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C h a p t e r  I

INTRODUCTION

The purpose of this paper is to look at an official opinion of the 

Accounting Principles Board, analyze the selected opinion, and determine 

what affect the opinion will have on the business world. The Opinion 

selected is APB Number Eighteen. The title of the Opinion is The Equity 

Method of Accounting for Investments in Common Stock. The main hypo

thesis that is to be tested in this paper is the hypothesis that APB 

Number Eighteen will generally have an affect only on large companies. 

These large companies, in turn, are only a small percentage of the 

companies on which an accountant's opinion is rendered.

This paper is divided into six sections. The first section will 

define the terms used both in the Opinion and in this paper. It will 

also restate the principles and guidelines set forth in the Opinion.

Next, three methods for valuing investments in common stock will be stated 

and defined in section two. The next two sections, three and four, will 

be an analysis of the Opinion. Section three will state the shortcomings 

of the Opinion and offer solutions on how these problem areas should be 

handled. The second part of this analysis will describe the affect that 

the issuance of Accounting Principles Board Opinion Number Eighteen will 

have on the past official pronouncements that have previously been issued.
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Sections five and six will discuss how the Opinion will affect the 

real world and how the Opinion will be implemented. Section five will 

suggest ways of avoiding the Opinion when it does apply. These suggestions 

will indicate the various ways companies will use to avoid compliance when 

compliance is not in the best interest of the company. The final section 

will test the hypothesis that APB Number Eighteen will only affect the 

financial statements of large companies. This theory will be tested by 

taking a sample of companies and determining what percentage of the 

companies are affected by the Opinion.



C h a p t e r  2

TERMS IN THE OPINION

In APB Opinion Number Eighteen, the Accounting Principles Board 

gave its opinion on when the equity method of accounting for invest

ments in common stock should be used. This opinion supersedes part of 

APB Opinion Number Ten and Accounting Research Bulletin Number Fifty-one 

to the extent that they comment on the equity method.

Definition of Terms

In order for the reader to be able to understand this paper fully, 

it is necessary at this point, to define four terms that will be used 

throughout this paper. | These terms are investor, investee, subsidiary, 

and coperate joint venture.

An investor is defined as an entity which, as an investment, owns 

voting shares in another company.

An investee is defined as the company which has issued the voting 

shares which the investor now holds.

A subsidiary is defined as a corporation that is controlled by 

another corporation. The usual test of control is determined by looking 

at the ownership of the outstanding voting stock. Ownership of over fifty 

percent of the voting stock is considered to be indicative of control. 

Control can exist with a smaller percentage of ownership.*

^The Accounting Principles Board defines these words in paragraph 
number three, APB #18 (New York, 1971), pp. 348-349.

3
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A corporate joint venture is defined as a corporation which is owned 

and operated by a group of businesses for the mutual benefit of the group. 

All of the outstanding stock is usually owned by the members of the group. 

There are many reasons for the existence of corporate joint ventures.

One of the reasons is to avoid situations and areas where there is a great 

deal of risk and the risk is too great for one company to undertake alone. 

Another reason is to be able to combine the technology and natural 

resources of various companies. Within a joint venture, each member of 

the group generally has some say in the management decisions.

THE OPINION

Investments Affected by the Opinion

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 con
clusion to investments in common stock of all unconsolidated 
subsidiaries (foreign^as well as domestic) in consolidated 
financial statements.

The equity method, though, is not a substitute for consolidating. In

vestments in common stock of subsidiaries, by parent companies, should 

be accounted for by the equity method in "parent company financial

statements prepared for issuance to stockholders as the financial state-
3ments of the primary reporting entity."

2The Equity Method of Accounting for Investment in Common 
Stock, Accounting Principles Board, Opinions of the Accounting Principles 
Board No. 18 (New York, 1971), pp. 353-354.

%bid, pp. 354
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The equity method is also required for investments in common stock

of corporate joint ventures. The Board feels that the equity method is

the best method for the investor to show the underlying nature of an 
. . 4investment in a joint venture.

The Board also concludes that the equity method is applicable for 

certain investments in common stock in which the investor holds fifty 

percent or less of the outstanding voting stock. This situation exists 

when the investor has significant influence over the operating and finan

cial policies of the investee. In determining the amount of influence 

that can be rendered, the outstanding voting stocks and how they are 

owned should be determined. The existence of a substantial holding 

in voting stock by another investor does not automatically mean that 

significant influence is not present.

In order to achieve uniform application,

The Board concludes that an investement (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.̂

An investment of less than twenty percent should not be valued using the 

equity method, unless the ability to exercise significant influence can 

be demonstrated. In determining the percentage of ownership held by an 

investor, only the securities that are presently outstanding and have 

voting privileges should be considered.

