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Holdings Between 20% And 50% Of Another Company's Voting Stock Are Accounted For Using The Equity
Method.T/F This statement is a fundamental principle in accounting that determines how significant investments
in other companies are reported in financial statements. Understanding the nuances of this rule is essential for
investors, accountants, and financial analysts because it influences how the financial health and performance
of investments are reflected in a company's financial reports. In this article, we’ll explore the concept of the
equity method, the criteria for applying it, and the implications for financial reporting when a company holds
between 20% and 50% of another company's voting stock.

Understanding the Equity Method of Accounting

What Is the Equity Method?
The equity method is an accounting technique used to record investments in affiliated companies where the
investor has significant influence but not full control. Unlike full consolidation, where the investor owns
more than 50% of the voting stock, or the cost method, used for minor investments, the equity method
provides a more nuanced reflection of the investor's economic interest in the investee’s performance.

Under the equity method, the initial investment is recorded at cost. Subsequently, the investment’s carrying
amount is adjusted to recognize the investor’s share of the investee’s net income or loss, as well as other
comprehensive income, dividends received, and any impairment losses.

Significance of the 20% to 50% Ownership Range
The core of the equity method’s application hinges on the level of ownership and influence. Generally, ownership
stakes between 20% and 50% are perceived as indicators of significant influence — the power to participate in
the financial and operating policy decisions of the investee, but not full control.

This ownership range is a critical threshold because it signifies that the investor can influence, but does not
dominate, the investee’s policies. As a result, the equity method is appropriate for such investments, providing a
more accurate reflection of the investor’s economic stake than other methods.

Accounting for Investments with 20% to 50% Ownership

Criteria for Applying the Equity Method
The American Institute of Certified Public Accountants (AICPA) and the Financial Accounting Standards
Board (FASB) specify certain criteria for applying the equity method:

The investor has significant influence over the investee, typically evidenced by representation on the
investee’s board of directors, participation in policy-making, or material transactions.

The ownership interest falls within the 20% to 50% range, unless evidence suggests otherwise.

There are no restrictions or circumstances that would prohibit applying the equity method, such as



control or joint control considerations.

While ownership percentage is a primary indicator, signs of significant influence—such as involvement in policy
decisions, participation in dividends, or voting rights—are equally important. Conversely, ownership below
20% usually defaults to the cost or fair value method unless other factors suggest influence.

Initial Recognition and Subsequent Measurement
When an investment qualifies for the equity method:

Initial Recognition: The investment is recorded at cost, which includes the purchase price plus any1.
directly attributable transaction costs.

Subsequent Adjustments: The investor adjusts the carrying amount of the investment to recognize its2.
share of the investee's net income or loss, less dividends received. This adjustment reflects the investor’s
economic interest in the investee’s performance.

Dividends: Dividends received are not recognized as income but reduce the carrying amount of the3.
investment.

Impairment: If the fair value of the investment declines below its carrying amount and is deemed other than4.
temporary, an impairment loss is recognized.

Implications for Financial Statements

Impact on the Investor’s Income Statement
Under the equity method, the investor’s share of the investee’s net income or loss is recognized on its income
statement. This approach means that:

The investor’s reported income includes its proportionate share of the investee’s earnings, providing a
more realistic picture of the economic benefit derived from the investment.

Dividends received are not recognized as income; instead, they reduce the carrying amount of the
investment, reflecting the return of capital.

This treatment aligns with the principle that the investor, having significant influence, shares in the investee’s
profits or losses.

Impact on the Investor’s Balance Sheet
The carrying amount of the investment on the balance sheet is adjusted over time:

Initial cost basis is modified by the investor’s share of net income or loss.

Dividends and other comprehensive income adjust the carrying amount accordingly.

Any impairment losses directly reduce the carrying amount if the fair value declines significantly and



permanently.

This method offers a more comprehensive view of the investor’s economic interest compared to the cost method,
which records investments at historical cost without subsequent adjustments for earnings.

Exceptions and Special Cases

When Ownership Is Less Than 20%
Investments below 20% are typically accounted for using the cost method or fair value method, unless other
evidence of influence exists. These investments usually do not confer significant influence, and their impact on
financial statements is less direct.

Control and Joint Control Considerations
- When the investor owns more than 50%, full consolidation is generally required.
- For joint ventures, the equity method is applied if there is joint control, often within the 20-50% ownership
range.
- In some cases, contractual agreements or other factors can influence the proper accounting method,
regardless of ownership percentage.

