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ACCOUNTING FOR BUSINESS
COMBINATIONS

LEARNING OBJECTIVES

1. Describe the two major changes in the accounting for business combinations
approved by the FASB in 2001, as well as the reasons for those changes.

2. Discuss the goodwill impairment test described in SFAS No. 142, including its
frequency, the steps laid out in the new standard, and some of the likely
implementation problems.

3. Explain how acquisition expenses are reported.

4. Describe the use of pro forma statements in business combinations.

5. Describe the valuation of assets, including goodwill, and liabilities acquired in
a business combination accounted for by the purchase method.

6. Identify the impact on the financial statements of the differences between
pooling and purchase methods.

7. Explain how contingent consideration affects the valuation of assets acquired
in a business combination accounted for by the purchase method.

8. Describe a leveraged buyout and the technique of platforming.

INTRODUCTION TO THE METHOD OF ACCOUNTING
FOR BUSINESS COMBINATIONS

“Another area that allows companies freedom to determine what results they
report is in the accounting for intangible assets, such as the value placed on good-
will, or the amount paid for a company above its book value. At best, the values
placed on these items as recorded on company balance sheets are educated
guesses. But they represent an increasing part of total assets. Looking at 5,300 pub-
licly traded companies, Multex.com, a research concern, found that their intangible
assets have grown to about 9% of total assets, from about 4% five years ago.
Companies and their accountants can decide how to value an intangible asset, and
how that value changes from quarter to quarter. While there are tests to determine
the change in value, in practice it is difficult for outside investors to understand
how the figures were arrived at or to challenge the changes, which affect
earnings.”1

2

1 “Deciphering the Black Box—Many Accounting Practices, Not Just Enron’s, Are Hard to Penetrate,” by
Steve Liesman, WSJ, New York, 1/23/02, page C1.
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32 Chapter 2 Accounting for Business Combinations

In a unanimous vote, the Financial Accounting Standards Board (FASB) reaffirmed
a decision that had drawn strong opposition from businesses and had led some
members of Congress to propose legislative intervention. But opposition softened
when the Board voted to change the other [now the only] method of accounting
for mergers, called purchase accounting, to make it less onerous. Companies have
often tried to avoid purchase accounting because it required them to add the intan-
gible asset goodwill to their balance sheets and then write off the goodwill over
20 years or more, lowering profits. But the Board decided that it would no longer
require, or even allow, the write-off of goodwill until the company concluded that 
its value was impaired. This could mean higher profits.2

Historically, two distinct methods of accounting for business combinations
were permitted in the United States: purchase and pooling of interests. Although
the majority of mergers were accounted for by the purchase method, in cases where
the stock of one company was being exchanged for all the assets or most of the
stock (90% or more) of the other, firms sometimes went to great lengths to satisfy
an elaborate set of pooling criteria laid out by the U.S. standard setters. Today all
mergers in the United States must be accounted for by the purchase method.

With the issuance of SFAS No. 141, “Business Combinations,” and SFAS No. 142,
“Goodwill and Other Intangible Assets,” in June 2001, the FASB culminated a proj-
ect on business combinations brought to its agenda in August 1996 to reconsider
APB Opinion No. 16, “Business Combinations,” and APB Opinion No. 17, “Intangible
Assets.” Although some companies’ management and even analysts responded ini-
tially with rosy predictions that the earnings numbers would look a lot better for
companies with large amounts of goodwill, less than a year later many of these same
firms were writing off large chunks of goodwill under the new impairment rules.

“As AOL Time Warner Inc. stock sank last week to the lowest level since the 
companies announced plans to merge two years ago, the biggest merger in 
corporate history looked more and more like the biggest blunder. Together the two
companies were worth more than $300 billion when their corporate nuptials were
announced in January 2000. Today, AOL Time Warner’s market value is $105 billion,
and there is every reason to suspect it could fall further … AOL Time Warner said
last week it’s going to take a $54 billion write-off, mostly to reflect that AOL paid far
more for Time Warner than that company’s publishing, music, movie, television
and cable businesses are worth today.”3

The effort to improve the accounting for business combinations was the second of
two major attempts by U.S. accounting standard setters, the first having led to the
issuance of APB Opinion No. 16 in August 1970. Prior to the issuance of that opinion,
the pooling method was widely used and abused. It was largely in response to such
abuses as partial pooling, retroactive pooling, and issuance of a second or third
class of common stock to the new shareholders that the Accounting Principles
Board developed a detailed set of qualification criteria for use of the pooling of
interests method.

In a Special Report issued in April 1997, the FASB expressed concern that allow-
ing both pooling and purchase methods impaired the comparability of financial

2 New York Times, “Board Ends Method of Accounting for Mergers,” by Floyd Norris, 1/25/01, p. C9.
3 Washington Post Online, “AOL Time Warner Merger Adds Up to Less Than the Sum of Its Parts,” by Jerry
Knight, 4/1/02, p. E01.
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statements. The Board addressed three possible alternatives for alleviating the
problem: (1) adopt only one method for all combinations, (2) reduce the differ-
ences between pooling and purchase accounting outcomes, or (3) modify the
pooling criteria specified in APB Opinion No. 16. The Board indicated that it did not
favor the third alternative, modifying the criteria, and preferred instead to narrow
the differences between the pooling and purchase methods.

In 1999, the FASB issued an Exposure Draft proposing two changes: (1) prohibit
the use of the pooling method for business combinations and (2) reduce the max-
imum amortization period for goodwill from 40 to 20 years. However, during 2000
and 2001, the Board redeliberated its proposal in the face of substantial turmoil
and pressure from segments of the business community. In a pronouncement
issued in June 2001, the Board reconfirmed its proposal to prohibit the pooling
method and decided that goodwill would no longer be amortized and would instead
be tested periodically for impairment in a manner different from other assets.
Specifically, use of the pooling method is prohibited for business combinations ini-
tiated after June 30, 2001. Goodwill acquired in a business combination completed
after June 30, 2001, should not be amortized. Furthermore, all the provisions of
SFAS No. 142 are to be applied in fiscal years beginning after December 15, 2001.
This means that goodwill acquired in previous acquisitions is no longer amortized
for calendar-year firms after the year 2001. Earlier application was allowed for
non-calendar-year companies with fiscal years beginning after March 15, 2001, if
the first interim reports had not been previously issued.

The Board included the following statements in justifying the recent changes:
Analysts and other users of financial statements indicated that it was difficult to
compare the financial results of entities because different methods of accounting
for business combinations were used. Users of financial statements also indicated
a need for better information about intangible assets because those assets are an
increasingly important economic resource for many entities and are an increasing
proportion of the assets acquired in many business combinations. Company
managements indicated that the differences between the pooling and purchase
methods of accounting for business combinations affected competition in markets
for mergers and acquisitions.

As might be predicted, response to the changes ranged from complaints that the
FASB had “given away the store”4 to praise that the combined changes would yield
enhanced flexibility for businesses.

Consider the battle for control of Wachovia Corporation. The “new” purchase
accounting approach “provides us with a lot more flexibility than pooling” would
have, said CFO Robert Kelly of First Union Corporation, which agreed in April to
merge the two financial enterprises.5

Kelly went on to comment that the combined enterprise would be able to
undertake more aggressive balance sheet management, such as stock buybacks and
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4 WSJ, “FASB Backs Down on Goodwill-Accounting Rules,” 12/7/00, page A2.
5 CFO.com, “The Goodwill Games: How to Tackle FASB’s New Merger Rules,” by Craig Schneider,
6/29/01.
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divestitures, than would have been allowed under the old pooling rules. The $13
billion stock deal, which was termed by some as a merger of equals, provided that
each side be allocated nine board seats in the new entity, even though First Union’s
assets of $253 billion easily dwarfed Wachovia’s $74 billion.

Some enthusiasts believe that without the drag from amortizing goodwill,
higher reported earnings could mean higher stock prices.

“Many companies active on the acquisition front will see their earnings boosted
when the incremental drag from goodwill amortization goes away. And higher
earnings mean higher stock prices, right? That’s how some analysts are calling it,
anyway. For instance, in a research note last month on electronics conglomerate
Tyco International, Merrill Lynch analyst Phua Young wrote that Tyco’s earnings for
fiscal 2001 could be close to $3 if the FASB proposal went through, compared to
$2.70 otherwise. Young claimed that the new rules would make their shares even
more attractive.”6

By 2002, this enthusiasm had died in the face of more serious concerns. For Tyco,
among others, an economic downturn and concerns about the reliability of its
accounting led to dramatic stock price declines. Previous acquisitions created addi-
tional problems.

Tyco International Ltd. announced an expected $2.4 billion charge in the quarter
ending June 30, 2002. This charge, related to a finance unit (CIT Group) that split
off in an initial public offering and brought less money than previously estimated,
followed an earlier $4.5 billion write-down on the same unit. The amount received
from the deal (around $4.4 billion) is less than half the price paid for CIT only
13 months earlier.7

Others, such as Morgan Stanley Dean Witter’s Trevor Harris, argued from the
onset that there should be no long-term effect on stock prices and that any initial
price effect from the new accounting standards was merely a momentum play.8

While fans of the new standards applauded their flexibility, critics questioned
whether the goodwill impairment test opens the door for manipulation of earnings
via the timing of write-offs, and some suggested an increase in hostile activity.