4
The Accounting Principles Board discusses this idea in paragraph 

number sixteen, APB #18 (New York, 1971), pp. 355.

^Ibid, paragraph 17, pp. 355.

^The Equity Method of Accounting for Investments in Common Stock, 
Accounting Principles Board, Opinions of the Accounting Principles Board 
No. 18 (New York, 1971), pp. 355.
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An investor's share of the earnings or losses of an 
investee should be based on the shares of common stock held 
by an investor without recognition of securities of the 
investee, which are designated as common stock equivalents

How to Apply the Equity Method

Whether an investment in a subsidiary is accounted for by con

solidation or using the equity method, the results for net income and 

stockholders' equity will be the same. The difference between the above 

two alternatives is in the amount of details shown. Consolidation depicts 

many of the details, while the use of the equity method sums up all of 

the details and depicts the overall effect with a minimum of figures.

There are several steps that must be done when applying the equity 

method to investments in common stock of unconsolidated subsidiaries, 

incorporated joint ventures, and other qualifying investments in voting 

stock. The first decision that must be made is whether or not one- 

hundred percent of all intercompany profits and losses should be eliminated 

when the investor does not own all of the voting stock of the investee.

In an unofficial interpretation of APB #18, it is stated that the "amount 

of intercompany profit or loss to be eliminated in the less-than-100 percent 

case should be based on the investor's percentage of ownership of the

investee's voting common stock, regardless of whether the intercompany
8

profit or loss is on the investee's books or the investor's." This 

decision is contrary to the previously issued Accounting Research Bulletin 

Number Fifty-one.

^Ibid, pp. 356

8Paul Pacter, "Applying APB Opinion No. 18 - Equity Method,"
The Journal of Accountancy (September, 1971), pp. 56.
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If a difference exists between the purchase price of the stock and 

the net assets of the investee, which are applicable to the percentage 

of stock purchased, the entire amount in excess is considered goodwill. 

Another requirement is to show the amount of the investment in the 

balance sheet as a single amount. The amount of income applicable to the 

investment should also be shown as a single amount on the income state

ment. The investor should include in his amounts for extraordinary 

items and prior period adjustments their share of the investee's extra

ordinary items and prior period adjustments.

If the investee incurs a loss in operations for a year, the 

investor should decrease his investment account by his share of the 

investee's loss. If the investment account becomes equal to zero, 

further recognizance of investee's losses should not ordinarily be made.

There are two situations in which further losses should be recognized.

One situation is when the investor is committed to provide additional 

financial aid to the investee. The second case is when a return to 

profitable operations seems assured for the investee.

In compliance with Accounting Research Bulletin Number Fifty-one, 

deferred taxes on the investor's share of the undistributed earnings of 

the investee should be computed and shown on the investor's books. When 

an investment in common stock no longer meets the criteria for being 

accounted for by using the equity method, the investment should then be 

accounted for by the cost method. The investment account should be decreased 

by the amount of dividends received in excess of earnings for the period.

An investment which presently is accounted for by the cost method and
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later qualifies for the equity method should then be changed to the 
, J 9equity method.

Necessary Disclosures on the Financial Statements

Certain disclosures are necessary for investors that have invest

ments in voting stock. The extent of disclosures necessary is dependent 

on the significance of the investment. "If the investor has more than

one investment in common stock, disclosures wholly or partly on a
10combined basis may be appropriate."

For the companies in which the investor holds voting stock, the 

name of the investee company and the percentage of stock owned should 

be revealed. If a difference exists between the amount of the invest

ment account and the equity in the net assets of the investor, the 

difference and how it is handled should be stated. If a market price 

is available to the investor in common stock, it should be revealed on 

the financial statements. It is not necessary to state the market price 

for investments in subsidiaries. If the investments in unconsolidated 

subsidiaries, corporate joint ventures, and other corporations are 

material in relation to other amounts shown on the income statement and 

balance sheet, then additional information should be provided. This 

additional information should consist of summaries of assets, liabilities, 

net worth, and results of operation. This additional information will 

aid the stockholders of the investor company in determining the value

9The Accounting Principles Board discusses this idea in paragraph 
number nineteen, APB #18 (New York, 1971), pp. 356-360.

10
The Equity Method of Accounting for Investments in Common Stock, 

Accounting Principles Board, Opinions of the Accounting Principles Board 
No. 18 (New York, 1971), pp. 360.



of the various investments in common stock. In determining the per

centage of voting stock held by an investor, the base that should be 

used is the amount of currently outstanding voting securities. This 

percentage does not take into account dilution that can occur if the 

investee presently has outstanding convertible securities, warrants, 

options, or other instruments which are convertible to voting stock. The 

conversion of any of the above securities can have a significant effect 

on the percentage ownership by the investor and the resulting share in 

profits and losses of the investee. Therefore, the existence of the 

above mentioned securities and the results of possible dilution should be 

reported in the notes of the investor's financial statements.

