INTRODUCTION TO BUSINESS

CONMBINATIONS AND THE
CONCEPTUAL FRAMEWORK

LEARNING OBJECTIVES

@ Describe historical trends in types of business combinarions.

@ Identify the major reasons firms combine.

@ Identity the factors that managers should consider in exercising due diligence
in business comhbinarions.

@ Identify detensive tactics used (o attempt to block business combinations.

Q@ Distinguish between an asser and a stock acquisition.

@) Indicate the factors used to determine the price and the method of payment
[or a business combination.

l@ Calculate an estimate of the value of goodwill 1o be included in an offering price
by discounting expecred future excess earnings over some period of years.

@ Describe the two alternative views of consolidated financial statements: the
economic entity and the parent company concepts.

{?:} List and discuss each of the Statements of Financial Accounting Concepis (SFAC)
that remain in eflect,

@! Describe some of the current joint projects of the FASB and the International
Accounting Standards Board (IASB), and their primary objectives.

You can hardly pick up a copy of the Wall Street fowrnal without reading about an
acquisition or a merger. These events are widely important because so many indi-
viduals and entities have vested interests.

Consider the recent announcement by AT&T to acquire T-Mobile. Sharchold-
ers of each companvy are concerned about the stock price reaction and the amount
of consideration offered in the deal. AT&T's stock price increased almost 6% while
Deutsche TeleKom's (parent company to '1-Mobile USA) increased more than 12%.
Current and prospective shareholders are obviously interested in the future perfor-
mance of the merged company. Since there are numerous stories about failed merg-
ers, analysts are constantly examining both companices to determine if the merged
firm is a “good fil.” Initial reaction is that both companies use GSM technology and
plan to use the new LTE technology in the future. Thus there appear Lo be signifi-
cant technology synergies between the two companies. Employees of both compa-
nies express concern about the merger beeanse the announcement claimed a
potential savings of $40 billion in costs (likely to include thousands of job cuts).
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Customers of cach company wonder what will happen to the prices that they
pay for services if consummated. This merger would reduce the number of major
wireless carriers from four to three. However, before the deal is final, both the Fed-
eral Communications Commission (FCC) and the Department of Justice must ap-
prove the merger. This process can take over a year. These regulatory bodies have
expressed concern over the lack of competition in the wireless market. Specifically,
the FCC believes that the industry is too concentrated, noting that 60% of the na-
tion’s subscribers and revenue come from the country's two largest wircless
providers (AT&T and Verizon) while other companies have been losing subscribers.
Suppliers of phone handsets are also very interested in the announcement. For in-
stance, Motorola supplied GMS-hased phones to both AT&T and T-Mobile. If the
merger is approved, Motorola will be dealing with a single buyer. This might put
Motorola at a disadvantage in terms of setting prices and determining the types of
phones to offer. Thus the impact of an acquisition is far reaching and affects many
different companies and individuals. The objective of the first section of this text-
hook is to introduce and illustrate fully the guidelines for accounting for mergers
and acquisitions.

Growth through mergers and acquisitions (M&A) has become a standard in
business not only in America but throughout the world. In the new millennium, the
most recent in a series of booms in merger activity was sparked by cheaper credit
and by global competition, in addition to the usual growth-related incentives pre-
dominant during the hoom of the 1990s. By the end of 2008, however, uncertainty
in the commercial credit markets had led to anxiety about whether merger transac-
tions could continue to be achieved suceessfully in the current environment, and by
the middle of 2009 M&A activity had nearly come to a halt. With plunging market
alues and tightened credit, the mix and nature of the financing components were
clearly in flux, and major adaptations needed to consummate any new deals.

As the markets hegan to recover in the second hall of 2009, however, merger
transactions picked up once more. Banks made capital available for bigger compa-
nies, such as Kraft, who looked to acquire Cadbury, and corporate debt offerings
soared. By 2010, several huge deals were in the works.

Merger activity seems to be highly correlated with the movement of the stock
market. Increased stock valuation increases a firm’s ability to use its shares to ac-
quire other companies and is often more appealing than issuing debt. During the
merger cycle of the 1990s, equity values fueled the merger wave. The slowing of
merger activity in the early years of the 21st century provided a dramatic contrast
to this preceding period. Beginning with the merger of Morgan Stanley and Dean
Witter Discover and ending with the biggest acquisition to that date—WorldCom’s
bid for MCl—the vear 1997 marked the third consceutive year of record mergers
and acquisitions acLi\-'iLy.' The pace accelerated still further in 1998 with unprece-
dented merger activity in the banking industry, the auto industry, [inancial ser-
vices, and telecommunications, among others. This acl ivity left experts wondering
why and whether bigger was truly better. It also left consumers asking what the im-
pact would be on service. A wave of stock swaps was undoubtedly sparked by
record highs in the stock market, and stockholders reaped benefits from the
mergers in many cases, at least in the short run. Regulators voiced concern about
the dampening of competition, and consumers were quick to wonder where the

! Waj Earope, “ULS. Merger Activity Marks New Recard,” by Steven Lipin, 1/2/498, p. RY,
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real benefits lay. Following the accounting scandals of 2001 (WarldCom, Enron,
Tyco, ele.), merger activity lulled for a few vears.

Alsoin 2001, the financial Accounting Standards Board (FASB) voted in two major
accounting changes related o business comhbinations. The first met with vehement
protests that economic activity would be further slowed as a result and the second
with excitement that it might instead be spurred. Both changes are detailed in
Chapter 2.

By the middle of 2002, however, these hopes had been temporarily quelled.
Instead ol increased earnings, many firms active in mergers during the 1990s were
forced to report large charges related to the diminished value of long-lived assets
(mainly goodwill). Merger activity slumped, suggesting that the frenzy had run its
course. Market reaction to the mergers that did occur during this period typilied
the market’s doubts. When Northrop Grumman Corp. announced the acquisition of
TRW Inc. for §7.8 billion, the deal was praised but no market reaction was noted.
In contrast, when Vivendi Universal admitted merger-gone-wrong woes, investors
scurriec.

By the middle of the first decade of the 21st century, however, the frenzy was
returning with steacdy growth in merger activity from 2003 to 2006. In 2005, almost
18% of all M&A (mergers & acquisitions) deals were in the services sector. In a
one-week period in June of 2006, $100 billion of acquisitions occurred, including
Phelps Dodge’s $35.4 billion acquisition of Inco Lid. and Falconbridge Lid. In ad-
dition, because of the cconomic rise in China and India, companies there were
looking to increase their global foothold and began acquiring European compa-
nies. Thus cross-border deals within Enrope accounted for a third of the global
M&A deals.

However, by the end of 2008, a decline in overall merger activity was apparent
as the U.S. cconomy slid into a recession, and some forecasters were predicting the
next chapter in mergers and acquisitions to center around bankruptey-related ac-
tivity. Data [rom Thomson Reuters revealed that in 2008. bankruptey-related
merger activity increased for the first time in the last six years, For example, the
number of Chapter 11 M&A purchases rose from 136 for the entire vear of 2007 to
167 for the first ten months of 2008, with more to come. Overall mergers, on the
other hand, decreased from $87 billion in the United States ($277 billion globally)
during October 2007 to $78 billion in the Unired States ($259 billion globally) dur-
ing October 2008, based on the Reuters data,

On December 4, 2007, FASB released two new standards, FASB Stalement
Neo. 141 R, Business Combinations, and FASE Statement No. 1660, Noncontrolling
Interests in Consolidated Financial Statements [ASC 805, “Business Combina-
tions” and ASC 810, *Consolidations.” based on FASB’s new codification sys-
tem]. These standards have altered the accounting for business combinations
dramatically.

Both statements became effective for vears beginning after December 13, 2008, and
are intended 1o improve the relevance, comparability and transparency of [inancial
information related to business combinations, and to facilitate the convergence
with international standards. They represent the completion of the first major joint
project of the FASB and the IASB (International Accounting Standards Board),
according to one FASB member, G. Michael Crooch. The FASE also believes the
new standards will reduce the complexity of accounting for business combinations.
These standards are integrated throughout this text,
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“If we are going to ride the IASB and the IFRS [International Financial Reporting
Standards] horse, we want to make sure that it's as good as it can be. We want lo
make sure that the IASB is strong, is independent, is well resourced, and is properly

funded in a broad-based and secure way"?

PLANNING M&A IN A CHANGING ENVIRON

MENT AND UNDER

CHANGING ACCOUNTING REQUIREMENTS

1. The timing of deals is critical. The number of days between agreement or an-
nouncement and deal consummation can make a huge difference.

2. The effects on reporting may cause surprises. More purchases qualify as business
combinations than previously. Income tax provisions can trigger disclosures.

3. Assembling the needed skill and establishing the needed controls takes time.
The use of fair values is expanded, and more items will need remeasurcment or
monitoring after the deal.

4. The impact on carnings in the year of acquisition and subsequent years will dif-
fer from that in past mergers, as will the effects on carnings of step purchases
or sales.

5. Unforeseen effects on debt covenants or ather legal arrangements may be lurk-
ing in the hackground, as a result of the changes in key financial ratios.’

“By 2006, the percentage of the mergers and acquisitions market accounted for
by private-equity firms had increased lo approximately 15 percent from around
4 percent in 1990”4

In part due to demand for energy assets, as well as easy access to capital and a
record amount of private equity fund raising, merger and acquisition volume world-
wide soared to over $2.7 trillion in 2005, marking & 38.4% increase from 2004 (which
was previously the best year for M&A since 2000 and one of the best years ever for
deal making). In the U.S., M&A volume rose 33.3% to mare than $1.7 trillion from
$848.7 billion in 2004. These results mark the first time U.S. M&A proceeds exceeded
the trillion dollar mark since 2000.°

Growth is a major objective of many business organizations. Top management of-
ten lists growth or expansion as one of its primary goals. A company may grow slowly,
graclually expanding its product lines, facilities, or services, or it may skyrocket almost
overnight. Some managers consider growth so important that they say their companies

® “Change Agent: Robert Hertz discusses FASB's priorities, the road to convergence and changes ahead
for CPAs,” Journal of Accountancy, February 2008, p. 31,

* BDO Seidman, LLP, “Client Advisory,” No. 2008-1, January 31, 2003

Y Thie New York Post, “Money to Burn,” by Suzanne Kapner, March 28, 2006, p. 35.

“Thompson Financial, “Fourth Quarter 2005 Mergers & Acquisitions Review.”
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must “grow or die.” In the past hundred vears, manv U.S, businesses have achieved
their goal of expansion through business combinations. A business combination
occurs when the operations of two or more companies are broughi under common eontrol.

AT&T Corporation announced its intentions to buy BellSouth Corporation for $67
billion. This action was a direct result of increased compelition against low-cost
rivals in the phone, wireless, and television markets. This is considered an interest-
ing move because if approved, it would reunite another of the Baby Bells with
AT&T. AT&T was required to spin off its local exchange service operating units in
1982. At that time, seven companics were created, and these companies were
known as the Baby Bells. Since then, AT&T has reacquired three of the Baby Bells,
and BellSouth would be the fourth Baby Bell acquired. Only two other Baby Bells
remain at this time: Qwest and Verizon. The merger ranks as one of the dozen
largest deals ever.®

NATURE OF THE COMBINATION

A business combination may be friendly or unfriendly. In a friendly combination,
the boards of diveciors of the potential combining companies negotiate mutually agrecable
terms of @ froposed combination. The proposal is then submitted to the stockholders
of the involved companies for approval. Normally, a two-thirds or three-fourths
positive vote is required by corporate bylaws to bind all stockholders to the
combination.

An unfriendly (hostile) combination results when the board of directors of a com-
pany targeted for acquisilion vesists the combination. A formal tender affer enables the ac-
quiring firm to deal directly with individual shareholders. The tender offer, usually
published in a newspaper, typically provides a price higher than the current marker
price for shares made available by a certain date. If a sufficient number of shares are
not made available, the acquiring firm may reserve the right to withdraw the offer.
Because they are relatively quick and easily executed (often in abour a month), ten-
der olfers are the preferred means of acquiring public companies.

BASF AG, the transnational chemical company based in Germany, will file an unso-
licited $4.9 billion takeover bid for Engelhard Corp., the New Jersey-based specialty
chemicals maker. The disclosure of BASF's all-cash tender offer for Engelhard comes
as it tries to become a market leader in the fast-expanding catalyst industry. If suc-
cessful, the tender would represent the biggest German hostile takeover of a U.S.
corporation and BASF's largest acquisition ever.’

Although tender offers are the preferred method for presenting hostile bids,
most tender ofters are friendly ones, done with the support of the target company’s
management. Nonetheless, hostile takeovers have become sufficiently common that
a number of mechanisms have emerged to resist takeover.

" The New Vinke Thaes, “Huge Phone Deal Seeks to Thwart Smaller Rivals,” by ken Belsan, 3/6/06, p, Al

T WS/, “BASF Aims o Bulk Up Globally,” by Mike Esterl, 1/5/06, poAl4
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A friendly bid by Germany's Bayer AG for fellow German drug maker Schering AG
tops a hostile bid by Merck KGaA and could create a pharmaceutical behemoth
capable of competing with U.S. and Eurcpean rivals. Schering’s executive board
backed Bayer's €16.34 billion ($19.73 billion) offer, making it unlikely another bidder
will emerge. If approved by Schering’s shareholders, the two companies plan to
combine their prescription drug businesses into a new firm called Bayer-Schering
Pharmaceuticals with anticipated sales of more than €9 billion a year and headquar-
ters in Berlin. Revenue of the new company would exceed that of Schering-Plough
Corp. of the U.S., which is unrelated to the German Schering.®

Defense Tactics

L@ Defensive

tactics are used.

Resistance often involves various moves by the target company, generally with col-
orful terms, Whether such defenses are ultimately beneficial to shareholders re-
mains a controversial issue. Academic research examining the price reaction to de-
fensive actions has produced mixed results, suggesting that the defenses are good
for stockholders in some cases and bad in others. For example, when the defensive
moves result in the bidder (or another bidder) offering an amount higher than ini-
tially offered, the stockholders benefit. But when an offer of 8§40 a share is avoided
and the target firm remains independent with a price of §30, there is less evidence
that the shareholders have benefited,

A certain amount of controversy surrounds the effectiveness, as well as the ulti-
mate benetits, of the following defensive maoves:

1. Poison pill: Issuing stock rights to existing shareholders enabling them to pur-
chase additional shares ata price below market value, but exercisable only in the
event of a potential takeover. This tactic has been effective in some instances, but
bidders may take managers to court and eliminate the defense. In other in-
stances the original shareholders benefit from the tactic. Chrysler Corp. an-
nounced that it was extending a poison pill plan until February 23, 2008, under
which the rights become exercisable if anyone announces a tender offer for 15%
or more, or acquires 15%, of Chrysler’s outstanding common shares. Paison pills
are rarely triggered, but their existence serves as a preventative measure.

In its attempt to ward off investors calling for new management, health-club opera-
tor Bally Total Fitness Holding Corp. stated that its two largest shareholders may be
conspiring, which could trigger the company’s poison pill and effectively reduce the
investors’ ownership stakes. The shareholders, Liberation Investments and Pardus
Capital Management, have called for new members on Bally's board and the firing
of CEQ Paul Toback. The Chicago-based company said it was considering petitioning
a court to determine whether its shareholder-rights plan was triggered as a result of
Liberation and Pardus acting together.®

1S), “Bayer Joins Race to Build German Drug Titan,” by Jeanne Whalen, Jason Singer, and Mike Esterl,
8/24/06, p. A3.

1S/, "Bally Examines Paison Pill Move to Fight Pressures,” Reuters News Service, 12/27/05, p. A6,
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D

2. Greenmail: The purchase of any shares held by the would-be acquiring company
at a price substantially in excess of their fair value. The purchased shares are
then held as treasury stock or retired. This tactic is largely inelfective because it
may result in an expensive excise tax; [urther, [rom an accounting perspective,
the excess of the price paid over the market price is expensed.

3. White knight or white squire: Encouraging a third firm more acceptable to the tar-
get company management to acquire or merge with the target company.