According to H. Rodgin Cohen, chairman of a New York law firm, “More topping
bids could emerge following the announcement of friendly mergers because,
among other reasons, ‘pooling busting’ defensive arrangements would no longer
be a deterrent.”9

34 Chapter 2 Accounting for Business Combinations

6 WSJ, “Goodwill Hunting: Accounting Change May Lift Profits, but Stock Prices May Not Follow Suit,”
by Jonathan Weil, 1/25/01, p. C1.
7 WSJ, “Tyco Plans $2.4 Billion Charge for Lower Value of CIT Group,” by Mark Maremont, 7/3/02, p. B9.
8 WSJ, “Goodwill Hunting: Accounting Change May Lift Profits, but Stock Prices May Not Follow Suit,”
by Jonathan Weil, 1/25/01, p. C1.
9 New York Times, “Everybody Out of the Pool? A New Path on Mergers,” by Andrew Sorkin, 1/7/01, p. 3.
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Goodwill Impairment Test

SFAS No. 142 requires that goodwill impairment be tested annually and that—for all
significant prior acquisitions—a benchmark goodwill assessment be conducted
within six months of adoption of the new standard. If an impairment loss is recorded
on previously recognized goodwill due to the transitional goodwill impairment test, the
loss should be treated as a loss from a change in accounting principles, shown after
extraordinary items on the income statement.

Robert Willens of Lehman Brothers predicted that most companies facing impaired
goodwill would prefer to take the charges soon rather than later. “If an impairment
is indicated,” said Willens, “you want to do this in 2002. You can explain it more
easily now as part of adopting new rules. That’s because, during the first year
after the treatment goes into effect, goodwill impairment charges show up as
the cumulative effect of a change in accounting principles.”10

For purposes of the goodwill impairment test, all goodwill must be assigned to
a reporting unit. Goodwill impairment for each reporting unit should be tested in a
two-step process. In the first step, the fair value of a reporting unit is compared to its
carrying amount (goodwill included) at the date of the periodic review. The fair value
of the unit may be based on quoted market prices, prices of comparable businesses,
or a present value or other valuation technique. If the fair value at the review date is
less than the carrying amount, then the second step is necessary. In the second step,
the carrying value of the goodwill is compared to its implied fair value.

What is a reporting unit? A reporting unit is the level at which management reviews
and assesses the operating segment’s performance—in other words, units that can
be discrete business lines or grouped by geography and can produce stand-alone
financial statements (for example, four operating divisions reporting to the
corporate parent). A company can use a reporting unit one level below the
operating segment for impairment testing if components of an operating segment
engage in business activities for which discrete financial information is available,
have economic characteristics different from the other components of the
operating segments, and are at the level at which goodwill benefits are realized.

How tough is it to establish a value for the reporting unit? Businesses may not like
the new rules because of the difficulty they have determining the fair value of the
segment. However, if the reporting unit is a whole company, the current stock price
will represent fair value. Although many finance managers object that current
trading price doesn’t always reflect fair value, CPAs like this measure because
it is objective and verifiable.11

The calculation of the implied fair value of goodwill used in the impairment
test is essentially the same method illustrated later in this chapter for valuing the
goodwill at the date of the combination. The FASB specifies that an entity should
allocate the fair value of the reporting unit at the review date to all of its assets and
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10 WSJ Online, “Study Sees Hundred of Companies Writing Down Goodwill This Year,” by Henny Sender,
4/24/02, wsj.com.
11 Journal of Accountancy, “Say Goodbye to Pooling and Goodwill Amortization,” by S. R. Moehrle and
J. A. Reynolds-Moehrle, September 2001, p. 31.
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liabilities (including unrecognized intangible assets other than goodwill) as if the
unit had been acquired in a combination with the fair value of the unit as its pur-
chase price. The excess of that purchase price over the fair value of identifiable net
assets (assets minus liabilities) is the implied fair value of the goodwill.

After a goodwill impairment loss is recognized, the adjusted carrying amount
of the goodwill becomes its new accounting basis. Subsequent reversal of a previ-
ously recognized impairment loss is prohibited once the measurement of that loss
has been completed.

If an impairment test for goodwill occurs at the same time as an impairment
test for any other asset, the FASB instructs that the other asset should be tested for
impairment first. FASB also specifies that intangible assets other than goodwill
should be amortized over their useful lives (if finite lives exist) and reviewed for
impairment in accordance with SFAS No. 121.

36 Chapter 2 Accounting for Business Combinations

Illustration of Determining Goodwill Impairment
There are two steps in determining whether the value of goodwill has been impaired.
Assume the following information:

On the date of acquisition:

Fair value of the reporting unit $450,000
Fair value of identifiable net assets 350,000
Goodwill $100,000

On the first periodic review date:

The first step determines if there is a potential impairment. Step two will be needed only
if the carrying value of the reporting unit (including goodwill) is larger than the fair value
of the reporting unit. If the carrying value is less, no impairment is considered.

Step One: Does potential impairment exist (i.e., is step two needed) ?

Fair value of the reporting unit $400,000
Carrying value of reporting unit (includes goodwill) 410,000

Potential goodwill impairment must be further considered if the carrying value of the report-
ing unit is larger than $400,000, in this example. If this occurs, then proceed to step two.

Step two determines the amount of the impairment (if any). In step two, the fair value of good-
will is determined by comparing the fair value of the reporting unit at the periodic review date
to the fair value of the identifiable net assets at this time. (The difference is the implied value
of goodwill on this date.)

Step Two: What is the amount of goodwill impairment (if any) ?

Fair value of the reporting unit $400,000
Fair value of identifiable net assets at review date 325,000
Fair value of goodwill (implied) $75,000

Since the carrying value of goodwill is $100,000 and the remaining fair value of goodwill is
$75,000, goodwill impairment of $25,000 must be reported.

Carrying value of goodwill $100,000
Fair value of goodwill 75,000
Goodwill impairment loss $25,000
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Disclosures Mandated by FASB

SFAS No. 141 requires the following disclosures for goodwill:

1. The total amount of acquired goodwill and the amount expected to be
deductible for tax purposes.

2. The amount of goodwill by reporting segment (if the acquiring firm is required to
disclose segment information in accordance with SFAS No. 131, “Disclosures about
Segments of an Enterprise and Related Information”), unless not practicable.

SFAS No. 142 specifies the presentation of goodwill in the balance sheet and income
statement (if impairment occurs) as follows:

• The aggregate amount of goodwill should be a separate line item in the bal-
ance sheet.

• The aggregate amount of losses from goodwill impairment should be shown
as a separate line item in the operating section of the income statement unless
some of the impairment is associated with a discontinued operation (in which
case it is shown net-of-tax in the discontinued operation section).

In a period in which an impairment loss occurs, SFAS No. 142 mandates the follow-
ing disclosures in the notes:

1. A description of the facts and circumstances leading to the impairment.
2. The amount of the impairment loss and the method of determining the fair

value of the reporting unit.
3. The nature and amounts of any adjustments made to impairment estimates from

earlier periods, if significant.

By assigning an unusually low value to most of the assets it acquired, Tyco ended up
in 2002 with a startling $26 billion worth of goodwill on its balance sheet. Under
generally accepted accounting principles, companies face no obligation to report
acquisitions if they are small enough to be deemed “immaterial.” From 1999 through
2001, Tyco spent $8 billion on over 700 acquisitions that it said were not material. But
taken collectively, these deals had an indisputably huge impact on Tyco’s reporting.12

Transitional Disclosures In the period of adoption and thereafter until all peri-
ods presented are accounted for in accordance with SFAS No. 142, the following
disclosures are required either on the face of the income statement or in the notes:

• Income before extraordinary items and net income for all periods presented
adjusted to exclude expenses from the amortization of goodwill or from
intangible assets that are no longer amortized, as well as any deferred credits
related to bargain purchases (addressed later in this chapter) and equity
method goodwill.
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12 “The Rise and Fall of Dennis Kozlowski,” by Anthony Bianco, et al., Business Week, 12/23/02, Issue
3813, p. 64.
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• A reconciliation of the adjusted net income to the reported net income.

• Similarly adjusted earnings per share amounts.

Accounting specialists at Bear Stearns Cos. predict hundreds of companies taking
goodwill write-downs in 2002 from past acquisitions, an acknowledgement that the
acquired units are not expected to generate enough cash flow to justify the existing
goodwill values (i.e., the prices paid were too high). Using a methodology admitted
to be “quick and dirty,” these specialists turned up about 500 companies (including
Blockbuster Inc. and Encompass Services Corp.) as likely candidates for
write-downs. In some cases the estimated impairment exceeded the company’s
recorded net worth.13

Other Intangible Assets

An acquired intangible asset other than goodwill should be amortized over its use-
ful economic life, if the asset has a limited useful life. Such assets should be
reviewed for impairment in accordance with SFAS No. 121, “Accounting for the
Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of.”
However, if an acquired intangible asset other than goodwill has an indefinite life,
it should not be amortized until its life is determined to be finite. Instead it should
be tested annually (at a minimum) for impairment.

FASB recognized the possible impact of the new standard on earnings volatility in
the following statements: “Because goodwill and some intangible assets will no
longer be amortized, the reported amounts of goodwill and intangible assets (as
well as total assets) will not decrease at the same time and in the same manner as
under previous standards. There may be more volatility in reported income than
under previous standards because impairment losses are likely to occur irregularly
and in varying amounts.”

Because of the heated controversy over the elimination of the pooling method
and because the new rules prohibiting that method are not retroactive, the follow-
ing section summarizes the differences between the purchase and pooling methods.
A detailed description of the purchase method follows.

Did Firms Prefer Pooling, and If So, Why?

Why did firms care? The pooling of interests and purchase methods are simply
accounting methods and as such should in no way alter the underlying nature of the
business combination or its economic consequences. However, the two methods do
result in a substantial difference in the way the financial statements appear subse-
quent to the combination. In this section some of these differences are highlighted,
and in a later section the differences will be illustrated in some depth using data.

