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Abstract: The cost and equity methods of accounting are used by companies to account for investments they make 

in other companies. In general, the cost method is used when the investment doesn't result in a significant amount of 

control or influence in the company that's being invested in, while the equity method is used in larger, more-

influential investments. The equity method is an accounting technique used by firms to assess the profits earned by 

their investments in other companies. The firm reports the income earned on the investment on its income statement, 

and the reported value is based on the firm's share of the company assets. The reported profit is proportional to the 

size of the equity investment. Here's an overview of the two methods, and an example of when each could be 

applied. As mentioned, the cost method is used when making a passive, long-term investment that doesn't result in 

influence over the company. The cost method should be used when the investment results in an ownership stake of 

less than 20%, but this isn't a set-in-stone rule, as the influence is the more important factor. Under the cost method, 

the stock purchased is recorded on a balance sheet as a non-current asset at the historical purchase price, and is not 

modified unless shares are sold, or additional shares are purchased. Any dividends received are recorded as income, 

and can be taxed as such. The equity method of accounting should generally be used when an investment results in a 

20% to 50% stake in another company, unless it can be clearly shown that the investment doesn't result in a 

significant amount of influence or control. 
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Introduction 
 

Determining when one entity should consolidate another can be complex. However, it is important to investors 

because when one entity consolidates another, it reports the other entity’s assets, liabilities, revenues, and expenses 

together with its own, as if they are a single economic unit. Consequently, the consolidation decision can 

significantly impact the reported leverage, results of operations, and cash flows of the consolidating entity. The 

equity method of accounting is an approach for a company (an investor) to measure investments in common stock or 

other eligible investments in an investee entity by recognizing its share of the net assets underlying those 

investments. It also requires the investor to recognize, in net income, its share of the investee’s earnings for each 

reporting period (Balzer et al., 2016; Roden et al., 2012). 

The equity method was initially introduced as an alternative to the cost method of accounting for investments 

in common stock. As companies increasingly made larger investments in other companies, the use of the equity 

http://www.investopedia.com/terms/i/incomestatement.asp
http://www.investopedia.com/terms/e/equity.asp
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method was expanded and deemed to be more appropriate than cost when a company is able to exercise significant 

influence over the operating or financial decisions of an investee. Historically, the equity method was commonly 

applied to investments in joint ventures. The subsequent introduction of the VIE risks and rewards model led to 

some entities no longer being viewed as joint ventures and instead needing to be consolidated by one of the ventures 

(Balzer et al., 2016; Harris & Smith, 2009; Macintosh,1991).  

Today, the starting point for assessing an investment, including one in a joint venture, is the consolidation 

guidance. An investor in a joint venture needs to first determine if it has a controlling financial interest and, if so, 

would need to consolidate the venture. Some nuances have evolved in practice in the accounting for investments in 

joint ventures under the equity method and the accounting by the joint venture entity. When a reporting entity elects 

the fair value option, financial assets and financial liabilities of the entity must be measured separately at their fair 

values. As a result, the aggregate fair value of the financial assets may differ from the aggregate fair value of the 

financial liabilities. The new guidance allows the use of the more observable of the fair value of the financial assets 

or the fair value of the financial liabilities of the collateralized financing entity to measure both. As a result, this 

alternative would eliminate the measurement difference that may exist when the financial assets and financial 

liabilities are measured independently at fair value.  

If the new measurement alternative is not elected, reporting entities will have to reflect any measurement 

differences between the collateralized financing entities' financial assets and third party financial liabilities in 

earnings and attribute those earnings to the controlling equity interest in the consolidated income statement. The 

equity method is an accounting technique used by firms to assess the profits earned by their investments in other 

companies (Balzer et al., 2016; Li Manni et al., 2016; Zanatta et al., 2016). The firm reports the income earned on 

the investment on its income statement, and the reported value is based on the firm's share of the company assets. 