4. Pac-man defense: Attempting an unfriendly takeover of the would-be acquiring
company,

5. Selling the croun jeawels: The sale of valuable assets to others to make the firm less
attractive 1o the would-be acquirer. The negative aspect is that the firm, if it sur-
vives, is left without some important asscts.

6. Leveraged buyouis: The purchase of a controlling interest in the target firm by its

managers and third-party investors, who usually incur substantial debt in the

process and subsequently take the firm private. The bonds issued often take the
form of high-interest, high-risk “junk” bonds. Leveraged buyouts will be dis-

cussed in more detail in Chapter 2.

BUSINESS COMBINATIONS: WHY? WHY NOT?

;‘@ Reasons [irms

combine.

A company may expand in several ways. Some firms coneentrate on internal expan-
sion. A firm may expand internally by engaging in product rescarch and develop-
ment. Hewlew-Packard is an example of ¢ company that relied for many years on new
product development to maintain and expand its market share. A [irm may choose
instead to emphasize marketing and promotional activities to obtain a greater share
of a given market. Although such efforts usually do not expand the total market, they
may redistribute that market by increasing the company’s share of it.

For other firms, external expansion is the goal: that is, they try to expand by ac-
quiring one or more other firms. This form of expansion, aimed at producing rela-
tively rapid growth. has exploded in frequency and magnitude in recent years.
A company may achieve significant cost savings as a result of external expansion,
perhaps by acquiring one of its major suppliers.

In addition to rapid expansion, the business combination method, or external
expansion, has several other potential advantages over internal expansion:

L. Operating synergies may take a variety ol forms. Whether the merger is vertical
(a merger between a supplier and a customer) or horizontal (a merger between com-
petitors), combination with an existing company provides management of the
acquiring company with an established operating unit with its own experi-
enced personnel, regular suppliers, productive facilities, and distribution
channels. In the case of vertical mergers, synergics may result from the elimi-
nation of certain costs related to negotiation, bargaining, and coordination be-
tween the parties. In the case of a horizontal merger, potental synergics in-
clude the combination of sales forces, facilities, outlets, and so on, and the
elimination of unnccessary duplication in costs. When a private company is ac-
quired, a plus may be the potental to eliminate not only duplication in costs
but also unnecessary costs.
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Chiron Corp. agreed to be acquired by Novartis AG for $45 per share, or $5.1 billion.
Swiss pharmaceutical giant Novartis already owned 42% of Chiron, the biotechnolo-
gy pioneer. Novartis's reason for acquiring Chiron is the fast-growing flu vaccine
market, Chiron’s focus, as well as its production of other incculations for meningitis
and polio. Novartis predicts that the market for all vaccines worldwide will more
than double fram $9.8 billion in 2004 to in excess of 320 billion in 2009 as preven-
tion becomes a bigger element of healthcare.™

Management of the acquiring company can draw upon the operating his-
tory and the related historical database of the acquired company for planning
purposes. A history of prolfitable operations by the acquired company may, of
course, greatly reduce the risk involved in the new undertaking. A careful exam-
ination of the acquired company’s expenses may reveal both expected and un-
expected costs that can be climinated. On the more negative (or cautious) side,
be aware that the term “synergies” is sometimes used loosely. If there are truly ex-
penses that can be eliminated, services that can be combined, and excess capac-
ity that can be reduced, the merger is more likely to prove successful than if it is
based on growth and “so-called synergies,” suggests Michacl Jensen, a prolessor
of finance at the Harvard Business School.

Views on whether synergies are real or simply a plug figure to justify a merger that
shouldn‘t happen are diverse. Time Warner, for example, has fluctuated back and
forth on this issue in recent years. President Jeffrey Bewkes recently was quoted as
saying, “No division should subsidize another” When queried about the message

his predecessors sent to sharehalders, he said, "It’s bull—""

GAINS FROM BULKING UP'?

Industry Key Benefit of Consolidaiion

Antenna towers Frees up capital and management time for wireless
communications operators

Funeral homes Yields greater discounts on coflins, supplics, and
equipment

Health clubs Spreacs regional marketing and advertising costs over
mare facilities

Landfill sites Lets operators cope with the new environmental and
regulatory demands

Physician group practices Reduces overhead and costs of medical procedures

2. Combination may enable a company to compete more effectively in the interna-
tional marketplace. For example, an acquiring firm may diversify its operations

0 W5/, “Novartis Agrees to Acquire the Rest of Chiron for $5.1 Billion,” by David . Hamilton, 11/1/05,
. Ab.

WS/, “After Years of Pushing Synergy, Time Warner Ine. Says Enough,” by Maithew Karnitschnig,
G/2/06, p. Al

2 Business Weeli, “Buy "Em Out. Then Build "Em Up,” by Eric Schine, 5/18/95, p. 84,
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rather rapidly by entering new markets; alternatively, it may need to ensure its
sources of supply or market outlets. Entry into new markets may also be under-
taken to obtain cost savings realized by smoothing cyelical operations. Diminish-
ing savings from cost-cutting within individual companies makes combination
more appealing. The financial crisis in Asia accelerated the pace for a time as
American and European multinationals competed for a shrinking Asian market.
However, a combination of growing competition, globalization, deregulation,
and financial engineering has led to increasingly complex companies and elu-
sive profits.

3. Business combinations are sometimes entered into to take advantage of income
tax laws. The opportunit to file a consolidated tax return may allow profitable
corporations’ tax liabilities to be reduced by the losses of unprofitable affiliates.
When an acquisition is financed using debt, the interest pavments are tax de-
ductible. creating a financial synergy or “tax gain.” Many comhinations in the
past were planned to obtain the advantage of significant operating loss carryfor-
wards that could be utilized by the acquiring company. However, the Tax Reform
Act of 1986 limited the use of operating loss carryforwards in merged compa-
nies. Because tax laws vary from year to vear and [rom country to country, it is dif-
ficult to do justice to the importance of tax effects within the scope of this chap-
ter. Nonetheless, itis important to note that tax implications are often a driving
force in merger decisions.

4. Diversification resulting from a merger offers a number of advantages, includ-
ing increased Hexibility, an internal capital market, an increase in the firm's debt
cupacii.}’, more protection from compettors over proprietary information, and
sometimes a more effective utilization of the organization’s resources. In debat-
ing the tradeoffs between diversification and focusing on one (or a few) special-
ties. there are no obvious answers.

More than a third of bankruptcy merger activity in 2008 took place in financial ser-
vices, with the sale of assets by Lehman Brothers (New York investment bank) and
the $2.8 billion acquisition by a consortium of Ashikaga Bank (Japan). Others included
Thornwood Associates’ $900 million purchase of Federal-Mogul, Mendecino Red-
wood's $600 million acquisition of Pacific Lumber, and NBTY’s $371 million purchase
of Leiner Health Products.®

5. Divestitures accounted for 30% or more of the merger and acquisitions activity
in each quarter from 1995 into mid-1998 and from 2001 1o 2010. Shedding divi-
sions that are not part of a company’s core business became common during this
period. In some cases the divestitures may be viewed as “undoing” or “redoing”
past acquisitions. A popular alternative to selling off a division is to “spin off” a
unit. Examples include AT&T's spin-olf of its equipment business to form Lucent
Technologies Ine., Sears Roebuck's spin-off of Allstate Corp. and Dean Witter Dis-
cover & Co., and Cincinnati Bell's proposed spin-off of its billing and customer-
management businesses 1o form Convergys Corp.

Y eWater Coolers What Playvers in the Mid Marker Are Talking About,” Mergers & Acquisitions,
December 2008,
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As Verizon Communications seeks to focus mare on its wireless business and high-
growth areas such as Internet services and television, the company said it plans to
shed its phone directories business in a transaction that could be valued at more
than $17 billion. The divestiture should lighten Verizan's debt load, an essential step
as it moves forward with a $20 billion effort to replace its copper network with fiber-
optic strands and starts offering television to subscribers.™

Notwithstanding its apparent advantages, business combination may not always
be the best means of expansion. An overriding emphasis on rapid growth may result
in the pyramiding of one company on another without sufficient management con-
trol over the resulting conglomerate. Too often in such cases, management fails to
maintain a sound enough financial equity base to sustain the company during peri-
ods of recession. Unsuccessful or incompatible combinations may lead to future
divestitures,

In order to avoid large dilutions of equity, some companies have relied on the
use of various debt and preferred stock instruments to [inance expansion, only to
find themselves unable to provide the required debt service during a period of de-
creasing cconomic activity. The junk bond market used to finance many of the
mergers in the 1980s had essentially collapsed by the end of that decade.

Business combinations may destroy, rather than create, value in some instances.
For example, if the merged firm’s managers transfer resources to subsidize money-
losing segments instead of shutting them down, the result will be a suboptimal allo-
cation of capital. This situation may arise because of reluctance to eliminate jobs or
to acknowledge a past mistake,

Some critics of the accounting methods used in the United States prior to 2002
to account for business combinations argued that one of the methods did not hold
execulives accountable for their actions if the price they paid was too high, thus en-
couraging firms to “pay too much.” Although opinions are divided over the relative
merits of the accounting alternatives, most will agree that the resulting financial
statemenrts should reflect the economics of the business combination. Furthermore,
if and when the accounting standards and the resulting statements fail even partially
at this objective, itis crucial that the users ol financial data be able to identify the de-
ficiencies. Thus we urge the reader to keep in mind that an important reason for
learning and understanding the details of accounting for business combinations is
to understand the economics of the business combination, which in turn requires
understanding any possible deficiencies in the accounting presentation.

BUSINESS COMBINATIONS: HISTDRICAL PERSPECTIVE

l’@ Historical trends
in types of M&A,

In the United States there have been three fairly distinct periods characterized by
many business mergers, consolidations, and other forms of combinations: 18801904,
1905-1930, and 1945-present. During the first period, huge holding companies, or
trusts, were created by investment bankers seeking to establish monopoly control over
certain industries. This type of combination is generally called horizontal integration
because it involves the combination of companies within the same industry. Examples
of the trusts formed during this period are J. P. Morgan’s U.S. Steel Corporation and

WSS by Tanne Searcy, Dennis Ko Berman, and Almar Latour, 12/5/05, p. A3.
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other giant firms such as Standard Oil, the American Sugar Refining Company, ancd
the American Tobacco (.Iumpau)-‘. By 1904, more than 300 such trusts had been
formed, and they controlled maore than 40% of the nation’s industrial capital.

The second period of business combination activity, fostered by the federal gov-
ernment Llul'ing World War I, continued through the 1920s. In an effort 1o bolster
the war effort, the government encouraged business combinations to obtain greater
standardization of materials and parts and o discourage price competition. Alter
the war, it was difficult to reverse this trend, and business combinations continued.
These combinations were efforts 1o obtain betrer integration of operations, reduce
costs, and improve competitive positions rather than attempts to establish monop-
oly control over an industry. This type ol combination is called vertical integration
because it involves the combination of a company with its suppliers or customers.
For example, Ford Motar Company expanded by acquiring a glass company, rubber
plantations, a cement plant, a steel mill, and other businesses that supplied its auto-
mobile manufacturing business. From 1925 to 1930, more than 1,200 combinations
took place, and about 7,000 companies disappeared in the process.

The third period started after World War 11 and has exhibited rapid growth in
merger activity since the mid-1960s, and even more rapid growth since the 1980s. The
total dollar value of mergers and acquisitions grew from under $20 billion in 1967 o
over §300 billion by 1995 and over $1 trillion in 1998, and $3.5 willion by 2006. Even
allowing for changes in the value of the dollar over time, the aceeleration is obvious.
By 1996, the nwmber of yearly mergers completed was nearly 7,000, Some observers
have called this activity merger mania, and most agreed that the mania had ended by
mid-2002. However, by 2006, merger acrivity was soaring once more. Illustration 1-1
presents two rough graphs of the level of merger activity for acquisitions over $10 mil-
lion from 1972 (o 2010 in number of deals, and from 1979 (o 2010 in dollar volume.
ustration 1-2 presents summary statistics on the level ol activity for the year 2010 by
industry sector for acquisitions with purchase prices valued in excess of $10 million.

This most recent period can be further subdivided to focus on trends of particu-
lar decades or subperiods. For example, many of the mergers that occurred in the
United States from the 1950s through the 1970s were conglomerate mergers. Here
the primary motivation for combination was often to diversify business risk by com-
bining companies in different indusuries having litde, if any, production or market
similarities, or possibly to create value by lowering the firm'’s cost of capital. One con-
Jeeture for the popularity of this type of merger during this time period was the strict-
ness ol regulators in limiting combinations of firms in the same industry. One con-
glomerate may acquire another, as Esmark did when it acquired Norton-Simon, and
conglomerates may spin ofl, or divest themselves of, individual businesses. Manage-
ment of the conglomerate hopes to smooth earnings over time by counterbalancing
the effects of economic forces that allect different industries at different times.

In contrast, the 1980s were characterized by a relaxation in antitrust enforce-
ment during the Reagan administration and by the emergence of high-yield junk
bonds to finance acquisitions. The dominant type of acquisition during this period
and into the 1990s was the strategic acquisition, claiming to benefit [rom operating
synergies. These synergies may arise when the talents or strengths of one of the
firms complement the products or needs of the other, or they may arise simply be-
cause the [irms were former comperitors. An argument can be made that the dom-
inant form of acquisition shifted in the 1980s because many of the conglomerate
mergers of the 1960s and 1970s proved unsuceessful; in fact, some of the takeovers
of the 19805 were of a disciplinary nature, intended to break up conglomerates.
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ILLUSTRATION 1-1 PART A

Number of Mergers and Acquisitions over $10 Million 1972 to 2010
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ILLUSTRATION 1-1 PART B

Value of Mergers and Acquisitions over $10 Million 1979 to 2010
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ILLUSTRATION 1-2

10 Most Active Industries by Number of Transactions in 2010

Rank Industry Number of Decls o of Al MGEA Deals
1 Business Services 1,320 19.5%
2 Software 377 8.0%
3 Health Services 276 4.1%
4 Real Estate 267 3.9%
b Oil & Gas 241 3.8%
6 Investment & Commodity Firms 242 3.6%
7 Commercial Banks 227 9.3%
8 Measuring, Medical & Photographic Equipment 2006 3.0%
9 Electronic and Electrical Equipment 180 2.6%

111 (tie) Utilities Distribution 171 2.5%

10 (tie) [nsurance 171 2.5%

10 Most Active Industries by Dollar Volume in 2010

Rank Triddustry Valur (8 fullionis) 9 of Total ME&EA Value
1 il & Gas 111.5 14.2%
2 Food & Kindred Products 725 9.24%,
3 Business Services 64,7 8.2%
1 Utilities Distribution 4.3 6.9
5 Drugs (Pharmaceuticals?) 45.4 5.5%
& Transportation & Shipping (Except Air) 11.6 5.3%
7 Invesunent & Commodity Firms 31.0 3.9%
8 Soltware 27.6 3.5%
9 Insurance 27.1 4%

10 Measuring, Medical & Photographic Equipment 25.58 3.3%

Adapted from Meygers & Acquisitivis, Febroary 2010,

Deregulation undoubtedly played a role in the popularity of combinations in
the 1990s. In industrics that were once fragmented because concentration was for-
bidden, the pace of mergers picked up significantly in the presence of deregulation.
These industries include banking, telecommunications, and broadcasting. Al-
though recent years have witnessed few deals blocked due to antitrust enforcement,
an example of a major transaction dropped in 1996 because of a planned FTC (Fed-
eral Trade Comumission) challenge was in the drugstore industry. The FTC chal-
lenged the impact of a proposed merger between Rite Aid Corp. and Reveo D.S. Inc.
on market power in several sectors of the East and Midwest. Nonetheless, subse-
quent deals in the industry saw both companies involved: Rite Aid acquired Thrifly
PayLess Holdings Inc., and CFS Inc. purchased Reveo in February 1997,

Later, the Justice Department sued to block Primestar’s acquisition of a satellite
slot owned hy MCI and News Corp. The department claimed the deal would thwart
competition by giving the companies the last direct competition to cable: a direct-
broadcast satellite service using 18inch dish receivers.'” Other deals were dropped

PWS/ “Antitust Suit Filed o Block Primestar Purchase,” by John Wilke, 5/13/93, p. A3 (Fastern
Ldition).
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in the face of possible intervention, including a planned merger between CPA firms
KPMG Peat Marwick and Ernst & Young in 1998, although other factors undoubt-
edly played a role as well. Nonetheless, over time the group of large CPA firms once
referred to as the Big 8 has blended into the Big 4, raising concerns about a possi-
ble lack of competition in the audit market for large companies.