Effective Date of the Opinion

APB Opinion Number Eighteen is effective for all fiscal years 

starting after December 31, 1971. It requires retroactive application 

for all investments in common stock regardless of when the investment 

was made. Prior years financial statements must also be restated if 

they are shown after the effective date of this Opinion. This restate

ment should be made so that all past statements are presented in 

accordance with the new requirements for reporting investments in 

common stock.

9

The Accounting Principles Board discusses this idea in 
paragraph number twenty, APB #18 (New York, 1971), pp. 360-362.



Chapter 3

THREE METHODS FOR REPORTING INVESTMENTS IN 

COMMON STOCK

Three methods for reporting investments in common stock are the cost

method, market value method, and equity method. Of these three methods,

the cost method and the equity method are the ones most frequently used
12

with the cost method being used more often than the equity method.

The Cost Method

Under the cost method, the investor values his investment in common 

stock at the amount paid for the stock. Income from the investment is 

recognized only when t̂ he investor receives dividends from the stock. 

"Dividends received in excess of earnings subsequent to the date of 

investment are considered a return of investment and are recorded as 

reductions of cost of the investment. This method will not reflect 

a change in the investor's financial statements even for a long period of 

time, except through the receipt of dividends.

Market Value Method

The market value method is the method that is used the least to 

value investments in common stock. It is most often used as an additional 

bit of information when the cost or equity method is used. Under this

12Ibid, paragraph 5, pp. 349-350.
1 1The Equity Method of Accounting for Investments in Common Stock , 

Accounting Principles Board, Opinions of the Accounting Principles Board 
No. 18 (New York, 1971), pp. 350.

10
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method, income or loss is recognized by an investor when dividends are 

received or when there is a change in the market price of the stock. The 

figure used for valuing the investment in the balance sheet is adjusted 

for changes in the market price of the stock. Two reasons why this method 

is used the least are the lack of available market prices for all stocks 

and the volatile nature of stock prices.

The Equity Method

Under the equity method, earnings and losses of the investee are 

recognized by the investor as revenue based on the investor's share of 

the profits in proportion to his share of the investee's stock. The 

investment account is also adjusted for its share of the earnings and 

losses of the investee. The amount received in the form of dividends 

reduces the investment account. Since earnings of the investee are 

recognized by the investor in the same period as earned, the objectives 

of accrual accounting are more closely met through the use of this 

method rather than the two previously mentioned methods.



C h a p t e r  4

SHORTCOMINGS OF THE OPINION

The Arbitrary Twenty Percent Figure

The first major shortcoming of the opinion is the percentage owner

ship of voting stock needed to exert control.

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.^

This twenty percent figure is an arbitrary figure that should have

been deleted from the Opinion. The Board states that the equity method

is appropriate when the investor can influence to a significant extent

the operating and financial policies of the investee. It also is stated

in the Opinion that it is not always clear and easy to determine what

level of stock ownership must exist in order that the investor has the

ability to influence decisions. Instead of retaining the just-mentioned

position, the Board arbitrarily selected the figure of twenty percent of

the voting stock to be the point above which the equity method is to be

used.

If the Board felt that it was necessary to include a specific figure 

above which the equity method is to be used, the figure of fifty percent 

should have been used. This would require the investor to have a simple 

majority of the voting stock so that the investor would be assured to 

have the ability to exert significant influence on the operating and

Ibid, pp. 355.14

12
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financial policies. This new position would also allow the equity method 

to be used for investment of less than fifty percent when the ability to 

exercise significant influence exists. As to when this situation does 

occur, it should be determined by the independent CPA, who is attesting to 

the financial statements. This just mentioned fifty percent figure could 

then be used as a guideline, with each situation being looked at separately. 

Although this idea opens an avenue for misstatement of the financial 

statements, this should not be a major consideration. There are many other 

situations in which the financial records can be distorted, but society 

relies on the CPA's reputation to assure that this will not occur.

Instead of setting any arbitrary figure, such as the twenty percent 

as stated in the Opinion or fifty percent as suggested above, the Board 

should have let the CPA's independent judgment make the decision. This 

independent judgment would then determine the significance of the invest

ment and whether significant influence over financial and operating 

policies exist. This would require that each situation be looked upon 

separately. In some cases, signigicant influence may be attained with 

stock ownership of less than twenty percent and, in other instances, more 

than fifty percent control would be necessary. This percentage depends 

upon how the remaining stocks are divided among stockholders, the views 

and goals of the other stockholders, and how active are the remaining 

stockholders. Therefore, a set percentage of stock ownership does not 

indicate whether there is significant influence.

