written up or down
by the amounts of B's profits or losses as shown on B's own books and
dividends will diminish the Investments account.

To illustrate, using the same data as in our last example involving the equity
method when there is no business combination14 (except that this time B is
100 percent owned by A Corp.) when B Corp. generates $4,000,000 of income,
all of that will be debited to A's investments account and credited to A's
revenues without further adjustments. The $1,000,000 dividend will be
debited to cash and credited to investments. Unlike purchase accounting on
the equity method, under pooling accounting on the equity method, there will
be no extra depreciation or amortization expense.

III. PARENT-COMPANY-ONLY STATEMENTS (FOR "BUSINESS COMBINA-
TIONS") NOT PUBLISHED AS THOSE OF THE PRIMARY REPORTING
ENTITY

A. The Two Concepts of Parent-Company-Only Statements

To this point, our concern has been with the financial statements published
to investors as those of the primary reporting entity. Hence when we discussed
consolidated statements, we ignored the statements of A Corp. itself. Yet
consolidated statements are not mehningful for every purpose. Consolidated
statements, because they ignore the separate legal entities, may be of limited
usefulness to minority shareholders of B Corp. and to creditors and financial
analysts of A or B.115 For example a creditor of A is usually subordinated to
creditors and even minority shareholders of B with respect to B's assets, yet

123. Based on anecdotal evidence, apparently some accountants believe that the $5,000,000
should be credited to earned surplus, at least where B's earned surplus amounts to that much.
Hackney, supra n.122 at 16, 18, states that the credit must be to capital surplus, although his
opinion concerns what appears to be required of Pennsylvania corporations under Pennsylvania
law.

124. See text at n.92, et seq. supra.
125. N. Bedford, K. Perry & A. Wyatt, Advanced Accounting 297-300 (1973).
The SEC in various parts of its accounting regulations ("Reg. S-X", 17 CFR Part 210) has

required separate statements of certain parents and subsidiaries or investees whose statements
are consolidated or for which the equity method has been applied. For a comprehensive current
proposal to change these regulations, see, SEC Rel. 33-6316 ( May 11, 1981) [Current Vol.] Fed.
Sec. L. Rep. (CCH) 82,870 (1981).
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consolidated statements could delude him into thinking all assets were equally
available to all creditors.'26

Obviously, one additional purpose for which consolidated statements may
be useless is in determination of legality of a dividend where the state law or
contract being construed is not based in terms of consolidated statements.
Since only one state law exists permitting dividends from consolidated
surplus, that of California, although the Pennsylvania law allows use of a
hybrid test,"27 consolidated statements are not useful to lawyers concerned
with the validity of dividends under other states' laws. Hence, it is the parent-
company-only financial data which is of interest to a lawyer who wishes to
determine the validity of a dividend distribution by the parent."'

At this point, it becomes necessary to note a subtlety concerning the two
different concepts apparently held by accountants concerning parent-com-
pany-only statements. Notice that in the prior discussion of the "equity
method" of accounting,129 we referred to parent-company-only statements
"prepared for issuance to stockholders as the financial statements of the
primary reporting entity."' 0 This appears to denote a dichotomy, implying
another class of parent-company-only statements.

Although these two concepts are not explained in the accounting literature,
so far as can be determined, what must be intended is an analogue to the
dichotomy between consolidated statements and the parent-company-only
statements prepared in conjunction with the consolidated statements. That is
to say, consolidated statements are to parent-company-only statements not
prepared for publication as "parent-company-only statements prepared for
issuance to stockholders as the financial statements of the primary reporting
entity" are to parent-company-only statements not prepared for publication.

As noted above, accountants seek to present information as to the economic
enterprise in the consolidated statements, recognizing that for many purposes
additional parent-company-only statements are necessary for the needs of

126. It is not always true that the separate legal entities will be honored in law, and courts will
sometimes aggregate the assets and liabilities of corporate affiliates. E.g., see Chemical Bank
New York Trust Co. v. Kheel, 369 F. 2d 845 (2d Cir. 1966). See also, for some of the more recent
esoterica, Landers, A Unified Approach to Parent, Subsidiary and Affiliate Questions in
Bankruptcy, 42 U. Chi. L. Rev. 589 (1975); Posner, The Rights of Creditors of Affiliated
Corporations, 43 U. Chi. L. Rev. 499 (1976); Landers, Another Word on Parents, Subsidiaries,
and Affiliates in Bankruptcy, 43 U. Chi. L. Rev. 527 (1976); Comment, Substantive Consolida-
tions in Bankruptcy: A Flow-of-Assets Approach, 65 Calif. L. Rev. 720 (1977).