Before the announcement of the merger between AT&T and T-Mobile, phone hand-
set makers such as HTC and Motorola had two major carriers (ATT and T-Maobile)
who could buy their GSM-based phones. They just lost any ability to control price
and profits on handsets because now there is a single buyer that can dictate what
GSM phones come to market. Even with LTE becoming the standard for the 4G
world, it would essentially be a market dominated by three buyers (should Sprint go
with LTE), which would place handset makers at the mercy of the giants.'®

Virtually every deal in the 2010 Wall Street lineup of potential mega-mergers faced regu-
latory challanges both in the United States and in Europe. Examples include Oracle and
Sun; Exxon and XTO Energy; Yahoo and Microsoft, Kraft and Cadbury.

TERMINOLOGY AND TYPES OF COMBINATIONS

L ;
@ Stock versus

assel acquisitions.

From an accounting perspective, the distinetion that is most important at this stage
is between an asset acquisition and a stock acquisition. In Chapter 2, we focus on the
acquisition of the assets of the acquired company, where only the acquiring or new
company survives. Thus the books of the acquired company are closed out, and its as-
sets and liabilities are transferred to the books of the acquirer. In subsequent chap-
ters, we will discuss the stock acquisition case where the acquired company and its
books remain intact and consolidated financial statements are prepared periodically.
In such cases, the acquiring company debits an account “Investment in Subsidiary”
rather than transferring the underlying assets and liabilities onto its own books.

Note that the distinction between an assel acquisition and a stock acquisition does
nat imply anything about the medium of exchange or consideration used to consum-
mate the acquisition. Thus a firm may gain control of another firm in a stock acquisi-
tion using cash, debt, stock, or some combination of the three as consideration. Al-
ternatively, a firm may acquire the total assets of another firm using cash, debt, stock,
or some combination of the three. There are two independent issues related to the
consummation of a combination: what is acquired (assets or stock) and what is given
up (the consideration for the combination). These are shown in Figure 1-1.

In an asset acquisition, a firm must acquire 100% of the assets of the other firm.
In a stock acquisition, a [irm may obtain control by purchasing 50% or more of the
voting common stock (or possibly even less). This introduces one of the most obvi-
ous advantages of the stock acquisition over the asset acquisition: a lower total cost in
many cases. Also, in a stock acquisition, direct formal negotiations with the acquired
firm’s management may be avoided. Further, there may be advantages to maintain-
ing the acquired firm as a separate legal entity. The possible advantages include lia-
bility limited to the assets of the individual corporation and greater flexibility in fil-
ing individual or consolidated tax returns. Finally, regulations pertaining to one of

1% Gioaom.com “In AT&T & T-Mobile Merger, Everybody Loses,” hy Om Malik, 5/20/2011,
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FIGURE 1-1

What Is Acaquived: What Is Given {ip:
1. Cash

Met Assets of § Company
{Assets and Liabilitics)~_ 7. Debt

]
o
/ 3. Stock
Common Stock of § Company

| 4. Combination of Above

the firms do not automatically extend to the entire merged entity in a stock acquisi-
tion. A stock acquisition has its own complications, however, and the economics and
specifics of a given situation will dictate the type of acquisition preferred.

Other terms related o mergers and acquisitions merit mention. For example,
business comhinations are sometimes classified by method of combination into
three types—statutory mergers, statutory consolidations, and stock acquisitions.
However, the distinction between these categories is largely a technicality, and the
terms mergers, consolidations, and acquisitions are popularly used interchangeably.

A statutory merger results when one company acquives all the net assets of one or
maore other comfianies through an exchange of stack, payment of eash or other praperly, or is-
sue of debt tnstruments {or @ combination of these methods). 'The acquiring company sur-
vives, whereas the acquired company (or companics) ceases to exist as a separate
legal entity, although it may be continued as a separate division of the acquiring
company. Thus, if A Company acquires B Company in a statutory merger, the com-
bination is often expressed as

Statutory Merger

A Company + B Company - A Company

The boards of directors of the companies involved normally negotiate the terms
of a plan of merger, which must then be approved by the stockholders of each com-
pany involved. State laws or corporarion bylaws dictate the percentage of paositive
votes required for approval of the plan.

A statutory consolidation results when a new corporativn is furmed to aoqueire lwo or
mne other covporations through an exchange of voling stock; the acquived corporations then
cease Lo exist as separale legal entities. For example, il C Company is lormed to consoli-
date A Company and B Company, the combination is generally expressed as

Statutory Consolidation

A Company |—[ B Company - C Company

Stockholders of the acquired companies (A and B) become stockholders in
the new entity (C). The combination of Chrysler Corp. and Daimler-Benz to form
DaimlerChrysleris an example of this type of consolidation. The acquired companies
in a statuwtory consolidation may be operated as separate divisions of the new corpo-
ration, just as they may under a statutory merger. Statutory consolidations require
the same type of stockholder approval as do statutory mergers.
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TEST
YOouUR KNOWLEDGE

Synergistic deals may be viable even in the current environment, given adequate
flexibility and preparation. Although the successful financing of large deals depends
largely on capital markets, local middle market deals—say, less than $20 million—
more often rely on a combination of commercial loans, seller financing, and equity
from private sources or a private equity group.”’

A stock acquisition occurs when one carporation pays cash or issues stock or debt for
all or part of the voting stock of another company, and the acquived company remains intact
as a seperate legal entity. When the acquiring company acquires a controlling interest
in the voting stock of the acquired company (for example, if A Company acquires
50% of the voting stock of B Company). a parent—subsidiary relationship results.
Consolidated financial statements (explained in later chapters) are prepared and
the business combination is often expressed as

Consalidated Financial Statements

Financial Statements Financial Statements | | Consolidated Financial Statements
of A Company of B Company & of A Company and I Company
: |

NOTE: Solutions to Test Your Knowledge questions are found at the end of each chapter be-
fore the end-of-chapter questions.

Shart Answer

1. Name the following takeover defense tactics:

a. Issuing stock rights to existing shareholders, enabling them to purchase addi-
tional shares al a price below market value, but exercisable only in the event of
a potential takeover.

b. The purchase of a controlling interest in the target firm by its managers and
third-party investors, who usually incur substantial debt in the process and sub-
sequently take the firm private.

c. Encouraging a third firm, more acceptable to the target company management,
to acquire or merge with the target company.

Multiple Choice

2. Which one of the following statements is incorrect?

a. In an asset acquisilion, the books of the acquired company are closed out, and
its assets and liabilities are transferred to the books of the acquirer.

b. In many cases, stock acquisitions entail lower total cost than asset acquisitions.

c. Regulations pertaining to one of the firms de not autamatically extend to the en-
tire merged entily in a stock acquisition.

d. A stock acquisition occurs when one corporation pays cash, issues stock, or is-
sues debt for all or part af the voting stack of another company; and the ac-
qguired company dissolves and ceases to exist as a separate legal entity.

3. Which of the following can be used as consideration in a stack acquisition?
a. Cash
b. Deht
c. Stock
d. Any of the above may be used

e The Credin Puzzle,” by Lou Banach and Jim Geuel, Mergers & Acguisitions, December 20068,
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TAKEOVER PREMIUMS

A takeover premium is the term applied to the exeess of the amount offered, or agreed upon,
in an acquisilion over the prioy stock price of the acquired firm. 1t is not unusual for the
takeover premium to be as high as 100% of the target firm’s market share price be-
fore the acquisition, and the average hovered around 40% to 50% into the late
1990s, In the face of the already high stock prices of this period, speculation was
mixed as to the [uture ol takeover premiums. Some experts predicted the premiums
would shrink, leading to “rakeunders™ in some cases where companies are acquired
below the listed stock prices. These predictions found some subsequent fulfillment
as premiums in 2006 declined to around 20%.

During March of 2006, the Capital One Financial Corporation agreed to acquire the
Neorth Fork Bancorporation for about $14.6 billion in cash and stock. North Fork
shareholders will receive a mix of cash and Capital One shares, representing a
22.8% premium over the closing price of North Fork shares.®

Passible reasons acquirers are willing to pay high premiums vary. One factor is
that the acquirers’ own stock prices may be at a level which makes it attractive to is-
sue stock (rather than cash) to consummate the acquisition. Another factor is the
availability of relatively cheap credit [or mergers and acquisitions.

Bidders may have private information about the target firm suggesting that it is
worth more than its current market value or has asscts not reported on the balance
sheet (such as in-process research and development). Alternatively, companies des-
perate to boost earnings may believe that growth by acquisitions is essential to sur-
vive in the global marketplace and that the competition necessitates the premiums.
At the other end of the spectrum, a final possibility, which cannot be entirely ruled
oul, is that managers eager for growth may simply pay too much.

One rescarch study presented evidence that higher premiums were offered for
firms with high cash flows, relatively low growth opportunities, and high tax liabili-
ties relative to their equity values. ™ Another study suggested that the bigger the ego
of the acquiring firm's CEO, the higher the takeover premium, while still another
suggested that any premium over 25% is extremely risky.” Some compensation an-
alysts argue that the massive oprions payouts to executives combined with golden
parachutes provide an unhealthy incentive for executives to negotiate mergers,
citing Chrysler's merger with Daimler-Benz as an example.”!

Takeaver premiums have attracted so much atention that some strategists (e.g.,
Paine Webber's Edward Kerschner) have advised clients looking for investments to
choose stocks that might get taken over. Cautious financial advisors point out that

YWt he New York Times, “Capital One Reported in Deal for North Fork,” by Andrew Ross Sorkin and Erie
Dash, March 13, 2006, p, A8,

" The stuchy, entitled “Free Cash Flow and Stockholder Gains in Going Private Transactions,” was con-
ducted by Lehn and Poulsen (Journal of Finance, July 1989, pp. 771-787). Also see “The Case against
Mergers,” by Phillip Zweig, Business Weel, 10/30/95, pp. 122-130.

A “Acquisition Belhavior, Suategic Resource Commitments and the Acquisition Game: A New Perspective
an Performance and Risk in Acquiring Firms," by Mark Sirower, doctoral dissertation, Columbia Univer-
sity, 1994,

= WS/ “Chrysler Executives May Reap Windfall,” by Gregory White, 5713 /U8, p. A3,
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lofty stock prices are a double-edged sword for financial buyers because they mean
high prices for both companies’ stocks and costlier acquisiions. Also, when stock
prices fluctuate, the agreed-upon purchase price may suddenly appear more or less
attractive than it did at the time of agreement. For example, a proposed acquisition
of Comsat Corp. by Lockheed Martin Corp. was announced in September 1998, with
the acquisition valued at $2.6 billion, of which 49% was to be paid in cash and the
rest in Lockheed stock. When Lockheed Martin’s stock price subsequently faltered
enough to suggest a 16% drop in the total value of the transaction, Comsat share-
holders questioned whether the consideration for the transaction was [airly
pricec =

Some statistics suggest that of 6000 acquisitions, only 900 return the cost of capi-
tal. It is easy to do deals. It is very difficult to make them succeed!??

AVOIDING THE PITFALLS BEFORE THE DEAL .

L@

@ Factors to be
considered in due
diligence.

In a survey of 101 corporations that completed a merger or acquisition transaction of
at least $100 million, KPMG found that 93% of companies queried believed that their
deal enhanced shareholder value and over a third said they would not do anything
different in subsequent deals. However, KPMG’s objective examination of the deals
showed that only 31% of these deals improved value. KPMG concluded that many
companies may not he prepared to make an honest assessment of the success of
their deals in order to avoid making mistakes in future deals.?*

To consider the potential impact on a [irm’s earnings realistically, the acquiring
firm’s managers and advisors must exercise due diligence in considering the infor-
mation presented to them. The factors to beware of include the following:

1. Be cautious in interpreting any percentages presented by the selling company.
For example, the seller may be operating below capacity (say, at 60% of capac-
ity), but the available capacity may be for a product that is unprofitable or that is
concentrated at a specilic location, while the desirable product line (which the
acquirer wishes to expand) is already at capacity.

2. Don’t neglect to include assumed liabilities in the assessment of the cost of the
merger. The purchase price for a firm's assets is the sum of the cash or securi-
ties issued to consummate the merger plus any liabilities assumed. This is
equivalent to viewing the purchase price for a firm’s net assets (assets minus
liabilities assumed) as the sum of the cash or securities issued to consummate
the merger.

=05/ “Lockheed Bid for Comsat Hits Obstacles,” by Anne Marie Squea, 6711798, p, A3,
HMEA, “How Acquirers Can Be Blindsided by the Numbers,” May/June 1997, p. 29.

=LRPME Transaction Sermces, “The Morning After—Driving [or Post Deal Success,” Januwary 31, 20006,
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An important part of a buyer's preparation involves the development of a due dili-
gence report (sometimes by a public accounting firm) for the purpose of uncovering
“skeletons in the closet” ({like vendaor reliance or customer concentrations). These
reports offer a fairly objective perspective of the business, so sharing them with po-
tential lenders is one way of building trust and confidence in the collateral and cash
flow. Maost lenders prefer a 1-to-1 loan-to-collateral ratio in any deal, and regular
monitoring through a monthly borrowing base. A lot of the scrutiny by senior
lenders gets directed te the buyer’s credentials and familiarity with the industry.?®

In addition to liabilities that are on the books of the acquired firm, be aware
of the possibility of less obvious liabilities. FASB ASC Section 805-20-25 [recog-
niton] requires an acquiring [irm to recognize at fair value all assets acquired
and liabilitics assumed, whether or not shown in the financial statements of the
acquired company.*®

Furthermore, FASB ASC paragraph 805-30-25-5 states that any contingent as-
sets or liabilities that are acquired or assumed as part ol a business combination
must be measured and recognized at their fair values (provided they satisfy the
definirion of assets or liabilities), even if they do not meet the usual recognition
criteria for recording contingent items (FASB ASC paragraph 450-20-25-2) %

FASB ASC Topic 803 [Business Combinations] also states that any costs associ-
ated with restructuring or exit activities should not be treated as liabilities at the ac-
quisition date unless they meet the criteria for recognition laid out in FASB ASC
paragraph 4920-10-15-2.%° Instead, costs not meeting these criteria should be ex-
pensed in the period in which they are incurred. For example, future costs ex-
pected with regard to exiting an activity of the target, terminating the employment
of the acquiree’s employees, or relocation of those employees are not accounted
for as part of the business combination.”

3. Watch out for the impact on carnings of the allocation of expenses and the ef-
fects of production increases, standard cost variances, LIFO liquidations, and by-
product sales. For example, a [irm that is planning to be acquired may grow
inventory levels in order to allacate its fixed costs aver more units, thus decreas-
ing the cost ol goods sold and increasing the bottom line. However, the inven-
tory level that is acquired may be excessive and ultimately costly.

#*The Credit Puzzle,” by Lou Banach and Jim Geuel, Mergers & Acquisitions, December 2008,

* See the section later in the chapter on the FASB Codification,

T FASR ASC paragraph 450-20-26-2 {FASE Staiemient No. 3) states that, in general, contingent liabilides
{and related losses) should he accrued iF they are both probable and reasonably estmable while contin-
gentassets (and gains) should usually not be reflected to aveid misleading implications about their real-
izability, These conditions still apply for noncontractual contingent liabilites unless it is more lthely than
not that an asset or liability exists. The number of deals with contingent payments nearly doubled be-
tween 1997 and 2006, while the dollar value of those deals more than doubled (with the carn-out value
portion rising from 3.3 billion dollars in 1997 w 2 high of 6.1 billion dollars in 2001 and leveling back to
5.5 hillion dallars in 2006), See Chapter 2 for further details,

“FASB ASC paragraph 420-10-25-2 (FASB Statement No. 146) veiterates the definition of a liability and
states that only present obligations 1o others are liabilities, It clarifies by specilving that an obligation be-
cames a present obligauon when a past transaction or event leaves litde or no discretion o avoid seule-
ment, and that an exit or disposal plan, by itself, does not create a present obligation.