Inconsistent Adjustments

The Accounting Principles Board was inconsistent when describing how
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the equity method of accounting for investments in common stock is to be 

applied. In paragraph nineteen (1) the Board describes how to account 

for an investment that falls below the twenty percent guideline. This 

occurrence would mean that the investor has lost his ability to influence 

the policies of his investee. This percentage dilution could easily 

occur and could be caused by a sale of part of the investment by the 

investor, the sale of additional voting stock by the investee, the exercise 

of outstanding warrants and options, the conversion of convertible stock, 

or in other ways. If this situation happens, the Opinion states that 

the investor should discontinue including in his income statement and 

adjusting his investment account for the investor's share of the investee's 

profit or loss. The past earnings that have been accrued in the investment 

account should remain as part of that account. When this situation occurs, 

an investor should begin recognizing income from the investment only when 

dividends are received. Any amount of dividends received over the amount 

of earnings for the year should be used to decrease the amount of the 

investment account. This requirement follows the idea that any amount of 

dividends paid out over the amount of earnings is really a part of the 

past earnings, which were not paid out in the past. Therefore, since the 

investment account has already accrued these past earnings, the account 

should be decreased by the amount of these earnings received at a later date.

For investments which previously have been valued by the cost method 

and later on the investment becomes qualified for the equity method, the 

investment should then be valued by the equity method. When prior period 

statements are presented with current statements that are using the equity
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method of accounting for the investment, then the prior period statements 

must be adjusted retroactively so that the equity method results are 

shown in all of the years statements that are presented.

This idea of retroactive adjustment for investments that become 

qualified to use the equity method and no retroactive adjustment for 

investments that no longer are qualified to use the equity method is 

inconsistent. In one situation a retroactive adjustment is required, but 

in the opposite situation, an adjustment is not necessary. Since the 

Board states that a retroactive adjustment is necessary when an invest

ment first qualifies for the equity method, a retroactive adjustment for 

an investment that no longer is accounted for by the equity method should 

be required. This retroactive adjustment which is suggested would remove 

all accrued earnings from the investment account and would more fairly 

present the investment account. The reason that this method would more 

fairly present the investment account is that past earnings, which have 

been accrued in the investment account, may never be realized, since the 

investor no longer has significant influence over the policies of the 

investee.

Whether or not either situation should cause a retroactive adjustment 

is a good question. The past financial statements that would have to be 

adjusted were presented fairly and in accordance with generally accepted 

accounting principles at the time they were issued. Adjusting these past 

statements because of something that happens at the present time would be 

like having to adjust bad debt expense since collections proved the expense 

was overstated or understated. This requirement of a retroactive adjust

ment gives the reader of the financial statement the impression that the



earlier issued statement was incorrect. This belief could damage the 

reputation and the reliability that is expected of the accounting pro

fession .

Additional Losses Should Be Disclosed

Paragraph nineteen of the Opinion requires that the equity method 

should not be applied when the investment account is reduced to zero 

and additional losses of the investee need not be shown. An additional 

loss is when the investee continues his unprofitable ways and incurrs 

net losses in future periods. There are three situations described in 

the Opinion when the investment account should provide for additional 

losses. These are first, when the "investor has guaranteed obligations 

of the investee," second, when the investor is "committed to provide 

further financial support for the investee, and third, when there is 

assurance that the investee will return to profitable operations.

The main reason that the investment account is not decreased below 

zero is to avoid the situation of having to show a negative amount for 

an asset account. The only time when the investment account should be 

lowered below zero is when the investor has additional commitments to the 

investee or when the losses of the investee are expected to be temporary 

in nature. The theory for not lowering the investment account to a 

figure below zero is that the investor in common stock cannot lose an 

amount in excess of the cost of the stock and the accrued earnings. The 

reason for this is the limited liability of common stockholders. The 

maximum amount of their loss is the amount of their investment.

^Ibid, pp. 358 
16

16

Ibid, pp. 358



17

A shortcoming of this portion of the Opinion is that once the invest

ment account reaches zero, the aggregate and periodic losses of the in

vestee need not be disclosed. This position should be modified. The 

modification should require that the periodic and aggregate losses of the 

investee be disclosed in the footnotes to the financial statements. This 

information would allow the stockholders of the investor to see the 

financial position of the investment. It would also give the stockholders 

additional information with which to judge the management decisions of 

the investor company.

Common Stock Equivalents

When discussing the role of common stock equivalents in paragraph 

eighteen, the Board comes to two different conclusions as to their use.