Practical Examples

Example 1: Investment with 30% Ownership
Suppose Company A purchases 30% of Company B’s voting stock for $1 million. Company A can influence
Company B's policies, participate in decision-making, and receive dividends. Over the next year, Company B
reports a net income of $200,000, and Company A’s share is 30%, or $60,000.

- The initial investment is recorded at $1 million.
- At year-end, Company A increases the carrying amount by $60,000 (its share of net income).
- If Company B pays dividends of $50,000, Company A reduces the investment by $15,000 (30% of dividends).

This process continues each reporting period, providing a dynamic view of the investment’s value.

Example 2: Impact of Impairment
If, due to adverse market conditions, the fair value of the investment drops significantly below its carrying
amount, the investor must evaluate whether the decline is other than temporary. If it is, an impairment loss is
recognized, reducing the investment’s carrying amount on the balance sheet.

Conclusion
The statement that holdings between 20% and 50% of another company's voting stock are accounted for
using the equity method is generally true. This ownership range signifies substantial influence, which warrants
the application of the equity method to accurately reflect the investor’s economic interest. Proper application
of this method ensures that financial statements portray a realistic picture of the investor’s share of the



investee’s performance and financial position, providing valuable insights for stakeholders. It is crucial for
accountants and financial analysts to understand the criteria, measurement, and implications of using the
equity method to make informed decisions and maintain compliance with accounting standards. Whether
assessing investment portfolios or preparing financial reports, recognizing when and how to apply the equity
method is a vital skill in the realm of corporate accounting.

Frequently Asked Questions

Is it true that holdings between 20% and 50% of another company's voting
stock are typically accounted for using the equity method?

True. Holdings between 20% and 50% usually indicate significant influence, which is accounted for using the
equity method.

Why are investments with 20% to 50% voting stock generally accounted
for using the equity method?

Because such holdings suggest significant influence over the investee's operations, warranting the use of the
equity method for accounting purposes.

Can holdings above 50% of voting stock be accounted for using the equity
method?

No. Typically, holdings above 50% are considered controlling interests and are usually consolidated, not
accounted for using the equity method.

Does the equity method apply to holdings less than 20% of voting stock?

Generally no. Investments less than 20% are usually accounted for at fair value or as available-for-sale,
unless other significant influence exists.

Are holdings between 20% and 50% of voting stock considered significant
influence, justifying the equity method?

Yes, holdings in this range generally indicate significant influence, making the equity method appropriate for
accounting.

Additional Resources
Equity Method: A Comprehensive Examination of Holdings Between 20% and 50% of Voting Stock

In the intricate realm of financial accounting, understanding the nuances of how investments are reported is
crucial for investors, accountants, and financial analysts alike. One key principle that governs the
consolidation and reporting of investments in other companies is the equity method. This method is particularly
relevant when an investor holds a significant influence—typically between 20% and 50% of the voting stock
of another company. But what does this mean in practice? Is it always true that holdings between these
percentages are accounted for using the equity method? Let’s delve into this topic with an expert eye, exploring
the principles, standards, and real-world applications.

---



Understanding the Equity Method: An Overview

Before addressing the specific claim, it’s essential to understand what the equity method entails, its scope, and
how it differs from other accounting techniques.

Definition and Purpose

The equity method is an accounting technique used to record investments in associates or entities over which
the investor has significant influence but does not control. It recognizes that such investments reflect a share
of the investee’s net assets and earnings, aligning the investor’s financial statements with its economic interest.

Key aspects:

- The method is applied when the investor has significant influence, generally presumed when ownership is between
20% and 50%.
- It involves initially recording the investment at cost.
- Subsequently, the carrying amount is adjusted for the investor’s share of the investee’s net income or loss,
dividends received, and other comprehensive income or losses.

Significance of the 20% to 50% Threshold

In accounting standards such as IFRS (International Financial Reporting Standards) and US GAAP (Generally
Accepted Accounting Principles), the ownership percentage plays a pivotal role in determining the appropriate
accounting treatment:

- Below 20%: Investments are typically classified as available-for-sale or financial assets at fair value,
often measured at fair value with gains or losses recognized in profit or loss.
- Between 20% and 50%: The equity method is generally employed, reflecting significant influence without
control.
- Above 50%: The investor usually consolidates the investee's financial statements, treating it as a
subsidiary.

This threshold is a guideline, not an absolute rule, and actual application depends on factors such as voting
rights, board representation, participation in policy-making, or other contractual agreements.

---

Is the Statement Truly Accurate? Analyzing the Claim

The statement under review is:

> "Holdings Between 20% And 50% Of Another Company's Voting Stock Are Accounted For Using The Equity
Method."