127. Cal. Corp. Code 114 (West) (1977); Pa. Stat. Ann. tit.15, § 1702 (A)(4) (Purdon)
(1967). The Pennsylvania provision permits dividends out of consolidated earned surplus, but
only to the extent of the parent company's capital surplus.

128. Of course, if the dividend statute is not tied to GAAP in any way, the parent's financial
statements will have nothing to say for the lawyer. But many statutes, even if not based on GAAP,
at least permit the directors to rely on financial statements prepared by certified public
accountants, thus in effect incorporating statements prepared in accordance with GAAP, and
most statutes are affected to some extent by GAAP. See Hackney, Accounting Principles in
Corporation Law, 30 Law & Contemp. Prob. 791, 813-23 (1965).

129. Text following n.92, supra.
130. Quoted from APB Op. No. 18 1 (1971).
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creditors and financial analysts of both corporations, and shareholders inter-
ested in A Corp.'s dividend potential. Similarly, accountants, in APB Op. No.
18, must recognize that parent-company-only financial statements "prepared
for issuance to stockholders as the financial statements of the primary
reporting entity" are for the purpose of presenting economic information as to
the enterprise, not merely the legal data. Hence APB Op. No. 18 does not
purport to regulate the accounting of A Corp. for such purposes as analysis of
potential dividends. This, of course, is of major consequence in making
dividend determinations. These statements are special purpose statements
unregulated by formal, uniform GAAP, as the next subpart will indicate.

B. Accounting in Parent-Company-Only Statements Not Published as
Those of the Primary Reporting Entity

The accounting by A Corp. for A's investment in B Corp., in other than the
consolidated statements or parent-company-only statements prepared for
stockholders as those of the primary reporting entity, is anarchistic. APB
Op.'s No. 16, 17 and 18, regulating purchase or pooling, accounting for
goodwill, and the equity method, respectively, do not, by their terms apply,
but FAS 12,131 governing accounting for marketable equity securities, and the
pervasive principle that assets ordinarily shall be carried at cost, do apply if
the statements purport to be in compliance with GAAP. But since the
pervasive cost principle is subject to numerous exceptions (such as pooling), it
is not a principle as much as it is a normative convention. Hence, as would be
expected, practices vary.

1. THE PARENT COMPANY'S BALANCE SHEET AT THE DATE OF
ACQUISITION

On acquisition of B Corp. shares as a long-term investment, A Corp. may
account, on statements not published for stockholders as those of the primary
reporting entity, pretty much as its management pleases, within broad limits
-i.e., the historical cost convention, with its exceptions, and FAS 12, since
these financial statements are not regulated by APB Op. No. 16.

a. Pooling

Where the pooling criteria are met at the time of acquisition, some firm's
will enter the investment in B shares at par (or stated value), some at A's cost,
others at A's proportionate share of B's capital stock and capital surplus, and
still others at A's share of B's net asset value.

131. FAS No. 12 (1970) seems to be limited to published financial statements but includes all
published statements and not just those of the primary reporting entity. See FAS No. 12 7(g).
8 (1970).
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b. Purchase

Where the pooling criteria are not met, and whether or not a "business
combination" has occurred, A Corp. will enter its investment at cost at the
acquisition date.

2. THE PARENT COMPANY'S ACCOUNTING SUBSEQUENTLY TO ACQUI-
SITION

Subsequently to the acquisition date, regardless of whether a business
combination by way of purchase or pooling has occurred, A Corp., on its own
books and on statements not published for stockholders as those of the
primary reporting entity, probably has the option of following the equity
method (at least where A is a joint venturer in B or has "significant influence"
and B's shares are not marketable 3 2) or the cost method, although because
FAS 12, by its terms, does apply, if the B shares are "marketable," the "cost
or market" method may have to be followed.