The essence of the pooling method was that neither of the two firms was consid-
ered dominant, and hence it was a bit of a misnomer to refer to one as the acquirer.
Instead, the preferred terminology was the issuer. The assets, liabilities, and retained
earnings of the two companies were carried forward at their previous carrying
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13 WSJ Online, “Study Sees Hundred of Companies Writing Down Goodwill This Year,” by Henny Sender,
4/24/02, wsj.com.
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amounts in a pooling of interests because no purchase or “acquisition” had occurred.
Operating results of the two companies were combined for the entire period being
presented, regardless of the date of acquisition, and previously issued statements
(when presented) were restated as if the companies had always been combined.

From an income statement perspective, the pooling method was often appealing
because income statements subsequent to the pooling were not burdened with
goodwill amortization (as under purchase rules prior to SFAS No. 142), additional
depreciation expense, or other charges that arise when assets are revalued on the
balance sheet. Under purchase accounting, assets are being acquired and hence
are revalued, and additional future expenses result in cases where market values are
higher than book values. Not only is net income affected adversely by these higher
expenses under purchase accounting, but also return on assets (or return on
equity) is weakened both in the numerator and the denominator. In comparison to
pooling of interests, purchase accounting yields a lower net income divided by a
larger base of assets and thus a substantially reduced return on assets in many cases.

From a balance sheet perspective, purchase accounting has the advantage of
reflecting more current values for the assets and liabilities of the acquired company.
However, the retained earnings of the acquired company do not appear, whereas
with the pooling method, the retained earnings of the combining company were
often added to the retained earnings of the issuing company. See Illustration 2-1 for
a comparison of the two methods.
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ILLUSTRATION 2-1

Comparison of Purchase and Pooling of Interests

Pooling of Interests (Not Allowed for
Purchase Combinations after June 30, 2001)

Balance Sheet Balance Sheet

1. Assets and liabilities acquired are recorded Assets and liabilities acquired are recorded at 
at their fair values. Any excess of cost their precombination book values. No excess 
over the fair value of net assets acquired of cost over book value exists, and no new
is recorded as goodwill. goodwill is recorded.

2. The acquired company’s retained earnings The acquired company’s retained earnings are 
are not recognized; i.e., do not become added into the acquiring company’s retained 

a part of the acquiring company’s earnings. Some adjustment may be required
retained earnings. to maintain legal capital.

3. Equity securities issued as consideration are Equity shares issued are recorded at the book
recorded at their (issuer’s) fair market value of the acquired shares.
value.

Income Statement Income Statement
4. The excess of market over book values No excess of cost over book value exists; thus, there

assigned to many acquired assets is is no additional depreciation or amortization
depreciated or amortized to reduce future expense.
earnings. Amounts assigned to goodwill are
no longer amortized after 6-30-01.

5. The acquired company’s earnings are The issuer and combiner companies’ earnings
included with the acquiring firm’s only are combined for the full fiscal year in which
from the date of combination forward. the combination occurs.

6. a. Direct costs incurred in the combination a. Direct costs incurred in the combination are
are included as part of the cost of the expensed in the year in which incurred.
acquired company.

b. Indirect costs related to acquisitions are b. Indirect costs are expensed (same as 
expensed in the year in which incurred. purchase).

c. Security issuance costs are deducted from c. Security issuance costs are expensed.
the recorded value of the security.
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As stated by Timothy Lucas, Research Director of the Financial Accounting
Standards Board, “The existing U.S. accounting standards for business
combinations have not worked very well, as evidenced by the amount of repair
and maintenance that they have required over the years. Moreover, the recent
heightened activity in mergers and acquisitions has highlighted what many see
as flaws in the present standards, namely that the pooling and purchase methods
can produce dramatically different accounting results for mergers and acquisitions
that may be quite similar in most respects.”14

Treatment of Acquisition Expenses

Under purchase accounting rules, each of three categories of acquisition-related
expenses is treated differently: direct expenses, indirect expenses, and security
issuance costs. The purchase price includes the direct expenses incurred in the com-
bination, such as accounting and consulting fees. Thus these types of expenses are
capitalized (charged to an asset account) under purchase accounting rules. Indirect,
ongoing costs, such as those incurred to maintain a mergers and acquisitions
department, however, are charged to expense as incurred. Indirect costs also
include managerial or secretarial time and overhead that are allocated to the
merger but would have existed in its absence. Finally, security issuance costs are
assigned to the valuation of the security in a purchase acquisition, thus reducing
the additional contributed capital for stock issues or adjusting the premium or dis-
count on bond issues.

40 Chapter 2 Accounting for Business Combinations

14 Financial Accounting Standards Board, News Release 6/10/97, “FASB Issues Special Report on Business
Combinations,” Norwalk, CT. 

Acquisition Costs—An Illustration
Suppose that SMC Company acquires 100% of the net assets of Bee Company (net book
value of $100,000) by issuing shares of common stock with a fair value of $120,000. With
respect to the merger, SMC incurred $1,500 of accounting and consulting costs and $3,000
of stock issue costs. SMC maintains a mergers department that incurred a monthly cost of
$2,000. The following illustrates how these direct and indirect merger costs and the security
issue costs are recorded if the merger is accounted for as a purchase and as a pooling of
interests. The reader may wish to return to this illustration after reading later sections of the
chapter pertaining to recorded goodwill.

Purchase Accounting:
Goodwill (Direct)* 1,500
Merger Department Expense (Indirect) 2,000
Other Contributed Capital (Security Issue Costs) 3,000

Cash 6,500

* This entry assumes that the company was acquired for an amount greater than the fair value of its iden-
tifiable net assets. In this case, the direct costs are capitalized as part of the goodwill acquired in the
merger. If the amount paid is less than the fair value of the net identifiable assets, the direct costs are
debited to long-lived assets. This lessens the reduction in long-lived assets below their market value. The
rules for bargain purchases are described later in this chapter.
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PRO FORMA STATEMENTS AND DISCLOSURE 
REQUIREMENT

Pro forma statements, sometimes called “as if ” statements, are prepared to show the
effect of planned or contemplated transactions by showing how they might have
affected the historical financial statements if they had been consummated during
the period covered by those statements. Pro forma statements serve two functions
in relation to business combinations: (1) to provide information in the planning
stages of the combination and (2) to disclose relevant information subsequent to the
combination.

First, pro forma statements are often prepared before the fact for combinations
under consideration. When management is contemplating the purchase price offer,
for example, a number of pro forma statements may be produced, using different
assumed purchase prices and projecting one or more years into the future, or alter-
natively restating a past period as though the firms had been combined. After the
boards of directors of the constituents have reached tentative agreement on a com-
bination proposal, pro forma statements showing the effects of the proposal may be
prepared for distribution to the stockholders of the constituents for their consider-
ation prior to voting on the proposal. If the proposed combination involves the issue
of new securities under Securities and Exchange Commission (SEC) rules, pro
forma statements may be required as part of the registration statement.

When a pro forma statement is prepared, the tentative or hypothetical nature
of the statement should be clearly indicated, generally by describing it as “pro
forma” in the heading and including a description of the character of the transac-
tions given effect to. Further description of any other adjustments should be clearly
stated on the statement or in related notes. A pro forma balance sheet (based on
data presented in Illustration 2-3) that might be prepared for use by the companies’
stockholders is presented in Illustration 2-2. The normal procedure is to show the
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ILLUSTRATION 2-2

P Company

Pro Forma Balance Sheet

Giving Effect to Proposed Issue of Common Stock for All the Common

Stock of S Company under Purchase Accounting (January 1, 2003)

Audited Pro Forma
Assets Balance Sheet Adjustment Balance Sheet

Cash and Receivables $   250,000 $170,000 $   420,000
Inventories 260,000 140,000 400,000
Land 600,000 400,000 1,000,000
Buildings & Equipment 800,000 1,000,000 1,800,000
Accumulated Depreciation (300,000) (300,000)
Goodwill —0— 230,000 230,000

Total assets $1,610,000 $3,550,000

Liabilities and Equity

Current Liabilities $110,000 150,000 260,000
Bonds Payable —0— 350,000 350,000
Common Stock 750,000 450,000 1,200,000
Other contributed Capital 400,000 990,000 1,390,000
Retained Earnings 350,000 350,000

Total Equities $1,610,000 $3,550,000
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audited balance sheet as of a given date, individual adjustments for the proposed
transaction, and resulting account balances.

Second, pro forma presentation is a valuable method of disclosing relevant
information to stockholders and other users subsequent to the combination. Some
types of pro forma presentation are required by SFAS No. 141 if the combined enter-
prise is a public business enterprise.

If a material business combination (or series of combinations material in the
aggregate) occurred during the year, notes to financial statements should include
on a pro forma basis:

1. Results of operations for the current year as though the companies had com-
bined at the beginning of the year, unless the acquisition was at or near the
beginning of the year.

2. Results of operations for the immediately preceding period as though the com-
panies had combined at the beginning of that period if comparative financial
statements are presented.

At a minimum, SFAS No. 141 requires that the supplemental pro forma information
include:

• Revenue.
• Income before extraordinary items.
• Cumulative effect of changes in accounting principles.
• Net income.
• Earnings per share.

• Nature and amounts of any material, nonrecurring items included in the
pro forma amounts.

In determining pro forma amounts, income taxes, interest expense, preferred div-
idends, and depreciation and amortization of assets should be adjusted to reflect
the accounting base used for each in recording the business combination.