An investor's share of the earnings or losses of an investee 
should be based on the shares of common stock held by an investor 
without recognition of securities of the investee which are de
signated as 'bommon stock equivalents"under APB Opinion No. 15. ^

In contrast to this is the situation of computing the earnings per share

for the investor. When computing the earnings per share, common stock

equivalents of the investee are to be recognized. This means that

common stock equivalents are added to common stock in determining the base

to be used when computing earnings per share.

The Opinion should be modified so that the common stock equivalents

of the investee are recognized and used when determining the investor's

share of the earnings or losses of the investee. The reason for this

17 Ibid, pp. 356
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is that earnings which are retained by the investee are subject to the 

dilution that occurs when common stock equivalents are converted into 

common stock. At that point, a larger base of shares of common stock 

outstanding makes up the base over which the retained, present, and 

future earnings of the investee must be spread over. This occurrence leaves 

the past owners of the common stock with a smaller amount of earnings 

per share.

Consolidation Should Not Be Required

In paragraph nineteen the Accounting Principles Board requires that 

consolidation be used when determining the amount of income that the 

investor should recognize. This would cause the elimination of all 

inter-company profits and losses between the investor and the investee.

This should not be required for companies which recognize the ownership 

of common stock of an investee as an investment. In most cases there is 

no obligation for one company to purchase from the other. The amount that 

should be used when determining the investor's share of income is the net 

income reported by the investee on his income statement. The present 

requirement of eliminating intercompany profits puts an unfair and, at 

times, impossible burden on the investor. The investor, as a mere 

stockholder, will not know the investee's cost on intercompany trans

actions. Therefore, the resulting profit to be eliminated cannot be 

computed.

The Income Statement Is Distorted

When Accounting Principles Board Opinion Number Eighteen was issued, 

a new way of distorting the income statement was made available. The
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investor, now, has official support for using the equity method for 

valuing investments in common stock. This avenue allows the investor to 

add directly to his profit figure, the investor's share of the investee's 

profit. This causes the profit and earnings per share figures to change 

while not causing a change in the other parts of the income statement.

The amounts shown for total sales and expenses remains the same while the 

profit is increased. Therefore, unless the reader of the financial 

statements is knowledgeable concerning accounting practices, he will think 

that the company and its management is doing a better job since profit 

and earnings per share have risen without an increase in sales. The 

only time an investor would not want to value his investments with the 

equity method is when the investee is not making a profit. At all other 

times the investor's profit and earnings per share will rise.

The existence of the equity method will allow investors, whose own 

operations are not a profitable as desired, to purchase the common stock 

of other profitable companies. This will enable the investor to use his 

share of the earnings of the investee to make his own income statement 

look more profitable. In order to avoid this situation, the Opinion should 

require that a company who uses the equity method should not only 

include the profit of the investee in its income statement, but also the 

applicable sales and expenses that caused the profit. The allowance of 

the equity method will not add greatly to the present distortions allowed 

in financial statements. As stated by the chairman of the board of a 

New York company which is affected by the Opinion, "Mostly what people 

are about to do with their books, they are going to do anyway."^8

18
pp. 35.

"Is 'Equity' Equitable," Wall Street Journal, March 22, 1972,
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THE AFFECT ON OTHER PRONOUNCEMENTS

The issuance of Accounting Principles Board Opinion Number Eighteen 

on March, 1971, affected seven previously issued official pronouncements. 

In some cases the previously issued pronouncements were superseded and, 

in other cases, an additional area to apply the previous opinions was 

opened up. These seven pronouncements are Accounting Principles Board 

Opinion Numbers Nine, Ten, Eleven, Fifteen, Seventeen, APB Statement 

Number Four, and Accounting Research Bulletin Number Fifty-One.

The Equity Method is Revised

Three past pronouncements have been amended because of the issuance 

of APB Number Eighteen. They are APB Numbers Ten, ARB Number Fifty-One, 

and APB Statement Number Four. The above pronouncements are ammended 

only to the extent that they pertain to the equity method of accounting. 

In the above three publications, the equity method was looked upon with 

great favor. It was suggested to be used in all cases except when 

exchange rates or some other condition existed that restricted the 

receipt of profit by the investor. On March, 1971, the Accounting 

Principles Board stated that both the cost and the equity method are 

valid when accounting for investments in common stock. The Board also 

specified under what circumstances each method should be used.

Common Stock Equivalents

Accounting Principles Board Opinion Number Fifteen is affected by

20
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this new opinion to the extent that common stock equivalents are used.

The new opinion says that when determining the investor's share of 

profits and losses, common stock equivalents of the investee company are 

not to be considered. Instead only the present outstanding voting shares 

should be considered. Contrary to this is the requirement in APB Eighteen 

that common stock equivalents of the investee are to be recognized when 

computing earnings per share. Nothing is changed, except that common stock 

equivalents of the investee must now be recognized and included when 

computing earnings per share for the investor company.