The reported profit is proportional to the size of the equity investment. The equity method used to account for a 

company's investment in another company acknowledges the substantive economic relationship between the two 

entities. When a company, the investor, has a significant influence on the operating and financial results of another 

company, the investee, it can directly impact the value of the investor's investment. With an investment holding 

above 20%, the investor usually records its share of the investee's earnings as revenue from investment, which 

increases the carrying value of the investment. 

When the investee company pays a cash dividend, it decreases the value of its net assets. Using the equity 

method, the investor company receiving the dividend records an increase to its cash balance but, meanwhile, reports 

a decrease to the carrying value of its investment. Other financial activities that affect the value of the investee's net 

assets should have the same impact on the value of the investor's share of investment. The equity method ensures 

proper reporting on the business situations for the investor and the investee, given the substantive economic 

relationship they have. Investment management is the professional asset management of various securities (shares, 

bonds and other securities) and other assets (e.g., real estate) in order to meet specified investment goals for the 

benefit of the investors.  

Investors may be institutions (insurance companies, pension funds, corporations, charities, educational 

establishments etc.) or private investors (both directly via investment contracts and more commonly via collective 

investment schemes e.g. mutual funds or exchange-traded funds). The term asset management is often used to refer 

to the investment management of collective investments, while the more generic fund management may refer to all 

forms of institutional investment as well as investment management for private investors. Investment managers who 

specialize in advisory or discretionary management on behalf of (normally wealthy) private investors may often 

refer to their services as money management or portfolio management often within the context of so-called "private 

banking". The provision of investment management services includes elements of financial statement analysis, asset 

selection, stock selection, plan implementation and ongoing monitoring of investments. Coming under the remit of 

financial services many of the world's largest companies are at least in part investment managers and employ 

millions of staff. The term fund manager (or investment advisor in the United States) refers to both a firm that 

provides investment management services and an individual who directs fund management decisions. Evercare's 

Investment Management businesses comprise a set of companies, each highly-focused and attuned to serve the 

specific needs of their respective clients with customized investment advice and management expertise. The 

principal partners of each Evercare investment management company own direct or indirect equity stakes in their 

operations.  

This ensures that our investment teams maintain their entrepreneurial focus and that their business interests 

remain aligned with the short-term and long-term interests of our clients (Balzer et al., 2016; Jaffe & Irizarry, 2014; 

Macintosh, 1991; Li Manni et al., 2016; Jordan et al., 2015).  

 

 

http://www.investopedia.com/terms/i/incomestatement.asp
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https://en.wikipedia.org/wiki/Collective_investment_scheme
https://en.wikipedia.org/wiki/Mutual_fund
https://en.wikipedia.org/wiki/Exchange-traded_fund
https://en.wikipedia.org/wiki/Collective_investment
https://en.wikipedia.org/wiki/Discretionary_Investment_Management
https://en.wikipedia.org/wiki/Money_management
https://en.wikipedia.org/wiki/Private_banking
https://en.wikipedia.org/wiki/Private_banking
https://en.wikipedia.org/wiki/Financial_statement_analysis
https://en.wikipedia.org/wiki/Financial_services
https://en.wikipedia.org/wiki/Investment_advisor
https://en.wikipedia.org/wiki/Business


J. Acco. Fin. Eco. Vol., 2 (4), 117-122, 2022 

119 

Materials and Methods 

 

The ability to select those investments that will provide the most benefit to a community is fundamental to 

good government. Over the past decade the practices that have been adopted by governments and businesses to 

shape their investments and support investment decision making have become increasingly complex but failed to 

focus on the real need for an investment or the benefits expected to be delivered. The Victorian Government has 

therefore restructured and simplified its practices with the aim of providing decision-makers with more certainty that 

any investment they are considering will succeed. In other words, is it the right thing to be investing in and it will be 

implemented as planned? The Department of Treasury and Finance (DTF) has developed this brief Investment 

Management summary document for Victorian government departments and agencies to use as part of its investment 

decision-making process. It is intended to provide users with a basic summary of some of the key steps and practices 

that need to be undertaken when embarking on an investment decision. The Investment Management Standard 