TEST
YOUR KNOWLEDGE

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

Multiple Choice

1. Which of the following statements is true with respect to recent pronouncements
related to business combinations (SFAS Nos. 141 and 142)?

a. Incomparability of financial statements under the old rules permitting two dis-
tinct methods of accounting for business combinations (purchase and pool-
ing) was corrected by making amortization of goodwill optional.

b. Under the new rules, impairment of goodwill is not accounted for because it
does not affect the actual profit of the company.

c. Use of the pooling method is prohibited for business combinations after June
30, 2001.

d. Any goodwill acquired in previous acquisitions should continue to be amor-
tized after the year 2001 for the continuity of the accounting practice.
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2. Goodwill impairment exists only if the fair value of the business unit:

a. Equals the carrying value of the reporting unit (including goodwill).
b. Is greater than the carrying value of the reporting unit (including goodwill).
c. Is less than the carrying value of the reporting unit (including goodwill).
d. None of the above

3. Which of the following is incorrect ?

a. Under purchase accounting, direct acquisition costs are recorded by decreas-
ing goodwill as a contra account.

b. Under purchase method accounting, indirect acquisition costs (such as
expenses incurred by a firm’s permanent M&A department) are expensed.

c. Security issue costs, such as brokerage fees, reduce the Excess Paid In Capital
account (i.e., are recorded as a debit to that account).

d. Accounting and consulting fees incurred in a business combination are capi-
talized (charged to an asset account) under purchase accounting rules.

EXPLANATION AND ILLUSTRATION OF PURCHASE
ACCOUNTING

As the term implies, the purchase method treats the combination as the purchase
of one or more companies by another. The acquiring company records the pur-
chase at its cost, including direct acquisition expenses. If cash is given, the amount
paid constitutes cost. If debt securities are given, the present value of future pay-
ments represents cost.

In its issuance of SFAS No. 141, FASB states: “The single-method approach used in
this Statement reflects the conclusion that virtually all business combinations are
acquisitions and, thus, all business combinations should be accounted for in the
same way that other asset acquisitions are accounted for—based on the values
exchanged.”

Assets acquired by issuing shares of stock of the acquiring corporation are recorded
at the fair values of the stock given or the assets received, whichever is more clearly
evident. If the stock is actively traded, its quoted market price, after making
allowance for market fluctuations, additional quantities issued, issue costs, and so
on, is normally better evidence of fair value than are appraisal values of the net assets
of an acquired company. Thus, an adjusted market price of the shares issued nor-
mally is used. Where the issued stock is of a new or closely held company, however,
the fair value of the assets received generally must be used. Recall that any security
issuance costs, whether bonds or stocks, incurred to consummate the merger are
deducted from the value assigned to the debt or equity under purchase accounting.

Once the total cost is determined, it must be allocated to the identifiable assets
acquired (including intangibles other than goodwill) and liabilities assumed, all of
which should be recorded at their fair values at the date of acquisition. Any excess
of total cost over the sum of amounts assigned to identifiable assets and liabilities is
recorded as goodwill. Under current generally accepted accounting principles
(GAAP), goodwill should not be amortized but should be adjusted downward only
when it is “impaired” as described in the preceding section.
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In the past, managers seeking to reduce the amount of goodwill amortization
necessitated by the acquisition often found creative ways to avoid or reduce good-
will prior to the issuance of SFAS Nos. 141 and 142. This concern was driven by the
impact goodwill amortization had on future reported net income and return on
assets. One tactic involved identifying in-process research and development (R&D)
in the acquired company. FASB standards require that R&D costs be expensed as
incurred, not capitalized. In an interpretation of the standard on R&D, FASB stated
that some forms of R&D, including a specific research project in progress, which
transferred in an acquisition, should also be expensed. Furthermore, the amount
to be expensed was to be determined not by the original cost of the actual R&D but
by the amount paid by the acquiring company.

Adobe Systems Inc., in its acquisition of Ares Software Corporation in 1996,
attributed 95% of the total acquisition cost ($14.7 million) to R&D and expensed it.
IBM valued the R&D it acquired in its 1995 takeover of Lotus Development
Corporation at $1.8 billion (over half the total acquisition cost).15

Near the end of 1996, the FASB initiated an examination of the rules govern-
ing R&D write-offs, and the SEC also expressed concern about the adequacy of dis-
closures related to acquired R&D valuation. In 1999, the FASB announced its
decisions that in-process research and development would be addressed as a sepa-
rate project from the business combinations project and that separate statements
would be issued. Later in the year, the FASB announced that the R&D project
would be deferred until the business combinations project was completed. In the
meantime, the importance of maintaining supporting documentation for any
amounts assigned to R&D in a takeover is clear. Some experts believe that a change
in the way in-process R&D is handled might slow the “torrid pace of mergers and
acquisitions.”16

When the net amount of the fair values of identifiable assets less liabilities
exceeds the total cost of the acquired company, the acquisition is sometimes referred
to as a bargain. When a bargain acquisition occurs, some of the acquired assets must
be recorded at amounts below their market values under current GAAP. The rules
for prioritizing these adjustments are listed later in the chapter.

Purchase Example Assume that on January 1, 2003, P Company, in a merger,
acquired the assets and assumed the liabilities of S Company. P Company gave one
of its $15 par value common shares to the former stockholders of S Company
for every two shares of the $5 par value common stock they held. Throughout this
text, the company names P and S are frequently used to distinguish a parent com-
pany from a subsidiary. In an asset acquisition, these terms are inappropriate
because the books of the acquired firm are dissolved at the time of acquisition.
Nonetheless, the distinction is useful to avoid confusion between the acquirer and
the acquired.

P Company common stock, which was selling at a range of $50 to $52 per share
during an extended period prior to the combination, is considered to have a fair
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15 M&A, “Maximizing R&D Write-Offs to Reduce Goodwill,” by Bryan Browning, September/October
1997.
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value per share of $48 after an appropriate reduction is made in its market value
for additional shares issued and for issue costs. The total value of the stock issued
is $1,440,000 ($48 � 30,000 shares). Balance sheets for P and S companies (along
with relevant fair value data) on January 1, 2003, are presented in Illustration 2-3.
Because the book value of the bonds is $400,000, bond discount in the amount of
$50,000 ($400,000 � $350,000) must be recorded to reduce the bonds payable to
their present value.

To record the exchange of stock for the net assets of S Company, P Company
will make the following entry:

Cash and Receivables 170,000
Inventories 140,000
Land 400,000
Buildings & Equipment (Net) 1,000,000
Discount on Bonds Payable 50,000
Goodwill (1,440,000 � 1,210,000) 230,000

Current Liabilities 150,000
Bonds Payable 400,000
Common Stock* (30,000 � $15) 450,000
Other Contributed Capital* (30,000 � [$48 � $15]) 990,000

* The sum of  common stock and other contributed capital is $1,440,000.

After the merger, S Company ceases to exist as a separate legal entity. Note that
under the purchase method the cost of the net assets is measured by the fair value
(30,000 shares � $48 � $1,440,000) of the shares given in exchange. Common
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ILLUSTRATION 2-3

Balance Sheets of P and S Companies

January 1, 2003

P Company S Company

Assets: Book Value Book Value Fair Value

Cash and Receivables $    250,000 $ 180,000 $ 170,000
Inventories 260,000 100,000 140,000
Land 600,000 120,000 400,000
Buildings & Equipment 800,000 900,000 1,000,000
Accumulated Depreciation—Buildings & Equipment (300,000) (300,000)
Total Assets $ 1,610,000 $ 1,000,000 $ 1,710,000
Current Liabilities $  110,000 $  110,000 $ 150,000
Bonds Payable, 9%, due 1/1/2013, Interest Payable

Semiannually on 6/30 and 12/31* –0– 400,000 350,000
Total Liabilities $    110,000 $  510,000 $  500,000

Stockholders’ Equity:

Common Stock, $15 par value, 50,000 shares 750,000
Common Stock, $5 par value, 60,000 shares 300,000
Other Contributed Capital 400,000 50,000
Retained Earnings 350,000 140,000
Stockholders’ Equity 1,500,000 490,000
Total Liabilities and Stockholders’ Equity $ 1,610,000 $ 1,000,000

Net Assets at Book Value (Assets minus liabilities) $ 1,500,000 $  490,000
Net Assets at Fair Value $ 1,210,000
* Bonds payable are valued at their present value by discounting the future payments at the current market rate.
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stock is credited for the par value of the shares issued, with the remainder credited
to other contributed capital. Individual assets acquired and liabilities assumed are
recorded at their fair values. Plant assets are recorded at their fair values in their
current depreciated state (without an initial balance in accumulated deprecia-
tion), the customary procedure for recording the purchase of new or used assets.
Bonds payable are recorded at their fair value by recognizing a premium or a
discount on the bonds. After all assets and liabilities have been recorded at their
fair values, an excess of cost over fair value of $230,000 remains and is recorded as
goodwill.

A balance sheet prepared after the acquisition of S Company is presented in
Illustration 2-4.

If an acquisition takes place within a fiscal period, purchase accounting
requires the inclusion of the acquired company’s revenues and expenses in the
purchaser’s income statement only from the date of acquisition forward. Income
earned by the acquired company prior to the date of acquisition is considered to be
included in the net assets acquired.