“' FASB's new Codification system, referenced here, is discussed near the end of Chapter 1 and in greater
detail in Appendix ASC, which appears at the back of the hook.



20

ILLUSTRATION 1-3

Chapter 1 Introduction to Business Combinations and the Conceptual Framework

Mode of Payment in M&A Deals

B | Stock Combinaiion
Year # Y # % i %
2002 1260 63.8% 102 20.4% 315 15.8%
2008 1535 74.2% 411 15.0% 224 10.8%
2004 1734 73.9% 288 12.5% 326 13.9%
2005 1988 T6.0% 282 10.8% 316 18.2¢
2006

2014 78.9% 212 8.3% 328 12.8%

Source: Meagers & Avquasitions, January 2007,

4. Nole any nonrecurring items that may have artificially or temporarily boosted
earnings. In addition to nonrecurring gains or revenues, look for recent changes
in estimates, accrual levels, and methods. While material changes in method are
arequired disclosure under GAAP, the rules on materiality are fuzzy, and changes
in estimates and accruals are frequently not disclosed (See Hlustration 1-3),

“While everything in the offering memarandum may very well be true, although not
necessarily, the facts are designed to make the company look better than it would if
an analyst were to dig into those facts%¢

5. Be careful of CEO egos. Striving to be number one may make business sense, but
not everyone can hold that spot. One CEO drew both praise and criticism with
his deal-of-the-month stvle. He stated, “There are the big dogs, there are the
ankle-biters, and then there are those caught in the middle.” The midsize firms
have to combine, he claimed.”

DETERMINING PRICE AND METHOD OF PAYMENT
IN BUSINESS COMBINATIONS

1@ Factors affecting
price and method
of payment.

Whether an acquisition is structured as an asset acquisition or a stock acquisition,
the acquiring firm must choose to finance the combination with cash, stock, or debt
(or some combination). The cash-financed portion of acquisition prices dropped
from 42.3% in 1994 to 13.4% in 1998, according to Sccuritics Data Co. of Newark,
New Jersey. This represented the lowest share of cash in over ten }’(P:ll‘ﬁ.:"‘“} Nate that
the dollar volume of cash used in 1998 acquisitions was not down, but rather the
percentage of cash included in the total acquisition price, The proportion of cash

" MEEA, “How Acquirers Can Be Blindsided by the Numbers,” May/ June 1997, p. 29,

WS/ o the New Mergers Conglomerates Are Out, Being No. 1 1s In,” by Bernard Wysocki Jr,
12/51/97, p. AL

2 WS/, *Mergers Reanched This Year Are Using the Lowest Shave of Gash in Ten Years,” by Greg [p,
4/16/98, p. CLL
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included in the tomal cost increased again in the deals of the early part of the
21st century. The number of cash deals rose by 60% [rom 2002 to 2006, while the
number ol stock-only deals dropped by about £7% and the number of combination
deals remained relatively flar. >

The trends are often explained by fluctuating stock valuations. The higher
the acquiring firm’s stock valuation, the fewer shares are needed to pay for the
acquisition. This means less dilution to existing sharcholders, a frequent con-
cern in the planning stages of a proposed acquisition. When stock prices
slumped in the middle of 2001, merger activity slowed as well. But by the middle
ol the decade, both were booming once more. Then, merger activity rose steadily
from 2002 o 2006, remained approximately the same in 2007 as in 2006, and
then fell off by the end of 2008 as stock prices plunged and the economy slid into
a recession. By 2010, many ol the mega-mergers in the making were once again
looking to use all (or mostly) stock, as the market moved up.

In the latest merger run in 2005, the number of deals using stock decreased to about
11% of total deals, while in 2000, the percentage of deals using all stock averaged
around 27%. Stock-for-stock swaps are more common when stock prices are
increasing.®

When a business combination is effected through an open-market acquisition
of stock, no particular problems arise in connection with determining price or
method of payment. Price is determined by the normal functioning of the stock
market, and payment is generally in cash, although some orall of the cash may have
to be raised by the acquiring company through debt or equity issues. Effecting a
combination may present some difficulty if there are not enough willing sellers at
the open-market price to permit the acquiring company to buy a majority of the out-
standing shares ol the company being acquired. In that event, the acquiring com
pany must cither negotiate a price directly with individuals holding large blocks of
shares or revert to an open tender offer.

When a business combination is effected by a stock swap, or exchange of secu-
rities, both price and method of payment problems arise. In this case, the price is
expressed in terms ol a stock exchange ratio, which is generally defined as the inum
ber of shaves of the aequiving compiany lo be exchanged for each sheare of the acquired compeany,
and constitutes a negotiated price. It is important to understand that each con-
stituent of the combination makes two kinds of contributions to the new entity—net
assets and Tuture earnings. The accountant often becomes deeply involved in the
determination of the values of these contributions. Some of the issues and the prob-
lems that arise are discussed in the following section.

Net Asset and Future Earnings Contributions
Determinaton of an equitable price for cach constituent company, and of the re-
sulting exchange ratio, requires the valuation of each company’s net assets as well as
their expected contribution to the future earnings of the new entity. The accountant

33 P ann= o B
Mergers & Aeguisitions, January 2007, page 57,

M WS/ YearEnd Review of Markets & Finance 2005, by Dennis Berman, 1/3/06, p. R1
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EXCESS EARNINGS APPROACH TO ESTIMATING GOODWILL

L. Identify a normal rate of vreturn on assets for firms similar to the company being targeted.
Statistical services ave available to provide averages, or a normal rate may be estimated by ex-
amining anuual reports of comparable firms. The rate may be estimated as a return on ei-
ther ol assels or on wef identifiable assets (assets other than goodwill minus Habilities).

2. Apply the rate of return identified in step 1 o the level of identfiable assets (or net assets)
ol the target 1o approximate what the “normal” firm in this industry might generate with the
same level of resources. We will refer to the product as “normal earnings.”

3. Istmate the expected [uture earnings of the target. Past earnings are generally useful here
and provide a more objective measure than management’s projections, although hoth
should be considered. Exclude any nonrecurring gains or losses (extraordinary items, gains
and losses [rom discontinued operations, etc.) from past carnings if they are used 10 esti-
mate [uture carnings.

4. Subtract the normal eiurnings caleulated in step 2 from the expected target earnings from
step 3. ‘The difference is “excess carnings.” If the normal earnings are greater than the tar-
get's expected earnings, then no goodwill is implied under this approach,

5. To compute estimated goodwill from “excess earnings,” we must assume an appropriate
time period and a discount rate. The sharter the time period and the higher the discount
rate, the more conservative the estimate. If the excess earnings are expected to last indefi-
nitely, the present value of a perpetuity may he caleulated simply by dividing the excess carn-
ings by the discount rate. For [inite time periods, use presentvalue tables or ealenlations to
compute the present value of an annuity. Because of the assumptions needed in step 5, a
range of goodwill estimates may be obtained simply by varying the assumed discount rate
and/or the assumed discount period.

6. Add the estimated goodwill from step 5 to the fair value ol the finm’s netidentahable assets
Lo arrive at a possible olfering price.

is often called upon to aid in determining net asset value by assessing, for example,
the expected collectibility of accounts receivable, current replacement costs for in-
ventories and some fixed assets, and the current value of long-term liabilities based
on current interest rates. To estimate current replacement costs of real estate and
other items of plant and equipment, the services of appraisal firms may be needed.
Estimation ol the value ol goodwill to be included in an offering price is sub-

jeetive. A number of alternative methods are available, usually involving the dis-

counting of expected [uture cash flows {or free cash flows), earnings, or excess
carnings over some period of years. Generally, the use of [ree cash [lows or earn-
ings vields an estimate of the entire firm value (including goodwill), whereas the
use of excess earnings vields an estimate of the goodwill component of total firm
value. We next deseribe the steps in the excess carnings approach and then follow
with an illustration,

Estimating Goodwill and Potential Offering Price Wanna Buy Company is consid-
ering acquiring Hot Stuff Inc. and is wondering how much it should offer. Wanna Buy
makes the following computations and assumptions to help in the decision.

a. Hot Stull’s identifiable assets have a total fair value of $7,000,000. Hot Stuftf has
liabilitics totalling $3,200.000. The asscts include patents and copyrights with a
fair value approximating book value, buildings with a fair value 50% higher than

s

book value, and equipment with a fair value 25% lower than book value. The re-
maining lives of the assets are decemed o be approximately equal to those used
by Hot Stuff,
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b. Hot Stull’s pretax income for the year 2006 was $1,059,000, which is believed by
Wanna Buy to be more indicative of future expectations than any of the preced-
ing years. The net income of 51,059,000 included the following items, among
others:

Amaortization of patents and copyrights 250,000
Depreciation on huildings 360,000
Depreciation on equipment 20,000
Extraordinary gain 250,000
Loss from discontinued operatons 175,000
Pension expense 59,000

c. The normal rate of return on net assets for the industry is 14%.
d. Wanna Buy believes that any excess earnings will continue for seven vears and
that a rate of retuwrn of 15% is required on the investment.

Based on the assumptions above and ignoring tax effects, we will first calculate
an estimation of the implied goodwill, and then use that estimate to arrive al a rea-
sonable offering price for Hot Stull.

Normal earnings for similar firms: (87,000,000 — $5.200,000) = 14% = $552,000

Lxpecied earnings of target:

Prewx income of Hot Stuff 51,059,000
Addl: Losses on discontinued operations 175,000

Reduced depreciation on equipment 20,000 195,000
Subtatal 1,254,000
Subtract: Additional depreciation on building 150.000

Extraordinary gain 250.000 130,000
Target’s expected future earnings 824,000

fixcess earnings of 1argel: $324,000 — $532,000 = $292,000 per vear

Present value of excess carnings (ordinary annuity) for seven years at 15% (see
Table A2 in Appendix PV at buck of texthook):

Estimated goodwitl: 3292,000 % 4.16042 = $1,214,843
Implied offering price = Fair value of assets — Fair value of liabilities + Estimated goodwill

= 57,000,000 — $3,200,000 + $1.214.843 = 85,014,843,

In the illustration above, in arriving at the target’s expected future arnings, we
ignored the items that arc expected 1o continue after the acquisition, such as the
amortization of the patents and copyrights and the pension expense. We backed out
nonrecurring gains and losses on extraordinary items or discontinued operations.
We adjusted the prior reported earnings for the expected increase in depreciation
on the building (50% higher than in the past), leading to a decrease in projected
earnings. In contrast, we increased projected earnings for the decrease in equip-
ment depreciation (25% lower than in the past). In practice, more specific infor-
mation should be available as to which components of earnings are expected to
continue at the same level, which might be reduced because ol economies or
cost-cutting plans, and which might increase because of transition costs. The better
the information used in the computation, the better the estimate of goodwill and
offering price.

Where the constituent companies have used different accounting methods, the
accountant will often need to reconsiruer their financial statements on the basis of
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agreed-upon accounting methods in order to obtain reasonably comparable data.
Once comparable data have been obtained for a number of prior periods, they arc
analyzed further to project future contributions to earnings. The expected contri-
butions to [uture earnings may vary widely among constituents, and the exchange
ratio should reflect this fact. The whole process ol valuation, ol course, requires the
careful exercise of professional judgment. Ultimately, however, the exchange ratio
is determined by the bargaining ability of the individual parties to the combination.

Once the overall values of relative net asset and earnings contributions have
been agreed on, the types of securities to be issued by the new entity in exchange for
those of the combining companics must be determined. In some cases a single class
of stock will be issued; in other cases equity may require the use of more than one
class of sccurity.

The concepts of earnings dilution and aceretion are critical to the valuation of
a merger. Does the merger increase or decrease expected earnings performance of
the acquiring institution? From a financial and sharcholder perspective, the price
paid for a firm is hard to justify il earnings per share declines. When this happens,
the acquisition is considered dilutive. Conversely, if the earnings per share increases
as a result of the acquisition, it is referred to as an accretive acquisition.

Upon the agreement to purchase Creo, Inc. for $200 million in cash, Eastman Kodak
Company’s CEQ Daniel Carp stated that the "acquisition will result in some modest
earnings dilution for the remainder of 2005 However, Carp expects that the Creo
transaction will be accretive in 2006, adding “al least 5 cents to per-share opera-
tional earnings, driven by cost savings and revenue growth available to the com-

38

bined entity.

Many deals lower carnings per share initially but add significantly to value in
later vears. While initial dilution may not be a deal Killer, however, many managers
feel that they cannot afford to wait too long for a deal to begin to show a positive re-
turn. Opinions are divided, however, on what drives the market in relation to merg-
ers and acquisitions, nor do research studies offer conclusive evidence on the sub-

ject. Bart Madden, a partner in a valuation advisory firm in Chicago, remarked,

“I totally disagree that the market is EPS driven. From the perspective of the owner

a5

or manager ol capital, what matters is cash in, cash out, not reported earnings.™
He acknowledges, however, that CFOs. wha "live in a world of accounting rules,” are
concerned about reported earnings.

Build-A-Bear Warkshop, the teddy-bear-stuffing retailer, purchased U.K.-based rival
Bear Factory for $41.4 million in cash to help solidify Build-A-Bear's global position.
Build-A-Bear expected the acquisition to be accretive to earnings per share by 2007¥

Evaluating Firm Performance In Appendix A, we provide a structured approach
using ralios Lo evaluate the performance of a firm. This approach could be used o
evaluate the Onancial performance ol a potential target or in evaluating the

9 Business Wire, “Kodak Announces Agreement to Acquire Creo Ine,” 1/31/04.

T CrO, “Say Goodbye 1o Pooling.” by Tan Springsteel, February 1997, p. 79,

T MSNBC.eom, "When Bears Collide,” by Rick Aristotle Munarriz, 3/6/06.
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strength ol an acquirer. The ratio approach begins by analyzing the change in re-
turn on equity (ROE). This ratio is then decomposed into a return on asset (ROA)
and a leverage ratio (total assets divided by equity). These ratios are further decoms-
posed into other relevant combinations of variables. This structured approach al-
lows the user to zero in on areas that have changed or that need 1o be examined in
more detail.

ALTERNATIVE CONCEPTS OF CONSOLIDATED
FINANCIAL STATEMENTS

L{‘ Economic t'l'lI]I\

(lllll parent

company co Ill.'t?[.}l.'?i.

As mentioned previously, business combinations may take the form of asset acqnisi-
tions or stock acquisitions. When the combination is consummated as an asset ac-
quisition, the books of the acquired company are closed out and the accounting
takes place on the books of the acquirer, as illustrated in Chapter 2. When the com-
bination is consummated as a stock acquisition, both companies continue to pre-
pare journal and ledger entries separately through future periods. Periodically the
two sets of books are combined into one through a procedure sometimes referred
to as the consolidating process 1o produce a set of consolidated financial state-
ments. Chapters 3 through 9 deal with many of the technical procedures needed to
carry out this process. Here we present a brief introduction to the more theoretical
concepts involved in accounting for the consolidated entity. The question that
arises relates to the primary purpose of the consolidated financial statements and to
the relationships between the affiliated companies and their shareholders, Keeping
in mind that a certain group of shareholders may own a portion of the acquired
company (often referred to as the subsidiary) but none of the acquiring company
(or parent).

IHistorically, practice in the U.S. has reflected a compromise between two gen-
eral concepts of consolidation given various designations in the accounting litera-
ture. However, in FASB ASC topics 805 |Business Combinations] and 810 [Consoli-
dation] (formerly FASE Statewents Na. 141-R and No. 160), the FASB indicates thal
the economic entity concept is now to be embraced more fully. Next, let us review
the basic differences between the alternative concepis. For our purposes, we will re-
fer to them as the parent company concept and the economic entity concept (some-
times called the economic unit concept). A third concept, proportionate consolida-
tion, was rejected by the FASR.