(IMS) is a collection of simple, commonsense ideas and practices that help organizations to direct resources to 

deliver the best outcomes.  When first developed the IMS was used to help shape individual investments. Today, its 

uses have broadened to the point where it can now support all the primary investment decision-making functions of 

an organization.  Investment Management can be used to undertake the following 7 practices: shape a new 

investment;  priorities investment proposals; develop new policy; monitor and measure the delivery of benefits; 

evaluate a program of investment; refocus an organization to improve its effectiveness; and monitor an 

organization's outcomes. Many organizations have introduced complex and compliant processes that aim to 

standardize the way they work and increase their rigor in shaping new investments. These processes have often 

failed to properly harness the knowledge available to the organization. Central to the success of the IMS is the 

‘informed discussion’. These have evolved through their use on many thousands of investments since 2004 and are 

now a highly efficient decision-making forum that can shape and deliver effective investments. 'Informed 

discussions’ have the following characteristics: Informed – they require the participation of the investor (the person 

who has the business problem and will be responsible for delivering the benefits) and those people with the most 

knowledge of the subject. Decision making – the practices are structured to address a sequence of decisions that are 

central to the potential investment. Plain English – the story of the investment is told in simple language and 

concepts that can be understood by a layperson. Evidence-based – each statement of the story must be able to be 

supported by evidence. Two-hour limit – discussions do not exceed two-hours in duration, which has been found to 

be short enough time to obtain the time commitment of senior people, and long enough to extract an agreed 

investment story.48 hours following – the 48 hours following the discussion is used to conclude it. During this 

period the decisions made are circulated and any outstanding matters are electronically discussed and resolved. 

Facilitated – the facilitator is responsible for extracting and telling the investment story in a way that will maximize 

its value to the organization and expresses the concepts in plain language; obtaining the agreement of all participants 

to the investment story; and ensuring that each statement can be supported by evidence.  

 

 

Results 

 

The cost and equity methods of accounting are used by companies to account for investments they make in 

other companies. In general, the cost method is used when the investment doesn't result in a significant amount of 

control or influence in the company that's being invested in, while the equity method is used in larger, more-

influential investments. The equity method is an accounting technique used by firms to assess the profits earned by 

their investments in other companies. The firm reports the income earned on the investment on its income statement, 

and the reported value is based on the firm's share of the company assets. The reported profit is proportional to the 

size of the equity investment. Here's an overview of the two methods, and an example of when each could be 

applied. As mentioned, the cost method is used when making a passive, long-term investment that doesn't result in 

influence over the company. The cost method should be used when the investment results in an ownership stake of 

less than 20%, but this isn't a set-in-stone rule, as the influence is the more important factor. Under the cost method, 

the stock purchased is recorded on a balance sheet as a non-current asset at the historical purchase price, and is not 

modified unless shares are sold, or additional shares are purchased. Any dividends received are recorded as income, 

and can be taxed as such. The equity method of accounting should generally be used when an investment results in a 

20% to 50% stake in another company, unless it can be clearly shown that the investment doesn't result in a 

significant amount of influence or control. In accounting, equity (or owner's equity) is the difference between the 

value of the assets and the value of the liabilities of something owed. It is governed by the following equation: For 

example, if someone owns a car worth $15,000 (an asset), but owes $5,000 on a loan against that car (a liability), the 

http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-individual-investment
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-individual-investment
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-prioritise-investments
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-develop-policy
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-monitor-benefits
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-evaluate-program
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-refocus-organisation
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-organisational-outcomes
http://www.dtf.vic.gov.au/CA25713E0002EF43/pages/investment-management-the-practices-organisational-outcomes
http://www.investopedia.com/terms/i/incomestatement.asp
http://www.investopedia.com/terms/e/equity.asp
https://en.wikipedia.org/wiki/Accountancy
https://en.wikipedia.org/wiki/Asset
https://en.wikipedia.org/wiki/Liability_(financial_accounting)