Income Tax Consequences in Business Combinations

The fair values of specific assets acquired and liabilities assumed in a business
combination may differ from the income tax bases of those items. SFAS No. 109
requires that a deferred tax asset or liability be recognized for differences between
the assigned values and tax bases of the assets and liabilities (except goodwill,
unallocated “negative goodwill,” and leveraged leases) recognized in a purchase
business combination.17 The treatment of income tax consequences is addressed in
Appendix A, including the tax consequences related to purchase method business
combinations as well as reporting tax consequences in consolidated financial
statements.
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ILLUSTRATION 2-4

P Company Balance Sheet

January 1, 2003

Cash and Receivables $ 420,000
Inventories 400,000
Land 1,000,000
Buildings & Equipment 1,800,000
Accumulated Depreciation—Buildings & Equipment (300,000) 1,500,000
Goodwill 230,000
Total Assets $3,550,000

Current Liabilities $ 260,000
Bonds Payable $400,000
Less: Bond Discount 50,000 350,000

Common Stock, $15 par Value, 80,000 Shares Outstanding 1,200,000
Other Contributed Capital 1,390,000
Retained Earnings 350,000

Stockholders’ Equity 2,940,000
Total Liabilities and Equity $3,550,000

17 Statement of Financial Accounting Standards No. 109, “Accounting for Income Taxes,” FASB (Stamford,
CT, 1992), par. 30.
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FINANCIAL STATEMENT DIFFERENCES BETWEEN
ACCOUNTING METHODS

Prior to the issuance of SFAS Nos. 141 and 142, two business combinations may have
been very similar; yet one was accounted for as a purchase and the other as a pooling.
Because the new standard prohibiting pooling is not retroactive (that is, mergers
that were accounted for under the pooling method will continue forward as
recorded under pooling rules), students may need to be aware of the basic
differences. Similarly, for either the participants or the users of financial data, it is
important to understand the differences in financial statements that result from use
of the two methods. Earlier, we alluded to these differences in principle; now we
illustrate them with data. Illustration 2-1 summarizes the differences.

Purchase accounting tends to report higher asset values than pooling because of
the adjustment to market value and the recording of goodwill but lower earnings
because of the excess depreciation and amortization charges under purchase rules.
An examination of Illustration 2-2 suggests that identifiable asset values recorded
under purchase accounting exceed pooling (book) values by $710,000 (fair value
minus precombination book values). In addition, purchase accounting results in
the recording of $230,000 of goodwill, as shown in Illustration 2-4, while pooling
accounting did not record any new goodwill in any business combination.

To the extent that this $710,000 relates to inventory or depreciable assets,
future income charges will be greater under the purchase method and reported net
income less. Inventory effects are normally reflected in income during the first
period subsequent to combination if the first-in, first-out (FIFO) inventory method
is used by the surviving entity; under the last-in, first-out (LIFO) method, the effect
is not reflected unless inventory quantities are reduced sufficiently in future
periods. Depreciation charges will be greater under the purchase method over the
remaining useful lives of the depreciable assets. Thus, pooling generally reported
greater future earnings and related earnings per share. In addition, long-term
liabilities (bonds payable) under the purchase method are $50,000 less than under
the pooling method. This $50,000 bond discount must also be amortized to future
periods as increased interest expense. Note, however, that the direction of the
effect on income is reversed for amortization of bond premium.

Illustration 2-5 shows the amount by which charges (expenses) for depreciation,
amortization, and so on under purchase accounting rules exceed those under pool-
ing of interests. Hence, the income under the purchase method would be less than
it would be under pooling of interests for the first period after the combination.
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ILLUSTRATION 2-5

Income Effects of Purchase vs. Pooling

Purchase Pooling Difference

Building & Equipment Depreciation (20 years)* $ 75,000 $55,000 $20,000
Bond Discount Amortization (10 years, straight-line) 5,000 —0— 5,000
Inventory Added to Cost of Sales 140,000 100,000 40,000

Total Charges** $ 220,000 $ 155,000 $ 65,000

* Building and equipment depreciation:
Pooling: (1,100,000 � 20) � 55,000
Purchase: (1,500,000 � 20) � 75,000

** Note : Higher charges translate into lower net income.
Net income using pooling of interests $370,750
Less: higher charges under purchase 65,000
Net income using purchase $305,750
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Assume that the FIFO inventory method is used, the average remaining economic
life of the buildings and equipment is 20 years, and bond discount is amortized on
a straight-line basis.

In addition, the future sale of any S Company assets combined will normally
produce a greater gain (or smaller loss) under pooling of interests since the assets
are carried at lower precombination book values. The stockholders’ equity sections
of the balance sheets are considerably different under the two methods, with the
purchase method reporting significantly higher total stockholders’ equity in most
cases. In this example, the purchase method reports total stockholders’ equity of
$2,940,000, whereas the pooling method reports $1,990,000.

This combination of lower stockholders’ equity and higher reported earnings
under pooling tends to produce a doubling effect on return on stockholders’ equity. For
example, assume a reported net income of $370,750 (ignoring income taxes) under
the pooling of interests method for the first full year after combination. Purchase net
income would then be $305,750 or $370,750�$65,000. (See Illustration 2-5.)
Computation of the return on stockholders’ equity (beginning) would be:

Purchase method = $305,750 � $2,940,000 = 10.4%
Pooling method = $370,750 � $1,990,000 = 18.6%

Thus pooling reports a significantly greater return on stockholders’ equity in
this example. Note that under the new purchase rules, the amortization of goodwill
no longer affects net income and thus was omitted in this illustration.

Bargain Purchase (Purchase Price below Fair Value of
Identifiable Net Assets)

When the price paid to acquire another firm is lower than the fair value of identi-
fiable net assets (assets minus liabilities), the acquisition is referred to as a bargain.
When a bargain acquisition occurs, some of the acquired assets must be recorded
at an amount below their market values under purchase accounting rules.
Although less common than purchases involving goodwill, bargain purchases do
occur and require the application of specific rules to conform to generally accepted
accounting principles. In SFAS No. 141, FASB outlines those rules.

“GE Capital Corp. agreed to buy a Japanese leasing business with assets estimated
at nearly $7 billion . . . GE Capital, of Stamford, Conn., will get the assets at a ‘big
discount, ’ said an official familiar with the deal … GE Capital insisted on buying
only Japan Leasing’s healthy assets. ”18

These rules reflect an effort to adjust those assets whose valuation is most
subjective and leave intact the categories considered most reliable.

1. Current assets, long-term investments in marketable securities (other than those
accounted for by the equity method), assets to be disposed of by sale, deferred
tax assets, prepaid assets relating to pension or other postretirement benefit
plans, and assumed liabilities are recorded at fair market value always.
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2. Any previously recorded goodwill on the seller’s books is eliminated (and no
new goodwill recorded).

3. Long-lived assets (including in-process research and development and exclud-
ing those specified in (1) above) are recorded at fair market value minus an
adjustment for the bargain.

4. An extraordinary gain is recorded only in the event that all long-lived assets
(other than those specified in (1) above) are reduced to zero.

The excess of fair value over cost should be allocated to reduce long-lived assets
(with certain specified exceptions listed in (1) above) in proportion to their fair
values in determining their assigned values. In determining how far to reduce
long-lived assets, if needed, the standard setters decided to go all the way to zero
before recording an extraordinary gain.

Prior to SFAS No. 141, negative goodwill was recorded as a deferred credit and
amortized.

Example of a Bargain Purchase Assume that Payless Company pays $17,000 cash
for all the net assets of Shoddy Company when Shoddy Company’s balance sheet
shows the following book values and fair values:

Book Value Fair Value

Current Assets $5,000 $5,000
Buildings (net) 10,000 15,000
Land 3,000 5,000
Total Assets $18,000 $25,000

Liabilities $2,000 $2,000
Common Stock 9,000
Retained Earnings 7,000
Total Liabilities and Equity $18,000

Net Assets at Book Value $16,000
Net Assets at Fair Value $23,000

Cost of the acquisition ($17,000) minus the fair value of net assets acquired
($23,000) produces a bargain, or an excess of fair value of net assets acquired over
cost of $6,000. This $6,000 is allocated to reduce the values assigned to buildings
and land in the ratio of their fair values as follows:

Buildings $15,000/$20,000 � $6,000 � $4,500
Land $5,000/$20,000 � $6,000 � 1,500

Total $6,000

The entry by Payless Company to record the acquisition is then:

Current Assets 5,000
Buildings ($15,000 � $4,500) 10,500
Land ($5,000 � $1,500) 3,500

Liabilities 2,000
Cash 17,000

Note that this illustration did not result in the recording of an extraordinary gain.
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CONTINGENT CONSIDERATION IN A PURCHASE

Purchase agreements sometimes provide that the purchasing company will give
additional consideration to the seller if certain specified future events or transac-
tions occur. The contingency may require the payment of cash (or other assets) or
the issuance of additional securities. During the contingency period, the purchaser
has a contingent liability that should be properly disclosed in a footnote to the
financial statements. If the specified future events or transactions occur, the pur-
chaser must record the additional consideration given as an adjustment to the orig-
inal purchase transaction. Accounting for the additional consideration depends on
the nature of the contingency. The two general types of contingencies are (1) con-
tingencies based on earnings and (2) contingencies based on security prices.

Contingency Based on Earnings

As discussed in Chapter 1, the expected contribution by the acquired company to
the future earnings of the acquiring company is an important element in deter-
mining the price to be paid for the acquired company. Because future earnings are
unknown, the purchase agreement may contain a provision that the purchaser will
give additional consideration to the former stockholders of the acquired company
if the combined company’s earnings equal or exceed a specified amount over some
specified period. In essence, the parties to the business combination agree that the
total price to be paid for the acquired company will not be known until the end of
the contingency period. Consequently, any additional consideration given must be
considered as additional cost of the acquired company.