Goodwi11

If a difference exists between the cost of an investment and the 

resulting equity in the net assets of the investee, and the difference 

is considered goodwill, the investor should apply APB Opinion Number 

Seventeen to this difference. Therefore, any goodwill that is recognized 

because of an investment does not have to be amortized, unless there is 

evidence that the goodwill will not last. Even though it is not required, 

it is recommended that goodwill be amortized. Therefore, any goodwill 

that occurs because of an investment in common stock should be handled 

according to the present guidelines set forth by APB Opinion Number 

Seventeen. This means that unless the goodwill can be related to specific 

accounts, it should be amortized over a period not to exceed forty years. 

Extraordinary Items

APB Opinion Number Nine describes how extraordinary items and prior 

period adjustments should be classified and depicted on financial state

ments. Extraordinary items and prior period adjustments of an investee,
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if material, should be handled according to the guidelines stated in APB 

Opinion Number Nine when the equity method is being used. This requires 

that extraordinary items and prior period adjustments are shown apart 

from the results of ordinary operations.

Deferred Taxes

The final Opinion affected by APB Number Eighteen is APB Number 

Eleven. Income tax is the subject of APB Number Eleven. Dependent on 

whether the cost or equity method is used to account for investments in 

common stock, is the amount and timing as to when income is recognized 

by an investor. Under the cost method income is earned and recorded when 

dividends are received. The above method does not cause a tax problem. 

Since the tax is recognized and is due in the same period as the dividends 

are received. Under the equity method, a problem arises. The equity 

method recognizes the investor's share of the earnings and losses of the 

investee as they are earned regardless of when they are paid-out. Since 

not all of the investee's earnings are paid out in dividends in the same 

period as earned, a timing problem exists between the time income is 

recognized by the investor and when the taxes are paid on the income.

The amount of tax is not due until the investor receives the investee's 

earnings in the form of dividends. Since income is recognized when 

earned on the financial statements when the equity method is used, the 

tax expense and resulting deferred tax liability must also be computed 

in the same period. This forces the investors, who use the equity method, 

to recognize the tax expense associated with the undistributed earnings 

that are included in income. The resultant tax expense will then be 

retained as a deferred tax liability account by the investor until their 

associated earnings are distributed.
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WAYS OF AVOIDING THE OPINION

Whenever a rule is established, there is always a person looking 

for ways to avoid the rule. In this case, various companies will begin 

looking for loopholes in APB Opinion Number Eighteen, so that they do not 

have to comply. This section of the paper will discuss the various 

loopholes that are available.

Areas of Discretion

The most recent Opinions that have been issued by the Accounting 

Principles Board have been looked upon with mixed feelings. The recent 

Opinions have been very exact in nature and have left little area for 

discretion. This has caused the Board to use arbitrary figures such as 

the twenty percent used in APB Number Eighteen. Some accountants feel 

that the new Opinions are too restrictive. Others are happy to see this 

change in style. They are glad to have something concrete to show the 

client when the client questions the handling of a matter.

There are only two loopholes that are available to a company when 

applying APB Number Eighteen. These two exceptions are in areas in 

which a change just to fit the exceptions is not possible. The first 

loophole is an area which is available when applying any accounting prin

ciple. This area is the materiality of the amount involved. No guide

line, such as a percentage or an amount, is given in the Opinion as to 

when an investment or the income from an investment is material•
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Therefore, in order to determine materiality, the amount of the investment 

should be compared to the amount of total assets owned. Also, the income 

from the investment should be compared to the present income that is 

earned. This comparison would help to determine how material is the 

investment. This loophole of materiality allows the investor to use the 

cost method even when the percentage ownership indicates the equity method 

should be used.

The second loophole that is available is only applicable to invest

ments in certain foreign companies. The foreign companies designated are 

those that are based in countries which have exchange restrictions or 

other controls. The existence of the above conditions requires that the 

cost method be used for valuing the investment account. This loophole 

is the same as the one available for the situations that require con

solidation .

Reasons for Using the Loopholes

There are two main reasons why an investor would not want to comply 

with the Opinion. The reasons are: (1) the cost of obtaining the

information and (2) whether or not the results of operation for the 

investee are profitable.

In order to apply the equity method, certain information about the 

investee must be determined. This would require that an audit of the 

investee's books be done by a CPA. An example of this situation is when 

an investor, listed on a stock exchange, has an investment in an unlisted 

or closely held company which does not have an audit. Since the investor 

is listed on a stock exchange, it requires a certified audit, which will 

necessitate an audit of the investee. The cost of this additional work
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may outweigh the benefits derived from valuing the investment by the 

equity method. This would cause the investor to use the loophole 

available for immaterial amounts.