J. Acco. Fin. Eco. Vol., 2 (4), 117-122, 2022 

120 

car represents $10,000 of equity. Equity can be negative if liabilities exceed assets. Shareholders' equity (or 

stockholders' equity, shareholders' funds, shareholders' capital or similar terms) represents the equity of a company 

as divided among shareholders of common or preferred stock. Negative shareholders' equity is often referred to as a 

shareholders' deficit. Alternatively, equity can also refer to the capital stock of a corporation. The value of the stock 

depends on the corporation's future economic prospects. For a company in liquidation proceedings, the equity is that 

which remains after all liabilities have been paid. When starting a business, the owners fund the business to finance 

various operations. Under the model of a private limited company, the business and its owners are separate entities, 

so the business is considered to owe these funds to its owners as a liability in the form of share capital. Throughout 

the business's existence, the equity of the business will be the difference between its assets and debt liabilities; this is 

the accounting equation. When a business liquidates during bankruptcy, the proceeds from the assets are used to 

reimburse creditors. The creditors are ranked by priority, with secured creditors being paid first, other creditors 

being paid next, and owners being paid last. Owner's equity (also known as risk capital or liable capital) is this 

remaining or residual claim against assets, which is paid only after all other creditors are paid. In such cases where 

even creditors could not get enough money to pay their bills, the owner's equity is reduced to zero because nothing is 

left to reimburse it. To invest is to allocate money (or sometimes another resource, such as time) in the expectation 

of some benefit in the future. In finance; the benefit from investment is called a return. The return may consist of 

capital gain or investment income, including dividends, interest, rental income etc., or a combination of the two. The 

projected economic return is the appropriately discounted value of the future returns. The historic return comprises 

the actual capital gain (or loss) or income (or both) over a period of time. Investment generally results in acquiring 

an asset, also called an investment. If the asset is available at a price worth investing, it is normally expected either 

to generate income, or to appreciate in value, so that it can be sold at a higher price (or both). Investors generally 

expect higher returns from riskier investments. Financial assets range from low-risk, low-return investments, such as 

high-grade government bonds, to those with higher risk and higher expected commensurate reward, such as 

emerging markets stock investments. Free cash flow measures the cash a company generates which is available to its 

debt and equity investors, after allowing for reinvestment in working capital and capital expenditure. High and rising 

free cash flow therefore tend to make a company more attractive to investors. The debt-to-equity ratio is an indicator 

of capital structure. A high proportion of debt, reflected in a high debt-to-equity ratio, tends to make a company's 

earnings, free cash flow, and ultimately the returns to its investors, more risky or volatile. Investors compare a 

company's debt-to-equity ratio with those of other companies in the same industry, and examine trends in debt-to-

equity ratios and free cash flow. 

 

  

Discussion and Conclusion 

 

The term asset management is often used to refer to the investment management of collective investments, 

while the more generic fund management may refer to all forms of institutional investment as well as investment 

management for private investors. Investment managers who specialize in advisory or discretionary management on 

behalf of (normally wealthy) private investors may often refer to their services as money management or portfolio 

management often within the context of so-called "private banking". The cost and equity methods of accounting are 

used by companies to account for investments they make in other companies. In general, the cost method is used 

when the investment doesn't result in a significant amount of control or influence in the company that's being 

invested in, while the equity method is used in larger, more-influential investments. The equity method is an 

accounting technique used by firms to assess the profits earned by their investments in other companies. The firm 

reports the income earned on the investment on its income statement, and the reported value is based on the firm's 

share of the company assets. The reported profit is proportional to the size of the equity investment (Balzer et al., 

2016; Macintosh, 1991; Li Manni et al., 2016; Thompson & Hratchian, 2015; Jordan et al., 2015). Here's an 

overview of the two methods, and an example of when each could be applied.  