In some instances, the substance of the agreement with the shareholders may
be to provide compensation for services, use of property, or profit sharing rather
than to alter the purchase price. The FASB appointed a task force to consider what
criteria should be used to determine whether contingent consideration based on
performance measures should be accounted for as (1) an adjustment to the pur-
chase price or (2) compensation expense for services, use of property, or profit
sharing. The task force concluded that the distinction is a matter of judgment
based on relevant facts and circumstances, and they suggested the following factors
or indicators to consider.19

a. Linkage of continuing employment and contingent consideration: If the payments are
automatically forfeited when employment is terminated, for example, this indi-
cates that the arrangement is for postcombination services. If, in contrast, the
payments are not affected by employment termination, this indicates that the
payments are probably an additional component of the purchase price.

b. Duration of continuing employment : If the term of required employment is equal to
or longer than the contingent payment period, this will indicate that the pay-
ments are compensation.

c. Level of compensation: If the compensation for employment without the contingent
payments is already at a reasonable level in comparison to other key employees
in the combined firm, this will indicate that the payments are additional pur-
chase price.
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If the contingent payments are determined to be compensation, then they are
simply expensed in the appropriate periods and no adjustment to the consideration
(purchase price) is needed. On the other hand, assuming that the contingent pay-
ments are determined to be additional purchase price, let us consider how to
account for them. If goodwill was recorded as part of the original purchase transac-
tion, the fair value of any additional consideration given should be recorded as an
addition to goodwill. In the event that an excess of the fair value of net assets
acquired over cost was allocated to reduce the fair value of net assets recorded, the
original purchase transaction must be reevaluated. The additional consideration
given is assigned to noncurrent assets to raise them to their fair values, with any
remaining additional consideration assigned to goodwill. The payment of the addi-
tional consideration is treated as a change in accounting estimate. The amount of
additional consideration assigned to depreciable or amortizable assets is depreciated
or amortized over the assets’ remaining useful lives.

As an example, assume that P Company acquired all the net assets of S Company
in exchange for P Company’s common stock. P Company also agreed to issue addi-
tional shares of common stock with a fair value of $150,000 to the former stock-
holders of S Company if the average postcombination earnings over the next 
two years equaled or exceeded $800,000. Assume that the contingency is met, 
P Company’s stock has a par value of $5 per share and a market value of $25 per
share at the end of the contingency period, and goodwill was recorded in the orig-
inal purchase transaction. P Company will issue 6,000 additional shares
($150,000/$25) and make the following entry:

Goodwill 150,000
Common Stock (6,000 � $5) 30,000
Other Contributed Capital 120,000

If an excess of fair value over cost, in the amount of $50,000, was allocated to reduce
the fair values assigned initially to equipment ($35,000) and land ($15,000) in the
original purchase transaction, the issuance of the new shares to settle the contin-
gency now reverses that effect. Thus, the new entry would be recorded as follows:

Equipment 35,000
Land 15,000
Goodwill 100,000

Common Stock 30,000
Other Contributed Capital 120,000

The additional $35,000 cost assigned to equipment must be depreciated over the
equipment’s remaining useful life.

Contingency Based on Security Prices

In contrast to additional consideration given to satisfy a contingency based on earn-
ings, which results in an adjustment to the total purchase price, a contingency
based on security prices has no effect on the determination of cost to the acquiring
company. That is, total cost is agreed on as part of the initial combination transac-
tion. The unknown element is the future market value of the acquiring company’s
stock given in exchange and, consequently, the number of shares or amount of
other consideration to be given. The stockholders of the acquired company may be
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concerned that the issuance of a significant number of additional shares by the
acquiring company may decrease the market value of the shares. To allay this con-
cern, the acquiring company may guarantee the market value of the shares given as
of a specified future date. If the market value of the shares at the future date is less
than the guaranteed value, the acquiring company will pay cash or issue additional
shares in an amount equal to the difference between the then current market value
and the guaranteed value.

To illustrate, assume that P Company issues 50,000 shares of common stock
with a par value of $5 per share and a market price of $30 per share for the net
assets of S Company. P Company guarantees that the stock will have a market price
of at least $30 per share one year later. At the original transaction date, P Company
made the following entry:

Net Assets (50,000 � $30) 1,500,000
Common Stock (50,000 � $5) 250,000
Other Contributed Capital 1,250,000

Assuming the market price of P Company’s stock at the end of the contingency
period is $25 per share, P Company must give additional consideration of $250,000
(50,000 � $5). Because the value assigned to the securities at the original transac-
tion date was only an estimate, any additional consideration given should be
recorded as an adjustment to other contributed capital. If the contingency is paid
in cash, P Company will make the following entry:

Other Contributed Capital 250,000
Cash 250,000

This adjustment will result in other contributed capital of $1,000,000, verified
as follows:

Total Purchase Price Agreed on $1,500,000
Less: Cash Paid 250,000

Payment in Common Stock 1,250,000
Less: Par Value of Stock Issued 250,000
Other Contributed Capital $1,000,000

If the contingency is satisfied by the issuance of additional shares of stock, P
Company must issue 10,000 additional shares ($250,000/$25) to the former stock-
holders of S Company and will make the following entry:

Other Contributed Capital 50,000
Common Stock (10,000 � $5) 50,000

This adjustment will result in other contributed capital of $1,200,000, verified
as follows:

Total Purchase Price Paid in Stock $1,500,000
Par Value of Stock Issued (60,000 � $5) 300,000
Other Contributed Capital $1,200,000
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In some cases, consideration contingently issuable may depend on both future
earnings and future security prices. In such cases, an additional cost of the acquired
company should be recorded for the additional consideration contingent on earn-
ings, and previously recorded consideration should be reduced to current value of
the consideration contingent on security prices.

The major change in contingent payment engineering during 1996 was the
increase in the total value of the deals in which post-deal payoffs were used. The
total advanced to $9.7 billion from $7.2 billion, suggesting a continuation of
the mid-1990s trend in which earn-outs were increasingly appearing in large 
transactions. In many cases earn-outs are also taking a greater share of individual
purchase prices—sometimes a clear majority.20

Despite the trend mentioned in this quote, contingent payments based on earnings
still appear in only a small fraction of deals, accounting for an even smaller per-
centage of total dollar value overall. Although they may be helpful in getting past
negotiating obstacles and possibly in reducing up-front payouts for buyers, they suf-
fer from drawbacks in implementation. In particular, they are very difficult to
administer and may trigger post-deal conflicts between buyers and sellers. Their pri-
mary niche is in the acquisition of private companies where management retention
is a key issue. Other places where they are used include cross-border deals and deals
where corporate sellers wish to maintain a share in future performance.

TEST
YOUR KNOWLEDGE 

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

Multiple Choice

1. In the year of a material business combination, proforma disclosures must include
all of the following except:

a. Revenue
b. Net Income
c. Tax Expenses
d. Nonrecurring items

2. Which of the following statements comparing purchase and pooling of interests
methods is incorrect?

a. Purchase accounting tends to report higher assets values than pooling
because of the adjustment to market value and the recording of goodwill.

b. Purchase accounting tends to report lower earnings than pooling because of
the excess depreciation and amortization charges under purchase rules.

c. Depreciation charges will be greater under the purchase method than under
the pooling method over the remaining useful lives of the depreciable assets
if the market values of depreciable assets exceed book values at the acquisi-
tion date.

d. The future sale of any acquired company assets will normally produce a
greater gain under the purchase method since the assets are carried at lower
pre-combination book value.

Contingent Considerations in a Purchase 53

20 Mergers and Acquisitions, “Dealwatch: Security Blankets,” March/April 1997, pp. 33–34.
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3. Which of the following statements concerning bargain purchase (purchase price
below fair value of identifiable assets) is incorrect?

a. Any previously recorded goodwill on the seller’s books is eliminated and no
new goodwill is recorded.

b. Long-lived assets, including in-process R&D and excluding marketable securi-
ties, are recorded at fair market value minus an adjustment for the bargain.

c. An extraordinary gain is recorded only in the event that all long-lived assets
other than marketable securities are reduced to the original purchase price.

d. Current assets, long-term investments in marketable securities (other than
those accounted for by the equity method), assets to be disposed by sale,
deferred tax assets, prepaid assets relating to pension or other post-retire-
ment benefit plans, and assumed liabilities are always recorded at fair market
value.

LEVERAGED BUYOUTS

“Some analysts say the accounting change [elimination of pooling] should benefit
leveraged buyout firms, which have used cash—borrowed or not—to buy
companies since they have no stock to use as currency. As a result, the buyout
firms were forced to use the purchase accounting method and thus skipped any
deal with a high premium that would have forced them to take a hefty charge
against earnings. Under the change, such firms would be on the same footing with
corporations when it comes to using cash or stock as currency. . . . Of course,
a cash-rich corporation would still be able to outbid most leveraged buyout firms.
And the market for debt is so poor right now that cash most probably would not
be the currency of choice, at least until the debt market returns.”21

A leveraged buyout (LBO) occurs when a group of employees (generally a
management group) and third-party investors create a new company to acquire all
the outstanding common shares of their employer company. The management
group contributes whatever stock they hold to the new corporation and borrows
sufficient funds to acquire the remainder of the common stock. The old corpora-
tion is then merged into the new corporation. The LBO term results because most
of the capital of the new corporation comes from borrowed funds.

“Back in 1985, leveraged buyout firms were poring over spreadsheet databases
looking for companies to buy and bust up. Now, many of those same firms, plus
a whole new crop of others, are employing a strategy that’s just as profitable and
probably more productive: They’re scouring the country for companies to buy out
and build up. Using a technique known as platform investing or leveraged buildup,
buyout concerns are jump-starting the consolidation of dozens of highly frag-
mented, inefficient, mom-and-pop industries.”22
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21 New York Times, “Everybody Out of the Pool? A New Path on Mergers,” by Andrew Sorkin, 1/7/01, p. 3.
22 Business Week, “Buy ‘Em Out, Then Build ‘Em Up,” by Eric Schine, 5/8/95, p. 84.
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The basic accounting question relates to the net asset values (fair or book) to be
used by the new corporation. Accounting procedures generally follow the rules advo-
cated by the Emerging Issues Task Force in Consensus Position No. 88-16. Essentially,
the consensus position is that only the portion of the net assets acquired with the bor-
rowed funds has actually been purchased and should therefore be recorded at their
cost. The portion of the net assets of the new corporation provided by the manage-
ment group is recorded at book value since there has been no change in ownership.