The second instance when an investor would not want to value an 

investment on an equity basis is when the investee is losing money. The 

investor would not want to pick-up his share of the investee's loss.

The reason for this is that the investor would not want to show a lower 

figure for net income or earnings per share just because the investee 

has incurred a loss.



Ch a p t e r  7

THE AFFECT OF APB #18

In order to determine the affect of ABP Opinion Number Eighteen, 

it is necessary to take a sample of companies and see the affect of the 

Opinion on the selected companies. The companies which have been 

selected all had one common trait. Their base of operations is located 

in the Midwest area. Another similar characteristic is that all of the 

companies selected are of the type that could be affected by the Opinion. 

Therefore, investment companies and non-business entities are not in

cluded in the population from which the sample was drawn. Also, companies 

with total assets of less than one-thousand dollars are not included in 

the population. The reason for this being that companies of this size 

most likely will not have investments in common stock of the size affected 

by the Opinion. The size and scope of the sample used must be considered 

when judging the generalizations that are drawn.

The Sample

As shown in Exhibit One, the sample is made up of one hundred and 

forty-five different companies. These companies are all of the type that 

could be affected by APB Number Eighteen. The companies selected are 

first broken down into categories according to the size of their total 

assets. The breakdown of the companies into categories and the 

distribution that occurred is considered to be representative of the 

size and distribution of companies in the Midwest. This causes a high
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percentage of the companies selected to fit in the one million to ten 

million dollar range. The sample distribution is also representative of 

the population in that there is a fairly large percentage of small companies, 

one hundred thousand to five hundred thousand dollars in total assets, and 

a fairly small percentage of companies with total assets of ten million 

dollars or more.

Investments in Common Stock

The next breakdown of the sample companies was to determine the 

number of companies that had investments in common stock. This was done 

to see what percentage of the companies possibly could be affected by 

APB Number Eighteen and its guidelines for investments in common stock.

As shown in Exhibit One, only twenty-seven of the companies have any 

amount of investment in common stock. Therefore, only seventeen percent 

of the companies tested have the appropriate type of investment. The 

distribution of the companies that have investments in common stock is 

noteworthy. Companies with total assets of one million dollars or more 

are the ones most likely to be affected by the Opinion. The reason for 

this being that smaller companies will generally not want to tie-up their 

limited amount of assets in investments in common stock. The two main 

instances when a smaller company would have an investment in common stock 

is when they are involved in a corporate joint venture or have an invest

ment in a subsidiary. Rarely will a small company own common shares of 

a company in which it does not have a direct relationship. The above 

conclusion concerning investments of small companies was reinforced by 

the sample. Four of the six investments by smaller companies were 

actually investments in a subsidiary or a corporate joint venture.



E X H I B I T  I

ANALYSIS OF COMPANIES AFFECTED 
BY APB #18

AMOUNT OF TOTAL ASSETS NUMBER OF COMPANIES

$ 100,000 - $ 500,000 34

$ 500,000 - $ 1 ,000,000 24

$ 1,000,000 - $10,000,000 69

$10,000,000 - over 18
145

COMPANIES WITH 
IN COMMON

INVESTMENTS
STOCK

SIZE 
LESS THAN

OF INVESTMENT 
20% OVER 20%

3 2 1

3 0 3

15 5 10

6 1 5
27 8 19

28
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Percentage Ownership

With twenty-seven of the one-hundred and forty-five companies 

having investments in common stock, it was necessary to find out the 

percentage ownership for each investment. Two categories were selected.

One cateogry being for investments of less that twenty percent ownership, 

with the other cateogry being for investments with more than twenty percent 

ownership. Percentage ownership is determined by using, as the base, the 

present outstanding voting securities for a company.

The results, as shown in Exhibits One, are that eight of the twenty- 

seven companies, which have investments in common stock, have less than 

twenty percent ownership. The remaining nineteen companies have over 

twenty percent ownership. The reason for selecting twenty percent as the 

cut-off point is because of APB Opinion Number Eighteen. The Opinion 

states that investments of twenty percent or more of the voting stock 

outstanding should be valued using the equity method. For investments 

with less than twenty percent ownership, the cost method should be used. 

This means that unless there are extenuating circumstances, nineteen of 

the twenty-seven companies should be accounted for by the equity method.

The remaining eight investments should be valued by the cost method.

The fact that nineteen of the twenty-seven investments represents 

ownership of twenty percent or more is noteworthy. This information in

dicates a common trait for the majority of companies with investments 

in common stock. The trait is that if a company does have an investment 

in common stock, it will generally have a large enough holding so that 

it can significantly affect the financial and operating policies of its
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investee. This indicates that the existence of APB Number Eighteen will 

require that the equity method be used by the above majority of companies 

that have investments in common stock.