As mentioned, the cost method is used when making a passive, long-term investment that doesn't result in 

influence over the company. The cost method should be used when the investment results in an ownership stake of 

less than 20%, but this isn't a set-in-stone rule, as the influence is the more important factor. Under the cost method, 

the stock purchased is recorded on a balance sheet as a non-current asset at the historical purchase price, and is not 

modified unless shares are sold, or additional shares are purchased. Any dividends received are recorded as income, 

and can be taxed as such. The equity method of accounting should generally be used when an investment results in a 

20% to 50% stake in another company, unless it can be clearly shown that the investment doesn't result in a 

significant amount of influence or control. Accounting or accountancy is the measurement, processing and 

communication of financial information about economic entities such as businesses and corporations. The modern 
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field was established by the Italian mathematician Luca Pacioli in 1494. Accounting, which has been called the 

"language of business", measures the results of an organization's economic activities and conveys this information to 

a variety of users, including investors, creditors, management, and regulators. Practitioners of accounting are known 

as accountants. The terms "accounting" and "financial reporting" are often used as synonyms.  

Accounting can be divided into several fields including financial accounting, management accounting, external 

auditing, and tax accounting. Accounting information systems are designed to support accounting functions and 

related activities. Financial accounting focuses on the reporting of an organization's financial information, including 

the preparation of financial statements, to external users of the information, such as investors, regulators and 

suppliers; and management accounting focuses on the measurement, analysis and reporting of information for 

internal use by management. The recording of financial transactions, so that summaries of the financials may be 

presented in financial reports, is known as bookkeeping, of which double-entry bookkeeping is the most common 

system.  

Accounting is facilitated by accounting organizations such as standard-setters, accounting firms and 

professional bodies. Financial statements are usually audited by accounting firms, and are prepared in accordance 

with generally accepted accounting principles (GAAP). GAAP is set by various standard-setting organizations such 

as the Financial Accounting Standards Board (FASB) in the United States and the Financial Reporting Council in 

the United Kingdom.  

As of 2012, "all major economies" have plans to converge towards or adopt the International Financial 

Reporting Standards (Balzer et al., 2016; Gao et al., 2015; Harris & Smith, 2009; Kindt, 2013; Macintosh, 1991; 

Jordan et al., 2015). Determining when one entity should consolidate another can be complex. However, it is 

important to investors because when one entity consolidates another, it reports the other entity’s assets, liabilities, 

revenues, and expenses together with its own, as if they are a single economic unit. Consequently, the consolidation 

decision can significantly impact the reported leverage, results of operations, and cash flows of the consolidating 

entity. The equity method of accounting is an approach for a company (an investor) to measure investments in 

common stock or other eligible investments in an investee entity by recognizing its share of the net assets underlying 

those investments. It also requires the investor to recognize, in net income, its share of the investee’s earnings for 

each reporting period. Management (or managing) is the administration of an organization, whether it is a business, 

a not-for-profit organization, or government body. Management includes the activities of setting the strategy of an 

organization and coordinating the efforts of its employees or volunteers to accomplish its objectives through the 

application of available resources, such as financial, natural, technological, and human resources. The term 

"management" may also refer to the people who manage an organization.  

The equity method was initially introduced as an alternative to the cost method of accounting for investments 

in common stock. As companies increasingly made larger investments in other companies, the use of the equity 

method was expanded and deemed to be more appropriate than cost when a company is able to exercise significant 

influence over the operating or financial decisions of an investee. Historically, the equity method was commonly 

applied to investments in joint ventures. The subsequent introduction of the VIE risks and rewards model led to 

some entities no longer being viewed as joint ventures and instead needing to be consolidated by one of the 

ventures. Today, the starting point for assessing an investment, including one in a joint venture, is the consolidation 

guidance. An investor in a joint venture needs to first determine if it has a controlling financial interest and, if so, 

would need to consolidate the venture. Some nuances have evolved in practice in the accounting for investments in 

joint ventures under the equity method and the accounting by the joint venture entity (Balzer et al., 2016; Gao et al., 

2015; Jaffe & Irizarry, 2014; Macintosh, 1991; Li Manni et al., 2016; Sabin, 1987; Talbot et al., 2015; Jordan et al., 

2015).  
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