To illustrate, assume Old Company has 5,000 outstanding common shares, 500
of which are held by Old Company management. New Company, which is formed
to merge Old Company into New Company, then borrows $31,500 to purchase the
4,500 shares held by nonmanagers. Management then contributes its 500 shares of
Old Company to New Company, after which management owns 100% of New
Company. Clearly, control of Old Company has changed hands. Based on the con-
sensus position, the net assets (90%) purchased from Old Company shareholders
for cash should be recorded at their cost. The net assets acquired from the 10%
interest held by managers have not been confirmed through a purchase transaction
and are, therefore, recorded at their book values. A summary of Old Company’s net
asset position just prior to the formation of New Company follows:

Book Value Fair Value

Plant Assets $9,000 $24,000
Other Net Assets 1,000 1,000
Total $10,000 $25,000

Book entries to record the transactions on New Company’s books are:

Investment in Old Company 0.1 ($10,000) 1,000
No Par Common Stock—New Company 1,000

To record the contribution of 500 shares of Old Company stock at book value:

Cash 31,500
Notes Payable 31,500

To record borrowings.
Investment in Old Company 31,500

Cash 31,500
To record the purchase of 4,500 shares of Old Company.
Plant Assets* 22,500
Other Net Assets 1,000
Goodwill 9,000

Investment in Old Company 32,500
To record the merger of Old Company into New Company.
*[$9,000 � .9($24,000 � $9,000)]

Plant assets are recorded at book value plus 90% of the excess of fair value over
book value. Other net assets are recorded at book value, which equals fair value.
The $9,000 recorded as goodwill on the purchase from outside shareholders can be
confirmed as follows:

Cost of Shares $31,500
Book Value of Net Assets Acquired .9($10,000) 9,000
Excess of Cost over Book Value 22,500
Assigned to Plant Assets .9($24,000 � $9,000) (13,500)
Assigned to Goodwill $9,000
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1. Describe the two major changes in the accounting for busi-
ness combinations approved by the FASB in 2001, as well
as the reasons for those changes. Of two methods of
accounting historically used in the United States—
purchase and pooling of interests—pooling is now pro-
hibited. Differences between the two methods are
summarized in Illustration 2-1. In addition, the
goodwill often recorded under the purchase
method is no longer amortized but instead is
reviewed periodically for impairment. The standard
setters believe that virtually all business combina-
tions are acquisitions and thus should be accounted
for in the same way that other asset acquisitions are
accounted for, based on the fair values exchanged.
Furthermore, users need better information about
intangible assets, such as the goodwill that was not
recorded in a pooling. The decision to discontinue
the amortization of goodwill appears to be largely
the result of pressure applied to the FASB and a fear
that economic activity and competitive position
internationally might otherwise be injured.

2. Discuss the goodwill impairment test described in SFAS No.
142, including its frequency, the steps laid out in the new
standard, and some of the likely implementation problems.
Goodwill impairment for each reporting unit should
be tested in a two-step process at least once a year. In
the first step, the fair value of a reporting unit is com-
pared to its carrying amount (goodwill included) at
the date of the periodic review. If the fair value at the
review date is less than the carrying amount, then
the second step is necessary. In the second step, the

carrying value of the goodwill is compared to its
implied fair value (and a loss recognized when the
carrying value is the higher of the two). To arrive at
an implied fair value for the goodwill, the FASB spec-
ifies that an entity should allocate the fair value of
the reporting unit at the review date to all of its assets
and liabilities as if the unit had been acquired in a
combination with the fair value of the unit as its pur-
chase price. The excess of that fair value (purchase
price) over the fair value of identifiable net asset is
the implied fair value of the goodwill. Determining
the fair value of the unit may prove difficult in cases
where there are no quoted market prices, and man-
agement may disagree with the valuation in cases
where there are.

3. Explain how acquisition expenses are reported. Under
purchase accounting rules (now the only acceptable
method), each of the three categories of expenses is
treated differently. The direct expenses incurred in
the combination, such as accounting and consulting
fees, are capitalized under purchase accounting
rules. Indirect, ongoing costs, such as those incurred
to maintain a mergers and acquisitions department,
however, are charged to expense as incurred.
Finally, security issuance costs are assigned to the val-
uation of the security in a purchase acquisition, thus
reducing the additional contributed capital for
stock issues or adjusting the premium or discount
on bond issues.

4. Describe the use of pro forma statements in business com-
binations. Pro forma statements, sometimes called

56 Chapter 2 Accounting for Business Combinations

After the merger, New Company’s balance sheet will appear as follows:

NEW COMPANY
Balance Sheet

January 1, 2005

Plant Assets $22,500
Other Assets 1,000
Goodwill 9,000
Total Assets $32,500

Notes Payable $31,500
Common Stock 1,000
Total Liabilities and Equity $32,500

Note that the total liabilities and equity of New Company consist primarily of
debt—thus the term “leveraged buyout.”

SUMMARY
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APPENDIX A

Deferred Taxes in Business Combinations

A common motivation for the selling firm in a business combination is to structure
the deal so that any gain resulting is tax-free at the time of the combination. To 
the extent that the seller accepts common stock rather than cash or debt in
exchange for the assets, the sellers may not have to pay taxes until a later date when
the shares accepted are sold. In this situation, the purchasing firm inherits the book
values of the assets purchased for tax purposes. When the purchaser has inherited
the book values of the assets for tax purposes but has recorded market values under
purchase accounting rules, a deferred tax liability needs to be recognized.

For example, suppose that Taxaware Company has net assets totaling $700,000
(market value), including fixed assets with a market value of $200,000 and a book
value of $140,000. The book values of all other assets approximate market values.
Taxaware Company is acquired by Blinko in a combination that does not meet the
pooling criteria; the combination does, however, qualify as a nontaxable exchange
for Taxaware. Blinko issues common stock valued at $800,000 (par value $150,000).
First, if we disregard tax effects, the entry to record the acquisition would be:

Assets $700,000
Goodwill 100,000

Common Stock $150,000
Additional Contributed Capital 650,000

Appendix 57

“as if ” statements, are prepared to show the effect of
planned or contemplated transactions by showing
how they might have affected the historical financial
statements if they had been consummated during
the period covered by those statements. Pro forma
statements serve two functions in relation to busi-
ness combinations: (1) to provide information in
the planning stages of the combination and (2) to
disclose relevant information subsequent to the com-
bination.

5. Describe the valuation of assets, including goodwill, and
liabilities acquired in a business combination accounted for
by the purchase method. Assets and liabilities acquired
are recorded at their fair values. Any excess of cost
over the fair value of net assets acquired is recorded
as goodwill.

6. Identify the impact of the differences between pooling and
purchase methods on the financial statements. Purchase
accounting tends to report higher asset values than
pooling because of the adjustment to market value
and the recording of goodwill but lower earnings
because of the excess depreciation and amortiza-
tion charges under purchase rules. This combina-
tion of higher assets and lower reported earnings
under purchase accounting tends to produce a
doubly undesirable effect on return on assets. To the

extent that goodwill accounts for the difference
between purchase price and historical book values,
amortization is no longer detrimental to earnings
under the new purchase rules, thus lessening the
impact.

7. Explain how contingent consideration affects the valuation
of assets acquired in a business combination accounted for
by the purchase method. If certain specified future
events or transactions occur, the purchaser must pay
additional consideration. The purchaser records the
additional consideration given as an adjustment to
the original purchase transaction. Accounting for
the additional consideration depends on the nature
of the contingency.

8. Describe a leveraged buyout and the technique of platform-
ing. A leveraged buyout (LBO) occurs when a
group of employees (generally a management
group) and third-party investors create a new com-
pany to acquire all the outstanding common shares
of their employer company. The LBO term results
because most of the capital of the new corporation
comes from borrowed funds. Using a technique
known as platform investing or leveraged buildup,
some buyout concerns are consolidating dozens of
highly fragmented, inefficient, “mom-and-pop”
industries.
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QUESTIONS

1. Discuss the basic differences between the purchase
method and the pooling of interests method.
Include the impact on financial ratios.

2. When a contingency is based on security prices and
additional stock is issued, how should the additional
stock issued be accounted for? Why?

3. What are pro forma financial statements? What is
their purpose?

4. How would a company determine whether goodwill
has been impaired?

5. Describe the potential differences between account-
ing for a merger using the purchase rules as pre-
scribed by the FASB in SFAS Nos. 141 and 142, the
former purchase rules (with goodwill amortization),
and the pooling of interests method. Assume that

the cost of the acquisition exceeds the fair value of
the identifiable net assets of the acquired firm and
that the fair value of the identifiable net assets
exceeds their precombination book value.

6. AOL announced in 2001 that because of a new
accounting change (SFAS Nos. 141 and 142), earn-
ings would be increasing over the next 25 years by
$5.9 billion a year. What change(s) required by the
FASB (in SFAS Nos. 141 and 142) were expected to
result in an increase in AOL’s income? Would you
expect such an increase in earnings to have a posi-
tive impact on AOL’s stock price? Why or why not?
Did the increase in earnings materialize as
expected? Why or why not?

