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1. Introduction

Firms usually invest in debt and equity securities issued by other firms or governments. We refer
to these transactions as financial investments because the instruments acquired are financial
assets. Firms invest with the expectation of earning a.return higher than the risk assumed. The
reasons for investing in financial assets are as follows:

a) Investment in financial assets is part of the business model of the firm. This is the case for
financial institutions (investment banks, commercial banks, insurers, hedge funds, etc.).

b) To manage temporary excesses of cash not currently needed in operations or in the
financing of projects.

c) For strategic reasons. A firm may be interested in influencing the operations of another
firm (e.g., to gain access to certain markets or technologies). It can do this by becoming
a significant shareholder of the target firm.

d) To set cash aside in order to fund future debt payments. The firm gradually acquires low-
risk financial assets (treasury bills or government bonds) to create a sinking fund, which
will be used when the debt principal repayments come due.

e) To hedge risk exposures to interest rate or foreign exchange rate fluctuations or other
operating risks.

The investments will appear on the balance sheet as current or non-current assets. The usual
names employed are as follows: marketable securities, financial investments, financial assets,
etc. The accounting treatment depends on the financial instrument acquired (debt or equity),
the size of the stake acquired and the purpose of the investment. There are three possibilities:

1. Passive minority investments (debt and “small” equity investments): the investor firm
cannot influence the operations of the investee, because its stake is small (the investor
is a minority shareholder or a debtholder).
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2. Active minority investments (only “medium” equity investments): the investor firm can
exercise significant influence over the operations of the investee but not full control
(the investor is a significant shareholder, but it cannot control the investee). The
accounting used is referred to as the equity method.

3. Control investments (only “big” equity investments): the investor firm exercises full
control over the investee because it owns the majority of the shares. The accounting
used is referred to as consolidation.

In this note, we will describe the accounting treatment used with the first two possibilities. The
third possibility will be dealt with in another note.

2. Passive Minority Investments

These types of investments include the acquisition of small equity stakes in the shareholding of
other firms or the acquisition of debt instruments issued by other firms or governments. In the
case of debt, the size of the investment is irrelevant because debtholders can never influence
the operations of the investee (as long as the borrower does not default on its payments).
For non-listed shares, it is assumed that the investor firm is a passive investor if it holds less than
20% of the shares of the investee. If the investee is a listed company, this threshold is reduced
to 5% or even less. These thresholds of 20% or 5% are simple guidelines, not rules; what is
important is to fulfill the condition of not having the ability to influence the operations of the
investee. The accounting rules for passive minority investments are contained in International
Financial Reporting Standards (IFRS) 9 Financial Instruments.

The type of accounting used for passive investments depends on (a) the investor’s business
model for managing the financial assets and (b) the characteristics of the contractual cash flows
of the financial assets. In the following paragraphs, we show how these criteria are applied to
debt and equity financial assets.

Debt Instrument

1. A debt financial asset shall be measured at amortized cost if both of the following conditions
are met:

a) the financial asset is held within a business model with the objective of holding financial
assets in order to collect contractual cash flows and

b) the contractual terms of the financial asset give rise, on specified dates, to cash flows
that are solely payments of principal and interest (SPPI) on the principal amount
outstanding.

This means that debt financial assets are carried on the balance sheet at amortized cost. This
is the historical cost of the financial asset net of the amortization of the discount or premium.
Recall that we covered this topic in Note CN-238-E: Long-Term Debt and Bonds.

US GAAP (Generally accepted accounting principles) refers to this category as financial assets
held-to-maturity (HTM).

1 pefialva, F. y Marc Badia, “Long-Term Debt and Bonds”, IESE, CN-238-E, May 2016.
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2. A debt financial asset shall be measured at fair value through other comprehensive income
(FVOCI) if both of the following conditions are met:

a) the financial asset is held within a business model with the objective of both collecting
contractual cash flows and selling financial assets and

b) the contractual terms of the financial asset give rise, on specified dates, to cash flows
that are solely payments of principal and interest (SPPI) on the principal amount
outstanding.

FVOCI means that the financial asset is carried on the balance sheet at fair value (i.e., not at
historical cost) and changes in the fair value are taken to the owners’ equity account
“Accumulated Other Comprehensive Income” (AOCI). Some firms refer to this account as
“Fair value adjustments” or “Fair value reserves.” This means that the P&L is not affected by
fluctuations in the value of the FVOCI financial asset.2 However, when the debt financial asset
is sold, the balance of “Accumulated Other Comprehensive Income” is taken to the income
statement. This is referred to as recycling because the fair value adjustments are disclosed
first in owners’ equity and then in the P&L (they are “used twice”).

US GAAP refers to this category as financial assets available for sale (AFS).

3. The remainder of debt financial assets, which do not fulfill the conditions of points 1 and 2,
shall be measured at fair value through profit or loss (FVTPL). This means that the P&L is
affected by fluctuations in the value of these financial assets. US GAAP refers to this category
as trading assets at fair value.

Despite points 1 and 2, a firm may, at initial recognition, irrevocably designate a debt financial
asset as measured at fair value through profit or loss if doing so eliminates or significantly
reduces a measurement or recognition inconsistency. This is referred to as the fair value option.

Equity Instruments

4. Equity financial assets shall be measured at fair value through profit or loss (FVTPL). US GAAP
refers to this category as trading assets at fair value. When the investee pays a dividend, it is
recorded as investment income on the income statement.

5. However, a firm may make an irrevocable election at initial recognition for particular
investments in equity instruments to measure them at fair value through other comprehensive
income (FVOCI) as long as these assets are not held for trading purposes. When the investee
pays a dividend, it is recorded as investment income in the income statement. US GAAP does
not allow this category: all equity investments must be carried at fair value through the income
statement. When the equity financial asset at FVOCl is sold, the balance of “Accumulated Other
Comprehensive Income” is taken to “Retained profits” (i.e., there is no recycling to the income
statement). Few firms use this category, and they do it for strategic reasons, that is, to
strengthen a business relationship or to gain access to a particular market.

2Recall that Profit and Loss Statement (P&L) and Income Statement mean the same thing.
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