Present Reporting

In order to determine how great an affect APB Number Eighteen will 

have, it was necessary to know how many companies had investments in 

common stock, the percentage of ownership, and how the companies were 

reporting the investments before the Opinion became effective. The first 

two items are depicted in Exhibit One. How the companies were reporting 

is shown in the following exhibit.

EXHIBIT 2

HOW THE COMPANIES WERE REPORTING 
BEFORE THE OPINION

TOTAL ASSETS 1 COST METHOD EQUITY :

$ 100,000 - $ 500,000 2 1
$ 500,000 - $ 1 ,000,000 2 1
$ 1 ,000,000 $10,000,000 12 3
$10,000,000 - over 4 2

20 7

All of the above seven companies that are presently using the equity 

method are companies whose investments are equal to or exceed the twenty 

percent ownership mark. Therefore, by just using the twenty percent 

ownership of the voting stock criteria, an additional twelve companies 

will need to change their method of reporting their investments from the 

cost to the equity method. This need to change for twelve of the possible 

twenty-seven companies indicates the affect that APB Number Eighteen will 

have. It shows that for the small percentage of companies that have 

investments in common stock, the Opinion will have a major affect.



31

The Investment To Total Assets

Now that the number of companies that have investments in common 

stock is known, it is necessary to determine how material is the invest

ment. The materiality of the investments was determined in the following 

exhibit by comparing the amount of the investment to the total assets for 

each company.

EXHIBIT 3

RATIO OF INVESTMENT TO TOTAL ASSETS

PERCENT OF THE INVESTMENT 
TO TOTAL ASSETS

Less than 1%
1% - 5%
5% - 10%
10% - 15%
15% - 20%
20% - over ,

NUMBER OF COMPANIES

11
8
2
2
0
4  >

27

The fact that for eleven companies the percentage of the investment 

to the total assets is less than one percent is significant. Of these 

eleven companies, five of them are in the one million to ten million 

dollar total asset range with another five companies being in the ten 

million dollar or more category. For these eleven companies compliance 

with the guidelines set forth in APB Number Eighteen "may" be avoided. 

The reason being the immateriality of the amount of the investment and 

the income or loss received from the investment.

Another interesting aspect of this table is the fact that, in four 

companies, the percentage of the investment to total assets is twenty 

percent or more. Three of these companies are in the one million to

ten million dollar range of total assets with the fourth company being
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in the one hundred thousand to five hundred thousand dollar range. This 

last company, along with one of the three other companies, was reporting 

their investment in common stock by the equity method. The remaining two 

companies were using the cost method. In the latter two companies, one 

investor held stock in a company that reported a deficit. In the other 

situation the earnings from the investment were i'msignificant: when compared 

to the earnings of the investing company.

Conclusions

The author feels that companies whose total assets are less than 

one million dollars will very rarely be affected by the issuance of APB 

Number Eighteen. The reason being that companies with this limited 

amount of assets will not have enough excess capital with which to make 

investments in common stock. The rare time they will have these invest

ments is when the company owns a portion of a subsidiary or is involved 

in a corporate joint-venture. This conclusion is reinforced by the sample 

cited earlier. Four of the six companies of this size making investments 

in common stock are investing in subsidiaries or joint-ventures.

Another generalization drawn is that the Opinion will have its 

greatest affect on medium and large companies, These are companies 

with total assets of one million dollars or more. This conclusion is 

also supported by the results of the sample.

The Opinion will only affect a small proportion of the companies 

as indicated by the sample. Only twenty-seven of the one hundred and 

forty-five companies have investments in common stock. Therefore, only
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eighteen percent of the sample had these investments. The type of 

company most greatly affected is one with an investment in a subsidiary 

or is part of a corporate joint-venture.

While coming to the above conclusions, the author felt it necessary 

to read and compare articles which have been published on this Opinion. 

The result of this research was that there is a real lack of articles 

written on this Opinion as compared to the amount of articles written 

about various other Opinions. This lack of comment could indicate that 

few companies expect to be affected by this Opinion. If this is correct, 

it reinforces the evidence provided by the result of the analysis of 

the sample. For the few companies that will be affected by this Opinion, 

a simple way of avoiding the Opinion is on the grounds of materiality.

For most companies, the size of the investment compared to the total 

assets of the company and the income from that investment compared to 

the total income will be immaterial.

The response and the lack of articles published concerning this 

Opinion indicates the "real" need for the Opinion. It is "nice" to have 

an Opinion for investments in common stock, but apparently the need for 

it is not as important as a need for an official Opinion on some other 

accounting matters. These matters are accounting matters which presently 

affect a larger percentage of businesses.
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