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Understanding how to account for ownership interests in other companies is crucial for accurate
financial reporting and compliance with accounting standards. When a company owns a 15% voting
stake in another entity, specific accounting principles come into play, primarily governed by the
Financial Accounting Standards Board (FASB) and relevant Generally Accepted Accounting
Principles (GAAP). This article explores why and how such an ownership interest should be
accounted for using the cost method, its implications, and best practices for financial professionals.

Introduction to Ownership Interests and Accounting
Methods

What Constitutes an Ownership Interest of 15%?

Ownership interests in other companies are typically classified based on the percentage of voting
stock held:

e Less than 20%: Usually considered a passive investment; often accounted for using the cost or
fair value method.
e 20% to 50%: Usually indicates significant influence; accounted for using the equity method.

e More than 50%: Considered controlling interest; consolidated into the parent company's
financial statements.

An ownership stake of 15% falls into the category where the investor does not have significant
influence but still possesses a notable minority interest.

Accounting Methods Overview

The primary accounting methods for investments in other companies include:

1. Cost Method: Used for passive investments generally below 20% ownership, including 15%
stakes. The investment is recorded at cost and income is recognized when dividends are



received.

2. Equity Method: Applied when the investor has significant influence, typically between 20%
and 50%. The investor recognizes their share of the investee's earnings.

3. Consolidation: Used when the investor controls the company, typically over 50% ownership.

Given the 15% ownership interest, the cost method is generally appropriate, but understanding the
specific circumstances is essential.

Why Use The Cost Method for a 15% Ownership
Interest?

Legal and Accounting Standards

According to GAAP, an investment of less than 20% of voting stock is presumed to lack significant
influence unless evidence suggests otherwise. Therefore, such investments are typically accounted
for at cost or fair value.

The Financial Accounting Standards Board’s ASC 321 - Investments - Equity Securities, provides
guidance on accounting for equity securities. It states that investments with less than 20%
ownership are normally carried at fair value with changes recognized in earnings, unless the
company elects the measurement alternative, which allows for the cost method in certain
circumstances.

Implications of Using the Cost Method

The primary reasons for using the cost method for a 15% stake include:

e Limited influence over the investee’s operational and financial decisions.
e Absence of contractual or other arrangements granting significant influence.

e Preference for simplicity in accounting, especially when fair value can be reliably measured.

Under the cost method, the investment is recorded at initial cost, and dividends received are
recognized as income. Changes in the investee’s net assets do not impact the carrying amount
unless the investment is impaired.



Accounting for a 15% Voting Stock Investment Using
the Cost Method

Initial Recognition

When the investment is made, it is recorded at its purchase price, including acquisition costs, as the
initial cost:

" plaintext
Debit: Investment in Company XYZ
Credit: Cash or other consideration paid

This establishes the carrying amount of the investment on the investor's balance sheet.

Subsequent Measurement

After initial recognition, the investment remains at its original cost unless:

- The investment is impaired.
- The investor elects to remeasure at fair value (if applicable).
- Dividends are received, which are recognized as income.

Dividends received from the investee are accounted for as follows:
" plaintext

Debit: Cash
Credit: Investment in Company XYZ

The dividend is recognized as income when declared.

Impairment Considerations

If there is evidence that the investment's fair value has significantly declined below its carrying
amount and the decline is deemed other-than-temporary, an impairment loss must be recognized:

" plaintext
Debit: Impairment Loss (Income Statement)
Credit: Investment in Company XYZ

The impairment loss reduces the carrying amount to the fair value.



Implications of Using the Cost Method in Financial
Reporting

Advantages

- Simplicity: Less complex to apply than the equity method.
- Clarity: Straightforward recording and income recognition.
- Consistency: Suitable for passive investments with minimal influence.

Limitations

- Lack of Influence: Does not reflect changes in the investee’s net assets unless impairment occurs.

- Potential Understatement or Overstatement: The carrying amount may not reflect current value or
economic realities.

- Dividends as Income: Recognizes dividends when declared, which may not align with the investee’s
earnings.

When to Consider Alternative Approaches

If evidence suggests the investor has significant influence despite holding less than 20%, the equity
method may be appropriate. Factors indicating influence include:

- Representation on the investee’s board.
- Participation in policy-making.
- Material transactions between the entities.

In such cases, switching to the equity method provides a more accurate reflection of the investor’s
economic interest.

Best Practices for Accounting Professionals

Assessing Influence

Regularly evaluate whether the ownership stake confers significant influence. Factors to consider
include:

- Voting rights.

- Board representation.

- Contractual agreements.

- Actual participation in decision-making.