Although only one of these—the economic entity concept—is embraced by
current GAAP 'm(i thus integrated throughout this text, the two more popular con-
cepls .m‘ deseribed below (as defined by the Financial Accounting Standards
Board).*

Parent Company Concept
The parent company concept emphasizes the interests of the parent’s share-
holders. As a result, the consolidated financial siatements reflect thase stock-
holder interests in the parent itsell, plus their undivided interests in the net as-
sets of the parent’s subsidiaries. The consolidated balance sheet is essentially a

EASE Discission Memorandum, “Consolidition Policy and Procedures” FASE (Norwalk, C1) September 10,
1991), pars. 63 and 64.
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modilication of the parent’s balance sheet with the assets and liabilities of all
subsidiaries substituted for the parent’s investment in subsidiaries. The stock-
holders’ equity of the parent company is also the stockholders’ equity of the con-
solidated entity. Similarly, the consolidated income statement is essentially a
modification of the parent’s income statement with the revenues, expenses,
oains, and losses of subsidiaries substituted for the parent’s income from invest-
ment in subsidiaries. These multi-line substitutions [or single lines in the parent’s
balance sheet and income statement are intended to make the parent’s financial
statements more informative about the parent’s otal ownership holdings.

Economic Entity Concept

The economic entity concept emphasizes control of the whole by a single man-
agement. As a result, under this cancept, consolidated financial statements are
intended to provide information about a group of legal entities—a parent com-
pany and its subsidiaries—operating as a single unit. The assets, liabilities, rev-
CHUCS, CXPUises, gains, and losses of the various companent entities arc the
assets, liabilities, revenues, expenses, gains, and losses of the consolidated entity.
Unless all subsidiaries are wholly owned, the business enterprise’s proprietary
interest (asscts less labilities) is divided into the controlling interest (stockhold-
ers or other owners of the parent company) and one or more noncontrolling in-
terests in subsidiaries. Both the controlling and the noncontrolling interests are
part of the proprietary group of the consalidated entity, even though the non-
controlling stockholders” ownership interests relate only to the affiliates whose
shares they own.

The parent company concepl represents the view that the primary purpose of
consolidated financial statements is to provide information relevant to the control-
ling stockholders. The parent company ellectively controls the assets and opera-
tions of the subsidiarv. Noncontrolling stockholders do not exercise any ownership
control over the subsidiary company or the parent company. Thus, the parent com-
pany concept places emphasis on the needs of the controlling stockholders, and the
noncontrolling interest is essentially relegated to the position of a claim against the
consolidated entity. Thus, the noncontrolling, or minority, interest should be pre-
sented as a liability in the consolidated statement of financial position under the
parent company concept or, as described in the next section, as a separate compo-
nent before stockholders’ equity.

The cconomic entity concept represents the view that the affiliated companics
are a separate, identifiable economic entity. Mcaningful evaluation by any inter-
ested party of the [inancial position and results of operations of the cconamic entity
is possible only if the individual assets, liabilities, revenues, and expenses of the af-
filiated companies making up the economic entity arc combined. The economic en-
tity coneept treats both controlling and noncontrolling stockholders as contributors
to the economic unit’s capital. Thus, the noncontrolling, or minority, interest
should be presented as a compaonent of equity in the consolidated financial state-
ment under the economic entity concepl,

The FASE stated that ir had considered and rejected the concept of propor-
tionate consolidation for subsidiaries. This concept. although not used in current or
past practice, has heen advocated by some as an alternative to full consolidaton.
Under proportionate consolidation, the consolidated statements would include
only a portion, based on the parent’s ownership interest, of the subsidiary’s asscts,



Alternative Concepts of Consolidatad Financial Statements 27

Noncontrolling

liahilities, revenues, expenses, gains, and losses. The FASB stated that because the
consolidated entity has the power to direct the use of all the assets of a controlled
enlity, omitting a portion of those assets [rom the statements would not be repre-
sentationally faithful. Similarly, omitting part of the revenues and expenses [rom
the consolidated income statement would not be representationally faithful.

Differences between the conceplts are relevant only to less than wholly owned
subsidiaries; they center on conflicting views concerning answers o three basie
questions:

1. What is the nature of a noncontrolling interest?
2. Whalt income figure constitutes consolidated net income?

3. Whalt values should he reported in the consolidated balance sheet?

A related issue concerns the percentage (total or partial) of unrealized inter-
company profit to be eliminated in the determination of consolidated balances,

Interest

Under the economic entity concept. « noncantrolling inierest is a part of the ownership eq-
wily in the eniire economic unit. Thus, a noncontrolling interest is of the same general
nature and is accounted for in essendally the same way as the conwrolling interest
(i.e., as a component of owners’ equity). Under the parent company concept, the nature
and classification of a noncontrolling interest are unclear. The parent company con-
cept views the consolidated financial statements as those of the parent company.
From that perspective, the noncontrolling interest is similar 1o a liahility: but because
the parent does not have a present obligation to pay cash or release other asscts, it is
not a liability based on the FASB's technical definition ol a “liability.” Nor is it a true
component of owners’ equity since the noncontrolling investors in a subsidiary do
not have an ownership interest in the subsidiary’s parent. Consequently, the parent
company concept theoretically supports reporting the noncontrolling interest below
liabilities but above stockholders’ equity in the consolidated balance sheet.

Consolidated Net Income

Under the parent company concept, consolideted net income consists of the realized com-
bined income of the parent company and its subsidiaries after deducting noncontrolling inter
est i incoine, that is, the noncontrolling interest in income is deducted as an expense
item in determining consolidated net income, This view cmphasizes thar the parent
company stockholders are directly interested in their share of the results of
operations as a measure of earnings in relation to their investmenr and dividend
expectations.

Under the economic entity concept, consolidated net income consists of the total
realized combined income of the parent company and its subsidiaries. The toml
combined income is then allocated proportionately to the noncontrolling interest
and the controlling interest. Noncontrolling interest in income is considered an al-
located portion of consolidated net income, rather than an element in the deter-
mination of consolidated net income, The concept emphasizes the view that the
consolidated financial statements represent those of a single economic unit with
several classes of stackholder interest. Thus, noncontrolling interest in net assets is
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considered a separate element of stockholders’ equity, and the noncontrolling in-
terest in net income reflects the share ol consolidated net income allocated to the
noncontrolling stockholders.

Consolidated Balance Sheet Values

In the case of less than wholly owned subsidiaries, the question arises as to whether
to value the subsidiary assets and liabilities at the total fair valuc implied by the price
paid for the controlling interest, or at their book value adjusted only for the excess
of cost over book value paid by the parent company. For example, assume that P
Company acquires a 60% interest in S Company for $960,000 when the book value
of the net assets and of the stockholders’ equity of § Company is 1,000,000, The im-
plied fair value of the net assets of S Company is §1,600,000 ($960,000/.6), and the
difference between the implied fair value and the book value is $600,000
(§1.600,000 — $1,000,000). For presentaton in the consolidated financial state-
ments, should the net assets of S Company be written up by 600,000 or by 60% of
S600,0007

Application of the parent company eoncept in this situation restricts the write-up
of the net assets of § Company ta $360,000 (.6 » 5600,000) on the theory that the
writc-up should be restricted to the amount actually paid by P Company in excess of
the book value of the interest it acquires [$960,000 — (.6 X §1,000,000) = $360,000].
In other words, the value assigned to the net assets should not exceed cost to
the parent company. Thus, the net assets of the subsidiary are included in
the consolidated financial statements at their book value (51,000,000) plus the
parent company’s share of the difference between fair value and book value
(.6 ¥ $600,000) = $360,000, or at a total of $1.360,000 on the date of acquisition.
Noncontrolling interest is reported at its percentage interest in the reported book
value of the net assets of § Company, or 3400,000 (.4 > 51,000,000).

Application of the econontic entity concept results in a write-up of the netassets ol
S Company in the consolidated statements workpaper by $6G00.000 o $1.600,000 on
the theory that the consolidated financial statements should reflect 100% of the net
asset values of the affiliated companies. On the date ol acquisition, the net assets of
the subsidiary are included in the consolidated financial statements at their book
value ($1,000,000) plus the entire difference between their fair value and their book
value ($600,000), or a total of $1,600,000. Noncontrolling interest is reparted at its
percentage interest in the Fair value of the net assets of § Company, or $640,000
(.4 X $1.600,000).

Regardless of the concept followed, the controlling interest in the net assets of’
the subsidiary reported in the consolidated financial statements is the same and is
equal to P Company’s cost, as demonstrated here:

Parent Comperity Leonomic Unit

Concepit Clomcefat
Net assets of § Company included in consolidaton 51,560,000 51,600,000
Less: Noncantrolling interest 400,000 640,000
Conutrolling interest (cost) 5 960,000 5 960,000

While U.S. standards have, in the past, been more consistent with the parent
company concept with respect to write-up of net assets, the implementation of FASB
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Statements No. 191K and 160 [FASB ASC topics 805 and 810] results in a shift to the
economic entity concept in this regard, among others,

Intercompany Profit

There are two alternative points of view as to the amount of intercompany profit
that should be considered unrealized in the determination of consolidated income.
The elimination methods associated with these two points of view are generally re-
ferred to as total (100%) elimination and partial elimination.

Proponents of total elimination regard all the intercompany profit associated
with assets remaining in the affiliated group to be unrealized. Proponents of partial
elimination regard only the parent company’s share of the profit recognized by the
selling affiliate 1o he unrealized. Under total elimination. the entire amount of un-
confirmed intercompany profit is eliminated from combined income and the re-
lated asset balance. Under partial elimination, only the parent company’s share
of the unconfirmed intercompany profit recognized by the selling affiliate is
eliminated.

Past and Future Practice

Past practice has viewed noncontrolling interest in income neither as an expense
nor as an allocation of consolidated net income, but as a special equity interest in
the consolidated entity’s ecombined income that must be recognized when all the
earnings ol a less than wholly owned subsidiary are combined with the earnings of
the parent company. Noncontrolling interest in net asscis has been viewed neither
as a liability nor as true stockholders’ equity, bur rather as a special interest in the
combined net assets that must be recognized when all the assets and liabilities of a
less than wholly owned subsidiary are combined with those of the parent company.

In contrast, under the new standards, the noncantrolling interest in income is viewed as
an allocation of consolidated net income on the income statement, and the noncontrolling
interest in net assets as a component of equity in the balance sheel.

Past and future accounting standards are, however, consistent in requiring the
total elimination of unrealized intercompany profit in assets acquired from affili-
ated companies, regardless of the percentage of ownership.

T

FASB’'S CONCEPTUAL FRAMEWORK

The Financial Accounting Standards Board (FASB) began the process of developing a
conceptual framework for financial reporting in 1976, a process that continues to the
present. The much-needed objective of providing a basis for standard setting and con-
troversy resolution has, as expected, proved 1o be challenging. The statements ol con-
cepts issued 1o date are summarized in Figure 1-2, The reader should be aware that the
FASBE and the IASB are working on a joint project to converge their coneceptual frame-
works. The first phase has been completed with the issuance of Statement of Financial
Accounting Concepts (SFAC) No. 8: Conceptual Framework [or Financial Reporting—
Chapter 1, The Objective of General Purpuse Financial Reporting, and Chapter 3, Qualitative
Characteristics of Useful Finaneial Information (a replacement of FASB Concepts Statements
Nos. 1 and 2). New chapters and concepts are expected to be added. Concepts
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FIGURE 1-2

Conceptual Framework for Financial Accounting and Reporting

R

SFAC
Nos. 8 & 4
freplaces No. 1)
Ohjectives

OBJECTIVES

Provide information
useful for decision

making by present and
S/ prospective imvestors \
4 and creditars.
/ SFAC No. 8 i SFACNo.6
{replaces No. 2) (replaces No. 3)
Qualitative Characteristics | Elements of Financial
. — 1. Relevance Statements
2. Fuithful representation Provides definitions
Also: Comparability, ol key compaonents
Timeliness, Verifiability of finaneial statements
; Understandability
SEAC Nos. S & 7 \
Recognition and Measurement
Assumptions Principles Caonstraints
1. Economic entity 1. l-IistEri::uI cost 1. Cost
2. Going concern 2. Revenue recagnition 2. Industry practice
3. Monetary unit 3. Expense recognition
4. Periodicity 4. Full disclosure

SFAC No, 7: Using future cash flows and present values in accounting measures

f\(l:tplc(l from "Accounting for Finuncial Anﬂh'-ﬂiﬁ." ]l)' WL Noachy, Financial .-'I.MfJ:‘_‘:.\':'.s\!:‘J.'H'Jm’f. Mareh=April LS, i3 o

Statements are not part of the FASB Accounting Standards Codification, which is the source
of authoritative GAAP recognized by the FASB to be applied by nongovernmental ent-
ties. The Board recognizes that in certain respects current generally accepted account
ing principles may be inconsistent with those that may derive from the objectives and
fundamental concepts set forth in Coneepts Statements. However, a Concepts State-
ment does not (a) require a change in existing U.S. GAAP: (b) amend, modify, or in-
terpret the Accounting Standards Codification; or (c) justify either changing existing
generally accepted accounting and reporting practices or interpreting the Accounting
Standards Codification based on personal interpretations of the aobjectives and concepts
in the Concepts Statements.

_Joint Project of FASB and IASB an Conceptual Framework The objective of the joint
project is to develop an improved common conceptual framework that provides a
sound foundaton for developing future standards. Such a framework is believed Lo
be essential to the two Boards’ goal of developing standards that are principles-
based, internally consistent, and internationally converged, The new framework is
expected 1o deal with a wide range of issues, and will build on rhe existing IASB and
FASB frameworks, while also considering developments subsequent to the issuance
ol those [rameworks.
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IFRS

One of the goals of the Boards, which is shared by their constituents, is for the
standards to be clearly based on consistent principles that are rooted in fundamen-
tal concepts rather than a collection of conventions. The objective is for the hody of
standards taken as a whole, as well as the application of those standards, 1o be based
on a sound, comprehensive, and internally consistent framework. Another impor-
tant goal is to converge the standards of the two Boards. As the Boards strive to more
closely align their agendas to achieve standard convergence, they will be hampered
unless they are basing decisions on the same basic framework.

Economic Entity vs. Parent Concept and the Conceptual Framework

IFRS

The parent concept, discussed in the preceding section, was the essential approach
used in the U.S. until 2008 for accounting for business combinations (although
there were some exceptions to a wholly applied parent concept, as previously ad-
dressed). The parent company concept is tied o the historical cost principle, which
suggests that the best measure of valuation of a given asset is the price paid. Histor-
ical cost thus suggests that the purchase price of an acquired firm should be relied
on in assessing the value of the acquired asscts, including goodwill. One problem
that arises from a theoretical perspective is how to value the noncontrolling interesr,
or the portion of the acquired firm’s assets which did not change hands in an arm’s
length transaction. The historical cost perspective would suggest that those asscls
(or portions thereof) remain at their previous book values, This approach might be
argued to produce more eliable or “representationally faithful” values, addressed in
the FASB’s conceptual framework as a desirable attribute of accounting information
(SFAC No. 8).

In contrast, the economic entity conceptis itseltf an integral part of the FASB's
conceptual framework and is named specifically in SEAC No. 5 as one of the basic
assumptions in accounting. The cconomic entity assumption views economic ac-
tivity as being related to a particular unit ol accountability, and the standard indi-
cates that a parent and its subsidiaries represent one economic entity even though
they may include several legal entities. Thus, the recent shift o the economic entity
concept seems to be entirely consistent with the assumprions laid out by the FASB
for GAAP.

The economic entity concept might also be argued to produce more refevant, if
not necessarily more reliable, information for users. The nwo primary characteristics
of relevance and reliability (or representational faithfulness)often find themselves
sate. For example, the view of many users is

in conflict in any given accounting de
that marvket value accounting would provide far more wlevant information for users
than continued reliance on historical cost in general, Proponents of historical cost,
however, argue that market valuations suffer from too much subjectivity and vul
nerability to bias, and are much fess representationally faithiul.

In the joint project of the FASB and the IASB on the conceptual framework,
the conclusion was reached that the entity perspective is more consistent with the
fact that the vast majority of today’s business entities have substance distinct from
that of their capital providers. As such, the proprietary perspective does not re-
flecta realistic view of financial reporting. The Boards have not yet considered the
cffect thar adoption of the entity perspective will have on phases of their project
that have not yet been deliberared, and decisions related to those phases are
being delerred.