At first glance, this appears to be a straightforward assertion. However, the reality in accounting practice is
more nuanced.

The statement is generally True in standard scenarios, but with caveats. Let’s explore this in detail.

---



Legal and Accounting Standards Supporting the Statement

International Financial Reporting Standards (IFRS)

According to IFRS (specifically IAS 28), when an investor has significant influence over an investee, it must use
the equity method to account for the investment. The key criteria for significant influence include:

- Representation on the board of directors or equivalent governing body.
- Participation in policy-making processes.
- Material transactions between the investor and investee.
- Interchange of managerial personnel.
- Provision of essential technical information.

Ownership percentage is a presumptive indicator of significant influence, but not definitive. For example:

- An investor holding 25% of voting shares but lacking influence over decision-making processes would not
necessarily use the equity method.
- Conversely, an investor owning only 15% but having a seat on the board or contractual rights may be
required to apply the equity method.

Therefore, while the 20%-50% ownership range is a common guideline, actual application depends on influence
rather than ownership percentage alone.

US Generally Accepted Accounting Principles (US GAAP)

US GAAP similarly states that investments in common stock between 20% and 50% are generally accounted
for using the equity method, assuming significant influence exists. The Financial Accounting Standards Board
(FASB) guidelines emphasize:

- The presumption of significant influence within this ownership range.
- The ability to rebut this presumption based on specific facts and circumstances.

In practice, if the investor can demonstrate the absence of significant influence despite owning 25%, then the
investment might be classified differently.

---

Exceptions and Practical Considerations

While the above standards support the statement as a general rule, real-world scenarios often deviate due to
various factors:

Factors That Can Alter the Application of the Equity Method

- Lack of voting rights: If the ownership stake does not carry voting rights or the rights are limited, the
influence may be minimal.
- Legal or contractual restrictions: Agreements that limit influence or control over the investee can preclude
using the equity method.
- Board and management influence: Even with a substantial ownership percentage, if the investor does not



participate in governance, the influence might be insignificant.
- Ownership structure: Sometimes, holdings are in the form of non-voting shares, which do not confer influence
despite the percentage ownership.
- Other indicators of influence: Factors such as participation in policy decisions, technical assistance, or
significant transactions can influence the accounting treatment.

In such cases, the holdings might be classified as financial assets at fair value or cost, rather than using the
equity method.

Implications for Investors and Accountants

- Assessment of influence: The decision to apply the equity method hinges on qualitative and quantitative
factors.
- Reassessment over time: Changes in influence, voting rights, or contractual arrangements may necessitate
reclassification.
- Complex ownership structures: Multiple investors and layered ownership can complicate classification.

---

Summary: Is the Statement True or False?

Given the above discussion, the statement:

> "Holdings Between 20% And 50% Of Another Company's Voting Stock Are Accounted For Using The Equity
Method."

can be considered generally true as a rule of thumb, but it is not an absolute. The actual application depends
on the existence of significant influence, which is determined by a combination of ownership percentage, voting
rights, contractual arrangements, and other factors.

In essence:

- Typically true: When an investor holds 20–50% of voting stock and has significant influence.
- Not always true: If the investor lacks influence despite the ownership percentage, they may not use the equity
method.

Thus, the statement is accurate in most cases, but exceptions exist, and the specific circumstances of each
investment should be thoroughly analyzed.

---

Conclusion: Navigating the Nuances of Investment Accounting

The application of the equity method for holdings between 20% and 50% of voting stock is a cornerstone of
financial reporting, reflecting a balanced approach to capturing the investor’s influence over its investee.
While the 20% to 50% ownership range is a useful guideline, it is not a strict rule, and influence must be
assessed on a case-by-case basis.

For investors, accountants, and financial analysts, understanding these subtleties is vital for accurate
reporting, compliance with standards, and informed decision-making. Recognizing the exceptions and the
importance of qualitative factors ensures a more precise and truthful representation of an entity’s financial
position and results.



In conclusion, the statement that holdings between 20% and 50% are accounted for using the equity method
holds true as a general principle, but the ultimate determination hinges on the actual influence exercised, not
solely ownership percentage.

---

Key Takeaways:

- The equity method is used to account for investments where the investor has significant influence.
- Ownership between 20% and 50% is a common indicator of such influence, but not definitive.
- Other factors, such as voting rights and contractual arrangements, play a critical role.
- Accurate classification requires a comprehensive assessment of influence beyond ownership percentages.

By mastering these principles, stakeholders can ensure responsible and compliant financial reporting, fostering
transparency and trust in corporate disclosures.
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