Documenting Decisions

Maintain thorough documentation supporting the choice of accounting method, including:

- Purchase agreements.
- Correspondence with the investee.
- Analysis of influence factors.

Monitoring Investment Performance

Continuously monitor the fair value of investments and the investee’s financial health to identify
impairment risks or changes in influence.

Disclosure Requirements

Ensure compliance with GAAP disclosure standards, including:

- The nature of the investment.

- The accounting method used.

- The carrying amount.

- Any impairment losses recognized.
- Dividends received.

Conclusion

An ownership interest of 15% in another company's voting stock is generally accounted for using the
cost method, given the typical lack of significant influence. This approach offers simplicity and
clarity, aligning with GAAP guidelines for passive investments. However, it is essential for financial
professionals to regularly assess circumstances that may warrant a different accounting treatment,
such as the equity method, especially if influence over the investee’s decisions increases. Proper
application of the cost method, coupled with diligent monitoring and transparent disclosures,
ensures accurate financial reporting and compliance with accounting standards.

Understanding these principles helps companies accurately reflect their investments, make informed
strategic decisions, and maintain the integrity of their financial statements.

Frequently Asked Questions

When a company owns a 15% voting interest in another firm,
should it generally use the cost method for accounting?

Yes, a 15% ownership stake typically indicates a passive investment, which is usually accounted for
using the cost method unless there are significant influence indicators.



What factors determine whether an ownership interest of 15%
should be accounted for using the cost method?

Factors include the lack of significant influence, absence of board representation, and no
involvement in policy decisions, making the cost method appropriate for a 15% stake.

Can an ownership interest of 15% in another company's voting
stock be classified as an equity method investment?

Typically, no. An ownership interest of 15% is generally considered passive, and unless there are
indicators of significant influence, it should be accounted for using the cost method.

What is the primary accounting treatment for a 15% equity
stake in another company under U.S. GAAP?

The primary treatment is to record the investment at cost, adjusting for dividends received and
impairments, without consolidating or applying the equity method unless significant influence is
established.

Are there any circumstances under which a 15% ownership
interest would not be accounted for using the cost method?

Yes, if the investor has significant influence over the investee—such as representation on the board
or participation in policy decisions—it may require the equity method, regardless of the percentage.

What are the advantages of using the cost method for a 15%
ownership interest in another company?

Advantages include simplicity in accounting, straightforward recording of investments, and avoiding
the complexities of the equity method when influence is minimal or absent.

Additional Resources

An Ownership Interest Of 15% In Another Company's Voting Stock Should Be Accounted For Using
The Cost Method

Understanding how to account for investments in other companies is a vital aspect of financial
reporting, especially for investors and corporate accountants. When an entity holds a 15% ownership
interest in another company's voting stock, the appropriate accounting treatment significantly
influences the financial statements and the perceived economic relationship between the entities.
The prevailing guidance suggests that such an ownership interest should generally be accounted for
using the cost method, which emphasizes simplicity and objectivity in measurement. This article
explores the rationale behind this approach, its features, advantages, disadvantages, and practical
implications.



Introduction to Ownership Interests and Accounting
Methods

When a company acquires shares in another entity, the nature of its ownership stake determines
how it reports that investment. Generally, the accounting treatment hinges on the level of influence
or control exercised over the investee.

- Less than 20% ownership: Often presumed to lack significant influence, typically accounted for
using the cost method or fair value method.

- 20% to 50% ownership: Usually indicates significant influence, leading to equity method
accounting.

- More than 50% ownership: Usually signifies control, requiring consolidation.

However, there is a specific focus on the 15% ownership stake, which is below the threshold for
significant influence but still substantial enough to warrant careful consideration. The accounting
guidance suggests that, in most cases, such an investment should be accounted for using the cost
method.

Why the Cost Method Is Recommended for 15%
Ownership

Definition and Principle

The cost method involves recording the investment at its original cost and recognizing income
primarily through dividends received rather than changes in the fair value or the investee's
earnings.

This approach is grounded in the principle that, without significant influence, the investor lacks
control or substantial influence over the investee’s operational and financial decisions. Therefore,
the investment is viewed as a passive financial asset.

Accounting Standard Guidance

Under the Financial Accounting Standards Board (FASB) Accounting Standards Codification (ASC
321), investments in equity securities are generally accounted for at fair value with changes
recognized in net income or other comprehensive income. However, for small ownership
interests—particularly less than 20%—the cost method remains an acceptable and common
approach, especially if the investment lacks readily determinable fair values or if the investor does
not exercise influence.