32

Chapter 1 Introduction to Business Combinations and the Conceptual Framework

Embedded in many of FASB's recent pronouncements have been a number of indi-
cators of a shift away from historical cost accounting in the direction of fair value
accounting. This shift drew a great deal of attention, much of it negative, when the
financial crisis of 2008 became apparent. Critics claimed that values were dropping
to artificially low values, forcing banks to take large write-downs, launching a des-
perate cycle from which they might not recover. Dennis Beresford, an accounting
professor at the University of Georgia and chairman of the FASB from 1987 to 1997,
explained, “It's intended to be more or less for orderly markets. But we don't have
orderly markets these days. It's not so much that mark to market has people com-

plaining, but marking to a particular market. Today it's more of fire-sale prices”®

Overview of FASB’'s Conceptual Frameworlk

Lﬁ@) Statements of

Financial
Accounting
Concepts,

The Statements of Financial Accounting Concepls issued by the FASB include the
following:

SFAC No. 1 (replaced by SFAC No. 8): Objectives of Financial Reporting by Business
Enterprises

SIAC No. 2 (replaced by SFAC No. 8). Qualitative Characteristics o’ Accounting
Information

SFAC No. 3 (replaced by SFAC No. 6): Elements of Financial Statements ol Business
Enterprises l -

SEAC No. 4: Objectives of Financial Reporting by Nonbusiness Organizations
SFAC No. 5: Recognition and Measurement in Financial Statements of Business
Enterprises

SFAC No. 6 (veplaces SFAC No. 3): Llements of Financial Statements

SFAC No. 7 Using Cash Flow Information and Present Value in Accounting
Measurements

SIAC No. 8 The Objective of General Purpose Financial Reporting and Qualitative
Characteristics o Useful Financial Information

Please refer to Figure 1-2 for a brief summation of these statements. Owr focus is
on SFAC No. 8 No. 6, and Na. 5. The remaining statements of concept include one that
was subsequently replaced by SIAC No. 6 (SFAC No. 3), one that relates primarily to the
last three chapters of our texthook (SFAC No. 4), and FASB Statement of Concept, No. 7,
which provides some information on the use of discounted cash flows and present
values as a measurement approach. SFEAC No. 7 might be viewed as an expansion of
SFAC No. 5, and is thus included in the same level in Figure 1-2.

Linking the Conceptual Framework to Advanced Accounting Issues

We hegin with a briel discussion of the two Statements of Cuncepts which receive the
least attention in the following paragraphs (SFAC No. 4 and SFAC No. 7). With re-
spect 1o SFAC No. 4, the Board believes that the objectives of reporting for govern-
ment-sponsored entities should be, in general, similar to those of business

Ml St Points to Disclosure As Issue,” by Carrie Johnson, Washingtonpost.com, September 23, 2008,
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enterprises engaged in similar activities. Moving to SFAC No. 7, the use of present
values is clearly relevant in the accounting for business combinations as it impacts
the estimated valuation of gaodwill {previously illustrated in Chaprer 1), as well as
other intangible assets acquired in a business combination. Just as clearly. the use of
presentvalues is hampered by issues of uncertainty, both abour estimated cash Hlows
and about appropriate discount rates. As stated in SFAC No. 7. the objective of using
present values in an accounting meastrement is to capture, to the extent pn»;saihlb.
the economic difference henwveen sets of estimated future cash fows. The standard
provides some guidance in this regard.

Referring to Figure 1-2, note that the primary qualities laid out in SFAC No, &
are relevance and faichiul representation (formerly referred to as reliability).
Additional desirable characteristics include comparability, timeliness, and under-
standability.

The quality of comparabifity was very much at stake in FASB's decision in 2001
to eliminate the pooling of interesis method for business combinations. This
method was also argued to violate the historical cost principle as it essentially ig-
nored the value of the consideration (stock) issued for the acquisition of another
company. Of even greater concern was the potential for two nearly identical ac-
quisitions to vield very different balance sheets, merely because one was ac-
counted for under the pooling of interests method while the other used pur-
chase accounting.

The issue of comparability plays a role in the more recent shilt [rom the par-
ent concept to the economic entity concept, as the former method valued a por-
ton (the noncontrolling interest) of a given asset at prior book values and an-
other portion (the controlling interest) ol that same assct at exchange-date
market value. The result was a piccemeal valuation of assets on the consolidated
balance sheet,

Distinguishing between Earnings and Comprehensive Income

Opponents of the change to the economic entity view of consolidated financial
statements may argue that the ecanomic entity conceplt is less conservative, as it of-
ten revalues assets—in the case of a less than 100% acquisition—to a higher
amount than has been reflected in an arm’s length transaction by relyving on the
valuation émplied by the purchase price. However, the constraint of conservatism is
no longer included in FASB’s constraints (SFAC No. 8).

Turning now to the elements of financial statements, see Hlustration 1-4 for a
summary of definitions. We might note thal carnings is not defined as one ol the
elements included in S/AC No. 6. In [act, the FASB explicitly stated that it reserved
the term earnings for possible use to designate a significant intermediate measure
or component of comprehensive income. In SFAC No, 3, FASB states that “it is im-
portant to avoid focusing attention almost exelusively on the bottom line, earn-
ings per share, or other highly simplified condensations.” SFAC No. 5 goes on (o
state that “statements of earnings and ol comprehensive income together reflect
the extent to which, and the ways in which, the equity of an entity increased or
decreased [rom all sources other than ransactions with owners during a period.”
The statement further expresses an expectation that the concept ol carnings will
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ILLUSTRATION 1-4
Definitions of Financial Statement Elements®

Assets. Probable future economic henefits obtained or controlled by a particular entity as a
result of past transactions or evenis.

Liabilities, Probable future sacrifices of economic benefits arising from present obligations of
a particular entity to transfer assets or provide services 1o other entities in the future as a
result (ll‘l)'sl:il Wansaclions ar events.

Equity. Residual interest in the assets of an entity that remains after deducting its liabilities, or
the claims of the owners of the entity's assets.

Investments by Owners. Increase in net assets of a particular enterprise resulting from transfers
to it from other entities of something of value 10 obtain or increase ownership interests
(equity) in it

Distributions to Owners. Decrease in net assels of u particular enterprise resulting from transfer-
ring assets, rendering services, or incurring liabilities by the enterprise to its owners (dividends
o1 Draws).

Comprehensive Income. Change in equity (net assets) of an entity during a period from transac-
tions and other events and circumstances from nonowner sources, i.e., all changes in equity
during a period except from investments by owners and distributions to owners.

Revenues. Inflows or other enhancements of assets of an entity or settlement of its liabilities
(or a combinations of both) during a period from delivering or producing goods, renderimg
services, or ather activities that constitute the entity’s ongoing major or central operations,
Expenses. Oulflows or other using up of assets or incurrences ol liabilities (or a combination of
both) during a period of delivering or producing goods, rendering services, or carrying out
other activides that constitute the entity’s ongoing major or central operations.

Gains. Increases in equity (net assets) from peripheral or incidental transactions of an enuty
and from all other transactions and other events and circumstances affecting the entity dur-
ing a period except fram revenues or investunents by owners.

Losses. Decreases in equity (net assets) from peripheral or incidental transactions ol an entity
and from all other transactions and other events and circumstances affecting the entity dur-
ing a period except from expenses or distributions to owners,

#“Elements of Financial Statements,” Stafement of Financial Accounting Coneepts No. 6 (Stamford, Conn.: FASB,
December 1985), pp. ix and

evolve or develop over time. SFAC No. 5 does, however, provide a working defini-
tion of earnings as follows:

Farnings is a measure of entity performance during a period. [t measures the ex-
tent to which asset inffows (revenues and gains) associated with cash-to-cash cycles
substantially completed during the period exceed asset oudflows (expenses and
losses) assaciated, directly or indirectly, with the same cycles.

In other words, carnings is essentially revenues and gains minus expenses
and losses, with the exception of any losses or gains explicitly stated by FASB to
bypass carnings and, instead, to be reported as a component of ather comprrehen-
sive Incone.

What are examples of these “odd” gains and losses that bypass earnings under
current GAAP? SIAC No. 3 describes them as “principally certain holding gains or
losses that are recognized in the period but are excluded from earnings such as
some changes in market values of invesiments ... and foreign currency translation
adjustments.”
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Not all changes in market values of investments are excluded from earnings,
however. For example, the gains or losses recognized upon marking ‘Irading
Securities Lo market values are reported in earnings, while those on Available-for-
Sale securities generally are not. Similarly, the gains or losses on foreign currency
translation may or may not be reported in carnings, depending on whether the
[irm is using the temporal method (restatement) or the current method (irans-
lation) for its subsidiaries. In one case, the gain or loss appears in earnings. In
the other, itappears as a component of ether comprehensive income. This distinetion
is elaborated upon in Chapter 13, Translation of Financial Statements of Foreign
Affiliates.

In short, these distinctions seem rather arbitrary and are thus, not surprisingly,
conlusing to students as well as to users of financial statements. The FASB's choices
in this regard appear to be affected by: (a) the volatility that a particular @ain or loss
might introduce into earnings. and whether that volalility is reflective of true eco-
nomic performance (in which case it should he reported in earnings) or is reflective
of something else (in which case it is more likely to fall into other comprehensive in-
come); and (b) the atitude of various constituents, or the effect of lobbying, which
is in turn largely related to (a).

In this text, we use the term nef mcome 1o refer 1o earnings, and we do not focus
on comprehensive income in most chapters. In the absence of gains or losses desig-
nated to bypass earnings, carnings and comprehensive income are the same. How-
cever, il the firm has foreign subsidiaries or has available-forsale securities or other
investments that are being marked to market at the balance sheet date, the reader
should be aware that current GAAP distinguishes between net current income and
comprehensive income. Other items that may arise include certain gains or losses
related to a lirm’s net pension liabiliny: these too may bypass retained earnings and
be reported instead as a component ol vther comprehensive income.

Be aware that any item which hypasses carnings will not appear in retained earn-
ings (by deflinition, the accumulated earnings since incorporation minus dividends
declared). Thus, other comprehensive income appears on the balance sheet as a
separate component of stockholders’ equity, labeled “Accumulated Other Compre-
hensive Income.”

During June 2011, FASB voted to update FASB ASC topic 220 [Statement of
Comprehensive Income], so that entitics should present comprehensive income and
its components either in a single statement of camprehensive income or as a consecutive
statement immediately following the income statement. The single (combined)
statement approach would still display net income as a subtotal, and continue on to

IFRS r_lispla}f total comprehensive income on the same statement. Like most other current
projects, this project reflects the joint efforts of the FASB and the 1ASB.

Asset Impairment and the Conceptual Framework
SEAC No. 5 provides the [ollowing guidance with respect to expenses and losses:

Conswmption of benefil. Farnings are gencrally recognized when an entity’s eco-
: 5 g ) g )

nomic benelits are consumed in revenue earnings activities (or matched to the

period incurred or allocated systematically): or

Loss or lack of benefit. Expenses or losses are recognized if it becomes evident that

| 2
previously recognized future economic benelits of assets have been reduced or
eliminated, or that liabilities have increased, without associated benefits,
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In 2001, the FASB abandoned its long-held position that all intangible assets
must be amortized over their useful lives, not to exceed 40 years. In the place of this
position was born a new standarc. If the asset has a finite life, amortize it, as before,
over its uselul life. However, if the life is deemed indefinite, then do not amortize
the asset. Instead, review it periodically (at least once a year) for impairment or de-
creased value. The former approach (that of amortization) illustrates a consumfition
or benefit approach to measuring expenses while the impairment standard illustrates
a loss or lack of benefit approach.

Another of the principles laid out by the FASB in SFAC No. 5 is that o matching
expenses Lo revenues (see Hlustration 1-3; see also query on p. $3). The consumption
of benefit approach emphasizes a more direct matching of expenses o revenues,
while the loss or lack of benefit represents an example of those types of expenses that
are most difficult, if not impossible. to match adequately to the generation of rev-
enue. Thus, such losses as the impairment of goodwill reflect an attempt to recog-
nize the loss of benefit in the period in which that loss is first identified.

Chapters 2 and 5 illustrate the impact of the impairment of goodwill (deemed
to have an indefinite life) on the financial statements of the acquiring company and
the consolidated entity, respectively.

FASB CODIFICATION (SOURCE

OF GAAP)

On July 1, 2009, the Financial Accounting Standards Board (FASB) lannched the
FASB Accounting Standards Codification as the single source of authoritative non-
governmental U.S. generally accepted accounting principles (GAAP). The Codili-
cation is effective for interim and annual periods ending after September 15, 2009.
All existing accounting standards documents are superseded as described in FASB
Statement No. 168, The FASB Accounting Standards Codification and the Hierarchy
of Generally Accepled Accounting Principles. All other accounting literature not in-
cluded in the Codification is nonauthoritative. "

While not intended to change existing U.S. GAAP, the purpose of the Codifica-
tion is to integrate existing accounting standards by multiple standard-setters within
levels A through D of the former GAAP hierarchy. Cross-references are provided to
link the Codification (o the original standards. The Codification also contains refe-
vant portions of authoritative content issued by the Securities and Exchange Com-
mission as well as selected SEC staff interpretations and administrative guidelines.

It does not include SEC staff speeches, testimony, or Current Issues and Rule-
making Projects (CIRPs), nor does it include pronouncements of the TASE.
Nonetheless, one expectation of the Codification's implementation is that it will
ease the convergence of U.S. GAAP and international standards (IFRS): and the
material correlates at the topic and section levels to IFRS. As we move forward, fu-
ture 1.8, accounting standards will be issued in the form of an update to the ap-
propriate topic or subtopic within the Codification.

W Rules and interpretive releases of the Sccurities and Exchange Commission (SEC) under authority of
federal securities s are also sources of authoritative GAAT far SEC registrants. In addition o the SEC's
rules and interpretive releases, the SEC staff issues Stall Accounting Bulleting that represent practices fal-
lowed by the staff in administering SEC disclosure reguirements, and it utilizes SEC Stall Announce-
ments and Observer comments made at Emerging Issues Task Foree meetings to publicly amnounce its
views on certain accounting issues for SEC registrants.
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The Codification is intended to simplify the classification of existing and future
standards by restructuring all authoritative U.S. GAAP (other than that for govern-
mental entities) into one online database under a commaon referencing system. The
codification is organized in a tiered structure consisting of a framework of Lopics,
subtopics, sections, and paragraphs on each subject. The Codification does not cod-
ify all GAAP since the GAAP hierarchy also includes items such as practice, text-
books, articles, and other similar content, Thus insteacd of referring 1o specific FASB
statements, the Codification will be referenced as ASC. which is the Accounting
Standards Caodification {ASC). In fact, the FASB will no longer issue statements
(such as FAS No. 141), but will instead issuc updates to the Coditication. The up-
dates will be referred 1o as ASU (or accounting standards update). The Codification
replaces the GAAP hierarchy.

GAAP pronouncements are divided into 90 accounting topics and all topics are
displayed using a consistent structure. In order o apply or search the Codification,
one must understand its structure, References to the Codification contain [our
groupings ol numbers. These four numbered items refer to (1) the topic, (2) the
subtopic, (3} the section, and (4) the paragraph number for the appropriate ac-
counting. Thus the code ASC 450-20-25-2 refers 1o topic 450, which is contingen-
cies; subtopic 20, which is loss contingencies; section 25, which is recognition; and
the 2 refers to the second paragraph.

IHighest-level topics are organized in nine main areas, but are mainly grouped
by financial statement. For instance. three general topics relate to the balance sheet
(assets, liahilities, and equity) and wwo of the general topics relate to the income
statcment (revenues and exXpenses).