IV. SUMMARY

A summary of Parts I and II of this paper is fully contained in Figures 1-3.
It is suggested that these are the best mnemonic device for fully compre-
hending that subject matter. A diagram of Part III was not prepared, as it
would not appear helpful. The following verbal summary of all three parts
may be a helpful supplement.

We have seen that when a single economic entity is formed by two legal
entities coming together (i.e., A controls B), accountants ordinarily believe it
more informative to present a single set of financial statements. Thus whether
net assets of one legal entity are acquired by another legal entity, or instead
shares of stock of the first, sufficient to provide control, are acquired by the
second, a single set of financial statements usually will cover both. In the
assets acquisition, these are statements of the acquiring legal entity whereas in
the controlling share acquisition, with one exception, these are the consoli-
dated statements of both legal entities.'33

The exception from consolidation is in the case of a controlling share
acquisition where consolidation of statements is deemed inappropriate be-
cause the two entities are incompatible so that consolidated statements would
be misleading. But even here, the equity method is required for the parent
company statements which results in the net worth and earnings of the parent

132. Since no formal GAAP exist for this situation, it would seem that if adequate disclosure
is made, A could use the equity method even where the criteria for that method are not met.
Whether A Corp. has the option of using the equity method, when marketable equity securities of
B are held, is more problematical. FAS No. 12 (1970) literally applies to all A's financial
statements and is not limited to those prepared as those of the primary reporting entity.

133. See Parts I and IIA, supra.
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being represented in the same amount as if the financial statements had been
consolidated."'

In any of these cases in which a single economic entity is formed, whether
an assets acquisition or a controlling shares acquisition, one issue is whether a
new basis of accountability arises for the acquisition. If so, "purchase
accounting" will be required, with a write-up of the acquired company's
assets, including goodwill, and amortization of goodwill and the written-up
assets thereby diminishing the subsequent net income of the combined entity
correspondingly.'35

If instead the two sets of owners of the companies making up the single
economic entity are envisioned as merely pooling their interests, with each set
maintaining a continuing interest in rights and risks, no new basis of
accountability arises, and the book carrying values of each will carry over to
the balance sheets and be amortized on the income statements of the new
entity. 3

In cases where there is not a single economic entity formed because A does
not control B, the financial statements of each will be separately published and
the acquiring company will account for its investment on the cost basis'317

unless (a) the investment consists of marketable equity securities, in which
case they will be accounted for on the "cost or market" basis, 38 or (b) the
investor is involved in a joint venture in the investee or holds significant
influence over operating and financial policies of the investee. In the latter
case, (b), the equity method must be used with a new basis of accountability
for the acquired company, and the investor will include in its net worth and
income its proportionate share of the investee's income, adjusted to reflect
depreciation and amortization of the fair market value of the investee's net
assets and goodwill at the date of acquisition.'39

For financial statements of A Corp. which are not published as those of the
primary reporting entity, APB Op.'s No. 16, 17, and 18, regulating purchase
or pooling, goodwill, and the equity method, do not by their terms apply; as a
result GAAP are somewhat anarchistic. Only one assertion may be confi-
dently made: at the date of acquisition, where there is no pooling of interests,
A must carry its investment account for B Corp. at cost. If there is a pooling,
at least four different valuations are defensible: (a) par or stated value of the A
shares issued, (b) cost to A, i.e., the fair value of these A shares, (c) A's
proportionate share of B's contributed capital, or (d) A's proportionate share
of B's net assets.

134. See Part 11B2, supra.
135. See Parts IB, HAI, and 1lB2(b), supra.
136. See Parts IC, IIA2, and 11B2(c), supra.
137. See Part 11BI(a), supra.
138. See Part I1BI(b), supra.
139. See Part I1BI(c), supra.
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After acquisition, it may be that if the B shares are marketable, A must use
the cost or market method of FAS 12. Otherwise A has the option of
recognizing income only from dividends out of post-acquisition earnings, or,
as under the equity method, at least where the criteria for that method are
met, and perhaps even otherwise.