Features and Characteristics of the Cost Method

The cost method offers a straightforward way to account for investments, emphasizing simplicity
and objectivity.

Key Features

- Initial Recognition: Recorded at purchase cost, including transaction costs.

- Subsequent Measurement: Maintained at original cost unless there is a sale or impairment.
- Income Recognition: Dividends received are recognized as income when declared.

- Impairment: If there is evidence that the investment has lost value, an impairment loss is
recognized.

Practical Application

- The investor does not recognize its share of the investee's earnings unless dividends are received.
- The investment remains at historical cost unless there is a sale or impairment.
- No adjustment is made for changes in the fair value of the investment unless impairment occurs.

Advantages of Using the Cost Method for 15%
Ownership

The cost method offers several benefits, especially suited for passive investments.

e Simplicity: Easy to apply, with minimal ongoing adjustments required.
¢ Objectivity: Based on verifiable transaction prices, reducing estimation errors.

 Stability: Maintains consistency over reporting periods, as the investment is not adjusted for
market fluctuations unless impaired.

e Familiarity: Well-established and widely accepted for minority, passive investments.

Features summarized:

| Feature | Description |

[ | |

| Measurement basis | Original cost at acquisition |
| Income recognition | Dividends when declared |



| Adjustment for fair value | Not required unless impaired |
| Suitability | Passive investments with no significant influence |

Limitations and Disadvantages of the Cost Method

Despite its advantages, the cost method has inherent limitations that users should consider.

e Ignores Changes in Fair Value: Does not reflect fluctuations in market value unless
impairment is recognized.

e Limited Reflection of Economic Reality: May not portray the current worth of the
investment accurately over time.

e Impairment Risks: Requires careful assessment of impairment indicators, which can be
subjective.

 Insufficient for Significant Influence: Not suitable if the investor begins to exercise
influence or control.

Features summarized:

| Limitation | Explanation |

[ |

| No fair value updates | Investment remains at cost unless impaired |

| Potential for undervaluation | Gains or losses from market movements are not recognized unless
impairment occurs |

| Subjectivity in impairment testing | Determining when impairment exists involves judgment |

Comparison with Other Accounting Methods

Understanding how the cost method differs from alternative approaches illuminates its
appropriateness for specific ownership levels.

Equity Method

- Applied when the investor has significant influence (typically 20-50% ownership).
- The investor recognizes its share of the investee's earnings.
- Adjusts the investment account for earnings and dividends.



Fair Value Method (FASB ASC 321)

- Used for investments that are traded or have readily determinable fair values.
- Changes in fair value are recognized either in net income or other comprehensive income,
depending on the classification.

Why Not Use Fair Value for 15% Ownership?

- If the investment lacks a quoted market price or fair value is not readily determinable, the fair
value method may not be practical.

- The cost method provides a straightforward approach for passive investments with no active
market.

Practical Considerations for Investors and Companies

Implementing the cost method for a 15% ownership stake involves practical considerations:

- Investment Intent: If the investment is purely passive and lacks influence, the cost method is
appropriate.

- Impairment Testing: Regular assessment is necessary to determine if the investment's fair value
has declined below cost.

- Dividends: Recognized as income when declared; they do not affect the carrying amount.

- Transition Scenarios: If circumstances change and influence is gained, the accounting treatment
should be reevaluated, potentially moving to the equity method.

Conclusion: Appropriateness and Strategic Implications

In summary, an ownership interest of 15% in another company's voting stock should generally be
accounted for using the cost method because it reflects a passive investment without significant
influence or control. This approach offers simplicity, objectivity, and stability, making it suitable for
minority investments held for strategic or financial purposes rather than operational control.

However, users of financial statements must remain vigilant about impairments and changes in
investment circumstances that could necessitate a reevaluation of the accounting method. While the
cost method may not capture the full economic reality of market fluctuations, it provides a clear,
consistent framework aligned with current accounting standards for passive minority investments.

In practice, the decision to apply the cost method should be based on the nature of the investment,
the investor’s intent, and the presence or absence of influence over the investee. When properly
applied, it enhances transparency and comparability in financial reporting, aiding stakeholders in



making informed decisions.

Summary of Key Points:

- A 15% ownership stake is typically classified as a passive investment.

- The cost method is generally appropriate due to lack of significant influence.

- It simplifies accounting and emphasizes verifiable transaction data.

- Limitations include not reflecting fair value changes unless impaired.

- Regular impairment assessments are essential.

- Transition to other methods may be required if influence or control circumstances change.

Understanding these nuances ensures accurate financial reporting and strategic investment
management, ultimately fostering transparency and trust among investors, auditors, and other
stakeholders.
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