Growpings General Topies Tupic Numibering Number of Specific Topies
in Each General Topic

General Principles 105 1
Presentation 200-299 15
Balance Sheet Topics Assels A00-399 <]
Liabilides 400—499 4
Equity 505 1
Income Staement j Revenues 605 1 o
| Expenses 700-790 S
Other Topics Broad Transactions S00-800 14
{ Industry 900050 32
Total an

a. General Principles (Topic 105). This topic establishes the Aeccounting Standards
Codification (Codification) as the source of authoritative generally accepted ac-
counting principles (GAAP). Rules and interpretive releases of the Securities
and Exchange Commission (SEC) under authority of federal securities laws are
also sources of authoritative GAAP for SEC registrants. Also, certain accounting
standards allowed for the continued application of superseded accounting stan-
cdards. Such grandfathered standards are typically not included in the Codifica-
tion. Some of the grandfathered topics are listed in ASC 105-10-65-1.

b. Presentation (Topic Codes 205-299). There are 15 topics related to presentation
of comparartive financial statements. These topics do not address recognition,
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measurement, and derccognition matters. Not all presentation issues will be
found in ASC 200 topics. Within each general topic (topics 300 and higher), sec-
tion 45 describes “other presentation matters” specific to that particular general
topic. These can always be found in ASC XXX-YY-45-xx. For instance, ASC 330-
10-45-2 deseribes the guidance on presenting contract costs ol certain construction-
tvpe contracts. The topics included in presentation are as follows:

Presentation Topic (ASC 200 Topics)

200
210
215
220
225
230
235

Presentation of Financial Statements
Balance Sheet

Statement of Shareholder Equity
Comprehensive Income

Income Statement

Sttement of Cash Flows

Notes to Financial Sttements

Accounting Changes and Error Corrections
Changing Prices

Earnings per Share

Interim Reportung

Limited Liability Entities
Personal Financial Statements
Risks and Uncertainties
Segment Reporting

c. Financial Statement Aceounts (Topic Codes 305 ~700). The Codification organizes Lop-
ics in a linancial statement order including Assets, Liabilities, Equity, Revenue, and
Expenses. Topics include Receivables, Revenue Recognition, Inventory, and so on.

Balance Sheet Topics
Assets (ASC 300 Topics)

303
310
320
323

325

330
310
a50
360

Cash and Cash Equivalents

Receivables

Investments—Deht and Equity Securitics
Investments—Iiquity Methaod and Joinu Ventures
Investments—Other

Inventory

Other Assets and Delerred Costs
Intangibles—Goodwill and Other
Property, Plant, and Equipment

Liabilities (ASC 400 Topics)

405
410
490
450
440
450
460
470
480

Liahilities

Asset Retirement and Environmental Obligations
Exit or Disposal Cost Obligations

Deferred Revenue

Commitments

Contingencies

Guarantees

Debit

Distinguishing Liabilities from Equity

Equity (ASC 500 Topics)

5056

Feuity
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Income Statement Topics
Revenue (ASC 600 Topics)

60H Revenue Recognition

Expenses (ASC 700 Topics)

705 Cost of Sales and Services

710 Compensations—~General

712 Compensation—Nonretirement Postemploviment Benefits
715 Compensation—Retirement Benelis

718 Compensation—Stock Compensation

720 Other Expenses

730 Research and Development

V40 Income Taxes

d. Broad Transactions (1opic Codes 805-899). These topics relate to multiple financial
statement accounts and are generally transaction-oriented. Topics include Busi-
ness Combinations. Consolidations, Derivatives, Nonmonetary Iransactions, Re-
lated Party Disclosures, Leases, and so on.

Broad Transactions (ASC 800 Topics)

H05H Business Combinations

s08 Callaborative Arrangements
S10 Cansalidation

815 Derivatives and Hedging
820 Fair Value Measurements and Disclosures
825 Financial Instroments

850 Fareign Currency Matters
835 Interest

840 Leases

845 Nonmonetary Transactions
80 Related Party Disclosures
85H2 Reorganizations

1) Subsequent Events

860 Transfers and Servicing

e, Industries (Topic Codes 905-999), These 32 topics relate to accounting that is
unique to an industry or type of activity. Topics include Airlines, Entertainment,
Extractive Activities, Financial Services, Non-lfor-Profit Entities, Software, Real
Estare, and so on.

Industry Topics (ASC 900 Topics)

905 Agriculture

908 Airlines

a910 Conuactors—Construction

912 Contractors—Federal Government
915 Development Stage Fntities

920 Entertainment—DBroacleasters
922 Entertainment—Cahle Television
924 Entertainment—Casinos

924G Entertainment—TIilms

928 Entertainment—Nlusic

930 Extractive Activities—Mining

952 Extractive Activities—Oil and Gas
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940 Financial Services—Broker and Dealers

942 Financial Services—Depository and Lending

944 Financial Services—Insurance

046 Financial Services—Invesument Companies

948 Financial Services—Morigage Banking

950 Financial Services—Title Plant

952 Franchisors

054 Health Care Entities

b5ss Not-for-Profit Entities

960 Plan Accounting—Delined Benefit Pension Plans
962 Plan Accounting—Delined Contribution Pension Plans
965 Plan Accounting—Iealth and Welfare Benefit Plans
g70 Real Estate—General

072 Real Estaire—Commaon Interest Realty Associations
874 Real Fstite—Real Fstate Investment Trusts

a76 Real Estate—Retail Land

u7s Real Estre—Time-Sharing Activitics

U80 Regulated Operations

ushs Software

au5 LS, Steamship Entitics

Throughout this textbook, we reference the Codification by topic number anly
on occasion (i.c., FASB ASC 810 “Consolidations™) or in many instances using up to
four groupings of numbers, which include the topic—subtopic-section—paragraph
number (i.e., FASB ASC 810-20-25-4),

The Codifieation includes the following literature issued by various standard-
setters that applies to all entities (other than governmental entities):

Standards Issued by Standard-Setters other than the SEC

a. Financial Accounting Standards Board (FASB)
1. Statements (FAS)
2. Interpretations (FIN)
3. Technical Bulletins (FTB)
4. Stall Positions (FSP)
5. Sraff Implementation Guides (Q&A)
6. Statement No. 138 Examples
h. Emerging Issues Task Force (EITF)
l. Abstracts
2. TopicD
¢. Derivative Implementation Group (DIG) Issues
. Accounting Principles Board (APB) Opinions
e, Accounting Research Bulletins (ARB)
. Accounting Interpretations (AIN)
. Ameriean Institute af Certified Public Accountants (AICTA)
1. Statements of Position (SOP)
2. Auditand Accounting Guides (AAG)—only incremental accounting guidance
3. Practice Bulletins (PB), including the Notices to Practitioners elevated to
Practice Bulletin status by Practice Bulletin 1
4. Technical Inquiry Service (TIS}—only for Software Revenue Recognition
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Standards issued by the SEC

To increase the utility of the Codilication for public companies, relevant portions of
authoritative content issued by the SEC and selected SEC stall interpretations and ad-
ministrative guidance have been included for reference in the Codification, such as:

a. Regulation S-X (SX)
b. Financial Reporting Releases (FRR) /Accounting Series Releases (ASR)
c. Interpretive Releases (IR)
d. SEC Stafl Guidance in
1. Staff Accounting Bulleting (SAB)
2. EITF Topic D and SEC Staff Obscrver comuments

Changes to GAAP: Updating the FASB Standards

Updates to the Codilication are called Accounting Standards Updates and are refer-
enced as ASU YYYY=xx, where the W indicate the year the update was approved, and
xx represents the number of the update for that year. For instance, ASU 2010-29 15
the 29th update to the standards issned in 2010, Updates, by themselves, are not au-
thoritative, but serve to update the Codification, provide background information,
and provide the basis for the conclusions on the change. See Appendix ASC at the

back of this book for more detail on researching the Codification.

E N SUMMARY

1. Deseribe historical lends in types of business combina-

2

tions. Horizontal integration involving the combi-
nation of companies within the same industry was
popular from 1880 to 1904. Vertical integration in-
volving the combination of 2 company with its cus-
tomers or suppliers became more prevalent from
1905 through 1930. The period beginning after
World War IT has been called merger mania. From
the 1950s through the 1970s, conglomerate merg-
ers between companies in different industries oc-
curred in the face of antitrust regulation restricting
combinations within a particular induswry. A relax-

3.

Fdentify the Jectors that managers showld cornsider in exer-
cixing due difigence in business combinations. Man-
agers should be aware of unrecorded liabilities;
1ake care in interpreting percentages quoted by the
selling company: examine the impact on earnings
from allocated expenses. changes in LIFO reserves

and inventory levels, and product sales; note any
nonrecurring items, changes in estimates, accruals,
or methods; and be careful of CEO egos. In Appen-
dix A, we provide a structured ratio approach using
ratios to help the user find the wrgeds strengths and
weaknesses,

ation of antitrust regulaton in the 1980s and the 4. fdentify defensive taciics used o altemfit 1o block business
emergence of high-yield junk bonds led 1o a num- combinations. Defensive tactics employed by target
ber of suategic acquisitions claiming to henefit companies to avoid potential takeover include poi-
from operating synergies. High stock prices in the son pills, greenmail, white knights or white squires,
1990s created a wealth ol mergers using stock as the pac-man delense, selling the crown jewels, and
medium af exchange. leveraged huyonts.

fdentify the inajor reasons fioms combine, Firms com- 5. Distinguish between an asset and « stock acquasition.

bine o achieve growth goals or mandates, to obtain
aperating synergies, to compete more effectively in

the international marketplace, to take advantage of

tax laws in some cases, and o diversily or alterna-
tively ta eliminate competition,

An asset acquisition involves the purchase ol all of
the acquired company’s net assets, whereas a stock
acquisition invelves the attainment of control via
purchase of a controlling interest in the stock of
the acquired company.
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Indicaie the fuclors wsed lo determine ihe price and the
method of payment for a busivess combinetion. Factors
to be considered include the effect the acquisition is
expected to have on future earnings performance,

referred to as dilution or accretion, and the value of

the firm’s identiliable net assets as well as the esti-

mated value ol its implied goodwill. The method of

payment is alfected by the liquidity position of the
purchasing firm, the willingness of the sellers to ac-
cept aliernative forms of Hnancing (stock. debt,
cash, or a combination), and tax issues.

Calculate an estimate of the value of goodwill {o be in-
cluded in an offeving prive by discounting expected futwre
excess earnings over some period of years, ldentify a nor-
mal rate of return for lirms similar to the company
being targeted. Apply the rate of return to the level
ol identifiable assets (or net assets) ol the target to
appraximate what the “normal” firm in this indus-
uy might generate with the same level of resources
(normal earnings). Esimate the expected lutre
earnings of the target. Subuact the normal carn-
ings from the expected target earnings. The differ-
ence Is “excess carnings.” Assume an appropriate
time period and a discount rate o calculate the dis-
counted value of the excess earnings, or
mated goodwill.

the esti-

Deseribe the tivo alternative views of consolidated finan-
cial statements: the economic entily and the pavent cam-
pany concepts. Under the parent company concept,
the consolidated financial statements reflect the
stockholders’ interests in the parent, plus their undi-
vided interests in the net assets of the p;n’rm'c sub-
sidiaries. Thus the focus is on the interests of the par-
ent’s shareholders. In contrast, the economic entity
concept emphasizes control of the whole by a single
management. As o result, under this concept, con-
solidated financial statements are intended 0 pro-
vide information about a group of legal entities—a
parent company and its subsidiarics—operating as a
single unit,

APPENDIX

9. List and discuss each of the Statements of Financial Ac-

10

connding Concepts (SFAC). SFEAC No. 3 (replaced by STAC
No. 6): Elements of Financial Stzuements of Business
Enterprises. SEAC No. 4: Objectves of Financial Re-
porting by Nonbusiness Organizations. SFAC No. 5
Recognition and Measurement in Financial State-
menis ol Business Enterprises—recognizes princi-
ples, assumptions, and conswaints of accounting,
SEAC No. 6 (repleces SFAC No. 3): Elements of Financial
Statements—provides delinitions of the components
of financial statements. SFAC Na. 7: Using Cash Flow
Information and Present Value in Accounting
Measurements—provides some guidance for these
challenging measures. SIAC No. 8: Objectives of Gen-
eral Purpose Financial Reporting and Qualitative
Characteristics of Uselul Financial Information—
discusses that the objective is to provide information
that 1s useful for decision making by present and po-
tential investors and creditors, The qualitative charac-
teristics of useful financial information identily the
types of information likely to he usetul to the existing
and potential investors, lenders, and other creditors
[or making decisions about the reporting entity.

Describe some of the current joint frojects of the FASE and
the International Accouniding Standards Board (IASB),
and their primeary objectives. Among the current joint
projects of the FASB and the International Ac-
counting Standards Board (IASB) are projects an
consolidations, on the conceptual framework,
leases, and on financial presentation. Objectives in-
clude the development of standards that are prin-
ciples based, inrernally inter-
nationally converged; for the siandards to be
clearly based on consistent principles that are
rooted in fundamentral concepts rather than a col-
lection of conventions; for the body of standards
taken as a whole, as well as the application of those
standards, to be based on a sound, comprehensive,
and internally cons
gence of the standards of the two Boards.

consistent, and

stent framework: and conver-

Evaluating Firm Performance

In this appendix, we pl‘(}\-‘i(lc a structured approach to evaluating firm performance,

This approach

=n be used for many purposes. For example, it might be used to

evaluate the potential performance ol a proposed or completed merger. It might
also be used as an analytical tool applicd by auditors to evaluate the performance of
an existing client. Individuals could use Eht' approach as an initial step in determin-
ing investment opportunities. Depending on the objective of your analysis, a good
starting point is to compute the return on equity (ROE) for the most recent years
available, The structured approach decomposes this ratio into several commonly
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FIGURE A1-1
Structured Approach to Evaluate Firm Performance

Panel A: Decomposing Return on Equity (ROE)
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Panel B: Decomposing the Profit Margin Percentage Using Cash from Operations and Decomposing the
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used ratios, which are subsequently decomposed further. The overall approach is
summarized in Figure Al-1.
In this textbook and in our structured approach, we use the following delini-
tion of ROE (more complex definitions of ROE can be applied with similar resulis):
. NetIncome )
RO st (n
Fquity
Next this ratio is decomposed into two components: Return on Assets (ROA)
and a Leverage ratio. These ratios are defined as:
Net Fucone

ROA = ————— (2)
Assels

Assets  Loquity + Liabilities

LemRar— Lty a Equity

If you multiply these nwo ratios, Assets cancels out and you get ROE. Thus ROE =
ROA X Leverage. Assets divided by equity is considered a leverage ratio because
Assets are equal o Liabilities plus Equity, Thus il the [irm has more liabilities, this
ratio is greater. The advantage of decomposing the ratios is that the ratio of interest
can be graphed as a [unction of its decomposition. The graph of the decompasition
of ROE is shown in Figure Al-2,
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FIGURE A1-2
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In Figure Al-2, the solid line represents all possible combinations of ROA and
leverage that equal an ROE of 15%. ROL amounts greater than 15% would appear
above the solid line and ROE amounts less than 15% would appear below the solid
line in the figure. This figure dramatizes the fact that if vou pick two points on the
solid line, they represent two companics with the same ROE but for very different
reasons. A firm on the lower part of the solid line achieved its ROE with a high ROA
with low amounts of leverage, A firm on the upper portion of the solid line achieved
its ROE by using more debtin the eapital structure but earning a lower ROA.

ROA Decompaosition

The next decomposition breaks down the ROA ratio. ROA is decomposed into two
components: the Profit Margin Percentage and an Asset Turnover ratio. These ratios
are defined as:
Net Tnrowie
Profit Marein Percentage = —— ()
e 8 Sefes :
Stides

Asset Turnover = (5)

Assels
Again note that if you multiply these two ratios, Sales cancels out and you obtain the
ROA ratio (ROA = Profit Margin X Asset Turnover). The graph of the decamposi-
tion of ROA is shown in Figure Al-3.

In Figure Al-3, the salid line represents all possible combinations of the Asset
Turnover ratio and Profit Margin percentage thar equal an ROA of 10%. ROA
amounts greater than 10% would appear above the solid line and ROA amounts less
than 10% would appear below the solid line in the figure. Thus. if you pick two
widely spaced points on the solid line, they would represent two companies with the
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FIGURE A1-3

ROA (10%) by Profit Margin % and Asset Turnover
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same ROA but for very different reasons. A firm on the lower part of the solid line
achieved its ROA with a high profit margin but without generating a lot of revenues
per dollar of assets. A firm on the upper portion of the solid line achieved its ROA
by generating more sales per dollar of assets invested while carning a lower profit
margin. As noted in the figure, a higher profit margin may indicate a less competi-
tive industry. Alternatively, it might indicate high profit margins resulting [rom bar-
riers to entry in that industry, such as a very capital-intensive industry. Higher profit
margins could be due 1o regulatory constraints that prevent other firms from enter-
ing the market.

Decomposing Leverage

The next decomposition breaks down the leverage ratio. Interpreting leverage goes
beyond relying on book value to debt ratios. In measuring the level of debt it is im-
portant to consider the market value of the {irm's equity. Theretore, leverage is de-
composed into two components: the Asset to Market Value of Equity and the Mar-
ket Value of Equity to Book Value {){'EquiL)' (market to book ratio). These ratios are
defined as:

Assels
Asset to Market Value Percentage = ———————— (6)
R - Murket Value of Equity
. Market Valute of Eqguity -
Market to Book Rado = ; (7}

Book Valtue of Lty
Again note that if you multiply these two ratios, Market Value cancels out and you
obtain the leverage ratio (Leverage = Assel 1o Market Value Percentage X Market 1o
Book Ratio). The graph of the decomposition of leverage is shown in Figure Al-L
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FIGURE A1-4

Leverage as Function of Asset/MVE and Market to Book Value of Equity
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Increasing markel 1o book ratios often indicates inereascd growth opportuni-
ties for the firm, but could alternatively indicate overpricing. Thus, care must be
taken in evaluating changes in these ratios.

Decomposing the Profit Margin and the Asset Turnover Ratios

Because the income statement is prepared on an accrual basis, further analysis is
needed o incorporate the firm’s cash flow position. This decomposition examines
the size of the firm’s accruals and whether they increase or decrease a firm’s earn-
ings. Also, the decompaosition rakes into account the amount of cash from opera-
tions (CFO) that is generated by the reported level of revenues. The prolit margin
is decomposed into two components: Net Income to Cash from Operations and
Cash from Operartions 1o Total Revenues. These ratios are defined as:

Net Income

Asset Net Incame 1o Cash from Operations = —————— —
Cash [rome Operations

(8)

: i ; Cash from Operations
Cash from Operations Lo Revenues = ()
Revenites

The asset twrnover ratio is tlcc&.:[np(}x(:d using the firm’s working capital (current
assets less current liabilities). Working capital measures the firm’s liquidity; changes
in working capital might indicate growth or alternatively could be a precursor to lig-
uidity problems if the firm is struggling to sell its inventories or to collect its receiy-
ables, for example. The decomposition of the asset turnover ratio follows:

- o — Sales
Sales to Working Capital = ——————— (10)
Working Capital
Working Capital

Working (_]:1]1im| o Assely = —— (11
Assely
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FIGURE A1-5

Profit Margin (5%) Decompaosition
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The graph for the profit margin decomposition is shown in Figure Al-5. The
solid line represents all the possible combinations ol net income to CIFO and CFO
to revenues that result in a profit margin of 5%. The line representing higher profit
margins would be located above the line and lower prolit margins would be repre-
sented below the line. The graph provides insight into the acerual process. Consider
the case where net income equals CFO (see the vertical line at 1.00). Points above
1.0 represent situations where accruals increase earnings and points below 1.0 rep-
resent cases where aceruals decrease earnings. Thus il the firm's last three profit
margin observations plot very close to the vertical line at net income to CFO of 1.0,
this implies that the overall timing of the revenues and expenses reported on the in-
come statement are very close to the overall timing of the cash collections and cash
payments, Income increasing aceruals might signal future eash from operations,
while income decreasing accruals would be likely to indicate lower future cash flows.

Figure Al-G provides the graph of the decomposition of the asset turnover ratio.
Clearly, if the firm can generate more revenues with lower working capital or lower
assets, the asset turnover will increase.

Other Important Ratios

While the structured approach is a good start to financial analysis, it is not compre-
hensive. For instance, a commonssize income statement is a great tool for analyzing
various margins (such as the gross margin or operating margin) and locating areas
of the income statement where certain expenses are growing faster than revenues.
Also, there are other groupings of ratios that bear mention, By groupings, we mean



48

TEST
YOUR KNOWLEDGE
SOLUTIONS

Chapter 1 Introduction to Business Combinations and tha Canceptual Framework

FIGURE A1-6
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that these ratios should be considered jointy rather than individually. For instance,
consicler the following three ratios:

1. Gross margin percentage (sales less cost of goods sold divided by sales)
2. Receivables turnover (sales divided by receivables)
3. Inventory turnover (cost of goods sold divided by inventory)

Turnover ratios are uscful because they compare an income statement number
and a balance sheet number (the name of the turnover ratio always defines the item
in the denominator of the ratio). The gross margin ratio might indicate that sales
grew [aster than cost of goods sold, while a decrease in the inventory turnover may
provide a warning that the firm could have over-purchased inventory.

Two final ratios to consider in your evaluation are:

1. Long-term debt to assets

2. Cash interest coverage ratio (cash from operations plus cash interest and cash
taxes divided by cash interest paid)

The first ratio measures the amount of debt ineluded in the eapital structure, while the

second ratio provides a measure of the firm’s ability to meet the cash interest payment.

Note that the appendices on Rescarching the Codification (Appendix ASC) and
presenting present value tables (Appendix PV) are located ar the back of this book.

1. . poisan pill
. leveraged buyout (LBO)

a
b
c. white knight
d
d




Analyzing Financial Statements

49

QUESTIONS
Lllé} 1. Distinguish between internal and external cx-
pansion of a firm.
LQ:@; 2. List four advantages of a business combination
as compared (o internal expansion.
LQ':I__) 3. Whatis the primary legal constraint an husiness

)
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®
_x

198) 13.

combinations? Why does such a constraint exist?
Business combinations may be classified into
three types based upon the relationships among
the combining entities (e.g., combinations with
supplicrs, customers, competitors, etc.). Identify
and define these types.
Distinguish among a statutory merger, a statu-
tary consolidation, and a stock acquisition,
Define a tender offer and describe its use.
When stock is exchanged for stock in a business
combination, how is the stock exchange ratio
generally expressed? '
Define some defensive measures used by target
firms to avoid a mkeover. Are these measures
beneficial for shareholders?
Explain the potential advantages of a stock ac-
quisition over an assct acquisition.
Explain the difference hetween an acceretive and
a dilutive acquisiton.
Describe the difference between the economic
entity concept and the parent company concept
approaches 1o the reporting of subsidiary assets
and liahilities in the consolidated financial state-
ments on the date of the acquisition.
Contrast the consolidated elfects of the parent
company concept and the cconomic entity con-
ceptin terms of:
(a) The reatment of nonconurolling interests.
(b) The elimination of intercompany profits.
(c) The valuation ol subsidiary net assets in the
consalidated financial statements.
(d) The definition of consalidated net income.
Under the economic entity concept. the net as-
sets ol the subsidiary are included in the

ANALYZING FINANCIAL STATEMENTS

199) 14

48) 15

Ld9) 16

consolidated financial statements at the wtal fair
value that is implied by the price paid by the par-
ent company for its controlling interest. What
practical or conceptual problems do vou see in
this approach to valuation?

Is the ecanomic entity or the parent concept
more consistent with the principles addressed in
the FASB's conceptual framework? Explain your
ANSWET.

How does the FASEH's conceptual framework in-
[luence the development of new standards?
What is the difference between net income, or
carnings, and comprehensive income?

Business Ethics

From 1999 to 2001, Tyea’s revenue grew approximately
24% and it acquired over 700 companies. It was widely
rumored that Tyco executives aggressively managed the
performance of the campanies that they acquired by
suggesting that before the acquisition, they should ac-
celerate the payment of liabilities, delay recording the

collections of revenue, and increase the estumated

AMOUNLS iN reserve accounts,

1. What effect does each of the three items have on

9

-

the reported net income of the acquired com-
pany before the acquisition and on the reported
net income ot the combined company in the
first year of the acquisition and future years?
What clfect does each ol the three irems have on
the cash [rom operations of the acquired com-
pany before the acquisition and on the cash
from operations of the combined company in
the first year of the acquisition and futire vears?
If you are the manager ol the acquirecd company,
how do you respond to these suggestions?
Assume that all three items can be managed
within the rules provided by GAAP bul would be
regarded by many as pushing the limits of GAAP.
[s there an ethical issue? Describe your position
as: (A) an accountant for the target company
and (B) as an accountant for Tyeo.

AFSI-1 Kraft and Cadbury PLC

On February, 2,

2010, Cadbury’s Board of Directors recommended that Cadbury’s share-

holders accept the terms of Kraft's final offer 1o acquire Cadbury. This ended one of the
larger hostile takeovers that combined one company (Kralt) that reported using U.S. GAAP
with an international company (Cadbury) that reported using IFRS as promulgated by the
LASBE and prepared financial statements in a foreign currency (the pound). The acquisition
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allowed Kraft to increasc its presence in the food processing industry in the developing world
and to acquire a company specializing in confectionary products.

On February 2, 2010, Kraft acquired 71.73% of Cadbury’s shares for $18.1 hillion, In-
cremental interest costs for Kraft to finance the deal are estimated to be approximately
$500 million (based on borrowing of $§9.5 billion). This interest cost is cxpected (o de-
crease over lime. Cadhury earned approximately $428 million in income (exchange rate
adjusted) for 2009. One issuc that merging companies always face when another company
is acquired is whether the merger will be aceretive or dilutive in the early years after the
acquisition.

(1) Discuss some of the factors that should be considered in analyzing the impact of this
merger on the income statement for the next few years.

(2) Discuss the pros and cons that Kraft might have weighed in choosing the medium of ex-
change to consummate the acquisition. Do you think they made the right decision® I pos-
sihle, use higures o sSUpport your answer.,

(%) In additian ro the Factors mentioned above, there are sometimes (actors that cannot be
quantified that enter into acquisition decisions. What do you suppose these might be in
the case of Kraft's merger with Cadbury?

(4) This acquisition is complicated by the lack of consistency between the two companies’
methods of accounting and currency. Discuss the impact that these issues are likely to
have on the merged company in the vears following the acquisition.

AFS1-2 Kraft Acquires Cadbury PLC

The following information from the financial statements of Kraft Foods and Cadbury PLC is
available for the three years prior to their merger. Evaluate the performance of each com-
pany leading up to the year of the acquisition (2010). Note that Cadbury’s financial state-
ments are in millions of pounds, while Kraft's statements are in millions of dollars.

Kraft Foods ($ millions) 2007 2008 2009
Balance Sheet

Assets 67,093 63,173 66,714
Total Liabilities 40,698 40,817 40,742
Stockholders’ Equity 27,295 22,356 25,972
Selected Balance Sheet items

Market value of equity 0,480 43,110 40,111
Current Assets 10,757 9,917 12,454
Current Liabilities 17,086 11,044 I 1,491
Accounts Receivable 5,197 4,704 5,197
Inventary 4,006 3,881 3,775
Long-term Debt 13,624 19,354 18,687
Retined Farnings 14,209 13,440 11,636
Income Statement

Total Revenues 37,241 40,492 38,754
Cost of Goods Sold 24,651 27,164 24,819
Grass Margin 12,590 13,328 13,935
Income continuing operations 2,590 1,673 2,810
Net income 2,590 2,854 3,021

Selected Income Statement items
Interest Expense G4 1,240 1,287
Tax Expense 1,137 658 1,186
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Statement of Cash Flows

Cash from Operatons (CFO) 3,571 4,141 5084
Cash interest paidl G628 968 1.908
Cash taxes paid 1,566 964 1.025
Cadbury (£ millions) 2007 2008 2009
Balance Sheet

Assels 11,538 8,895 8,129
Total Liabilities 7,160 5,561 4,607
Stockholders” Equity 4,173 5,054 3,522
Selected Balance Sheet items

Market value of equity 9,581 8,241 12,266
Current Assets 2,600 2,635 2125
Current Liabilities 4,614 3,988 2434
Accounts Receivable 1,197 1067 978
Inventory B2l 767 748
Long-term Delbi 1,120 1,194 1,349
Retained Farnings 2,677 2,408 3,502
Income Statement

Total Revenues 4,689 5,384 5,975
Cost of Goods Sold 5504 2 870 3,210
Gross Margin 2,195 2514 2.765
Income continuing operations 148 370 275
Netincome 405 64 504
Selected Income Statement items

Interest Expense 28 a0 173
lax Expense 105 30 103
Statement of Cash Flows

Cash from Operations (CFO) 812 469 523
Cash interest paid 193 165 122
Cash raxes paid 235 153 163
Required:

A. Use the method described in Appendix A to evaluate the health of the target company,
and point out any trends that might have been worrisome to Kraft. Also indicate any
strengths in the firm's performance.

B. Use the method described in Appendix A w evaluate the health of Kraft Foods, and point
aut any positive or negative trends.

EXFRCISE 1-1

Estimating Goodwill and Potential Offering Price L@

Plantation Homes Company is considering the acquisition of Condominiums, Inc. early in

2008. To assess the amount it might be willing 1o pay, Plantation Homes makes the [ollowing

computations and assumptions,

A. Condominiums, Inc. has identfiable assets with a total fair value of $15,000,000 and lia-
bilities of §8,800,000. The assets include office equipment with a [air value approximating
book value, buildings with a fair value 30% higher than hook value, and land with a fair
value 75% higher than book value. The remaining lives of the assets are deemed to be ap-
proximately equal 1o those used by Condominiums, Inc.
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B. Condominiums, Inc.'s pretax incomes for the years 2005 through 2007 were $1,200.000,
31,500,000, and 950,000, respectively. Plantation Homes believes that an average of
these earnings represents a fair estimate of annual earnings for the indefinite furure.
However, it may need 10 consider adjustments to the following items included in pretax
carnings:

Depreciation on buildings {(each vear) 960,000
Depreciation on equipment (each year) 50,000
Extracrdinary loss (vear 2007) 300,000
Sales commissions (each year) 250,000

C. The normal rate of return on net assets for the indusuy is 15%,
Required:

A, Assume further that Plantation Homes feels that it must earn a 25% return on its invest-
ment and that goodwill is determined by capitalizing excess earnings. Based on these as-
sumptions, calculate a re

sonable offering price for Condominiums, Inc. Indicate how
much of the price consists of goodwill. Ignore tax effects.

B. Assume that Plantation Homes feels that it must carn a 15% return on its investment, but
that average excess earnings are to be capitalized for three years only. Based on these as-
sumptions, calculate a reasonable offering price for Condominiums, Inc. Indicate how
much of the price consists of goodwill. Ignare tax effects,

Estimating Goodwill and Valuation L@':}
Alpha Company is considering the purchase of Beta Company. Alpha has collected the fol-
lowing data about Beta:

Beta Company Lslimated
Book Valies Market Values
Tatal identifiable assets $585,000 $750,000
Tatal liabilities 320,000 320,000
Owners’ equity $265,000

Cumulative total net cash earnings for the past live years ol $850,000 includes extraardinary
cash gains of 567,000 and nonrecurring cash losses ol 548,000,

Alpha Company expects a return on its investment of 13%. Assume that Alpha prefers
to use cash carnings rather than accrual-based earnings Lo estimate its offering price, and
that it estimates the total valuaton of Beta ta be equal to the present value of cash-hased
earnings (rather than excess earnings) discounted over five years. (Goodwill is then com-
puted as the amount implied by the excess of the total valuation over the identifiable net as-
sets valuation.)

Required:
A. Compute (a) an offering price based on the information above that Alpha might be will-
ing o pay, and (b) the amount of goodwill included in that price.

B. Compute the amount of goodwill actually recorded, assuming the negotiations result in a
final purchase price of $625,000 cash.

Estimated and Actual Goodwill .LQ:)

Passion Company is trying to decide whether or not to acquire Desiree Inc. The following hal-
ance sheet for Desiree Inc. provides information ahout book values. Estimated market values
are also listed, based upon Passion Company's appraisals.
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