Now consider tax effects, assuming a 30% tax rate. First, the excess of market value
over book value of the fixed assets creates a deferred tax liability because the excess
depreciation is not tax deductible. Thus, the deferred tax liability associated with
the fixed assets equals 30% � $60,000 (the difference between market and book
values), or $18,000. The entry to include goodwill is as follows:

Assets 700,000
Goodwill 118,000

Deferred Tax Liability (.3 � [200,000 � 140,000]) 18,000
Common Stock 150,000
Additional Contributed Capital 650,000

Although there are no official interpretations of whether goodwill should be
“grossed up” on the balance sheet to allow for an additional deferred tax liability,
it is not standard practice (and is not done in the entry above). If goodwill is
grossed up, goodwill will be $168,571 (or $118,000/.7) and the deferred tax lia-
bility on goodwill will be $50,571 (or $168,571 � .3). This alternative results in
higher recorded goodwill. The authors believe that this approach is theoretically
sound.

TEST
YOUR
KNOWLEDGE
SOLUTIONS

2-1 1. c

2. c

3. a

2-2 1. c

2. d

3. c

(The letter A after a question, exercise, or problem means that the question, exer-
cise, or problem relates to the chapter appendix.)

2.32.3
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EXERCISES

EXERCISE 2-1 Asset Purchase
Preston Company acquired the assets (except for cash) and assumed the liabilities of Saville
Company. Immediately prior to the acquisition, Saville Company’s balance sheet was as follows:

Book Value Fair Value

Cash $120,000 $120,000
Receivables (net) 192,000 228,000
Inventory 360,000 396,000
Plant and Equipment (net) 480,000 540,000
Land 420,000 660,000

Total Assets $1,572,000 $1,944,000

Liabilities $540,000 $594,000
Common Stock ($5 par value) 480,000
Other Contributed Capital 132,000
Retained Earnings 420,000

Total Equities $1,572,000

Required:
A. Prepare the journal entries on the books of Preston Company to record the purchase of

the assets and assumption of the liabilities of Saville Company if the amount paid was
$1,560,000 in cash.

B. Repeat the requirement in (A) assuming the amount paid was $990,000.

EXERCISE 2-2 Purchase Method
The balance sheets of Petrello Company and Sanchez Company as of January 1, 2004, are
presented below. On that date, after an extended period of negotiation, the two companies
agreed to merge. To effect the merger, Petrello Company is to exchange its unissued com-
mon stock for all the outstanding shares of Sanchez Company in the ratio of 1/

2 share of
Petrello for each share of Sanchez. Market values of the shares were agreed on as Petrello,
$48; Sanchez, $24. The fair values of Sanchez Company’s assets and liabilities are equal to
their book values with the exception of plant and equipment, which has an estimated fair
value of $720,000.

Petrello Sanchez

Cash $ 480,000 $ 200,000
Receivables 480,000 240,000
Inventories 2,000,000 240,000
Plant and Equipment (net) 3,840,000 800,000

Total Assets $6,800,000 $1,480,000

Liabilities $1,200,000 $ 320,000
Common Stock, $16 par value 3,440,000 800,000
Other Contributed Capital 400,000 —0—
Retained Earnings 1,760,000 360,000

Total Equities $6,800,000 $1,480,000

Required:
Prepare a balance sheet for Petrello Company immediately after the merger.

EXERCISE 2-3 Asset Purchase, Cash, and Stock
Pretzel Company acquired the assets (except for cash) and assumed the liabilities of Salt
Company on January 2, 2005. As compensation, Pretzel Company gave 30,000 shares of
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its common stock, 15,000 shares of its 10% preferred stock, and cash of $50,000 to the
stockholders of Salt Company. On the acquisition date, Pretzel Company stock had the fol-
lowing characteristics:

PRETZEL COMPANY

Stock Par Value Fair Value

Common $ 10 $ 25
Preferred 100 100

Immediately prior to the acquisition, Salt Company’s balance sheet reported the following
book values and fair values:

SALT COMPANY
Balance Sheet

January 2, 2005

Book Value Fair Value

Cash $ 165,000 $ 165,000
Accounts Receivable (net of $11,000 allowance) 220,000 198,000
Inventory—LIFO Cost 275,000 330,000
Land 396,000 550,000
Buildings and Equipment (net) 1,144,000 1,144,000
Total Assets $2,200,000 $2,387,000
Current Liabilities $ 275,000 $ 275,000
Bonds Payable, 10% 450,000 495,000
Common Stock, $5 par value 770,000
Other Contributed Capital 396,000
Retained Earnings 219,000
Total Liabilities and Stockholders’ Equity $2,110,000

Required:
Prepare the journal entry on the books of Pretzel Company to record the acquisition of the
assets and assumption of the liabilities of Salt Company.

EXERCISE 2-4 Asset Purchase, Cash
P Company acquired the assets and assumed the liabilities of S Company on January 1, 2003,
for $510,000 when S Company’s balance sheet was as follows:

S COMPANY
Balance Sheet

January 1, 2003

Cash $96,000
Receivables 55,200
Inventory 110,400
Land 169,200
Plant and Equipment (net) 466,800
Total Assets $ 897,600

Accounts Payable $ 44,400
Bonds Payable, 10%, due 12/31/2008, par 480,000
Common Stock, $2 par value 120,000
Retained Earnings 253,200
Total Equities $ 897,600
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Fair values of S Company’s assets and liabilities were equal to their book values except for the
following:
1. Inventory has a fair value of $126,000.
2. Land has a fair value of $198,000.
3. The bonds pay interest semiannually on June 30 and December 31. The current yield rate

on bonds of similar risk is 8%.

Required:
Prepare the journal entry on P Company’s books to record the acquisition of the assets and
assumption of the liabilities of S Company.

EXERCISE 2-5 Asset Purchase, Earnings Contingency
Pritano Company acquired all the net assets of Succo Company on December 31, 2003, for
$2,160,000 cash. The balance sheet of Succo Company immediately prior to the acquisition
showed:

Book Value Fair Value

Current Assets $ 960,000 $ 960,000
Plant and Equipment 1,080,000 1,440,000
Total Assets $ 2,040,000 $ 2,400,000
Liabilities $ 180,000 $ 216,000
Common Stock 480,000
Other Contributed Capital 600,000
Retained Earnings 780,000
Total Equities $ 2,040,000

As part of the negotiations, Pritano agreed to pay the stockholders of Succo $360,000 cash if
the postcombination earnings of Pritano averaged $2,160,000 or more per year over the next
two years.

Required:
A. Prepare the journal entries on the books of Pritano to record the acquisition on

December 31, 2003.
B. Assuming the earnings contingency is met, prepare the journal entry on Pritano’s books

needed to settle the contingency on December 31, 2005.

EXERCISE 2-6 Asset Purchase, Stock Contingency
On January 1, 2003, Platz Company acquired all the net assets of Satz Company by issuing
75,000 shares of its $10 par value common stock to the stockholders of Satz Company.
During negotiations Platz Company agreed that their common stock would have at least its
current value of $50 per share on January 1, 2004. The market price of Platz Company’s com-
mon stock on January 1, 2004, was $40 per share.

Required:
Prepare the journal entry on Platz Company’s books on January 1, 2004, assuming:
A. The contingency is settled in cash.
B. The contingency is settled by issuing additional shares of stock.

EXERCISE 2-7 Leveraged Buyout
Managers of Bayco own 500 of its 10,000 outstanding common shares. Draco is formed by the
managers of Bayco to take over Bayco in a leveraged buyout. The managers contribute their
shares in Bayco, and Draco then borrows $50,000 to purchase the remaining 9,500 outstand-
ing shares of Bayco. Bayco is then merged into Draco. Data relevant to Bayco immediately
prior to the leveraged buyout follow:
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Book Value Fair Value

Current Assets $ 3,000 $ 3,000
Plant Assets 12,000 25,000
Stockholders’ Equity $15,000 $28,000

Required:
Complete the following schedule showing the values to be reported in Draco’s balance sheet
immediately after the leveraged buyout.

Current Assets $
Plant Assets
Goodwill
Debt
Stockholders’ Equity

EXERCISE 2-8 Multiple Choice
Price Company issued 8,000 shares of its $20 par value common stock for the net assets of
Sims Company in a business combination under which Sims Company would be merged into
Price Company. On the date of the combination, Price Company common stock had a fair
value of $30 per share. Balance sheets for Price Company and Sims Company immediately
prior to the combination were:

Price Sims

Current Assets $ 438,000 $ 64,000
Plant and Equipment (net) 575,000 136,000
Total Assets $1,013,000 $200,000

Liabilities $ 300,000 $ 50,000
Common Stock, $20 par value 550,000 80,000
Other Contributed Capital 72,500 20,000
Retained Earnings 90,500 50,000
Total Equities $1,013,000 $200,000

Required:
Select the letter of the best answer.
1. If the business combination is treated as a purchase and Sims Company’s net assets have

a fair value of $228,800, Price Company’s balance sheet immediately after the combina-
tion will include goodwill of

(a) $10,200.
(b) $12,800.
(c) $11,200.
(d) $18,800.

2. If the business combination is treated as a purchase and the fair value of Sims Company’s
current assets is $90,000, its plant and equipment is $242,000, and its liabilities are
$56,000, Price Company’s balance sheet immediately after the combination will include

(a) Negative goodwill of $36,000.
(b) Plant and equipment of $817,000.
(c) Plant and equipment of $781,000.
(d) Goodwill of $36,000.

EXERCISE 2-9 Purchase
Effective December 31, 2003, Zintel Corporation proposes to issue additional shares of its
common stock in exchange for all the assets and liabilities of Smith Corporation and Platz
Corporation, after which Smith and Platz will distribute the Zintel stock to their stockholders
in complete liquidation and dissolution. The balance sheets of each of the corporations
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immediately prior to merger on December 31, 2003, follow. The common stock exchange
ratio was negotiated to be 1:1 for both Smith and Platz.

Zintel Smith Platz

Current Assets $1,600,000 $350,000 $ 12,000
Long-Term Assets (net) 5,700,000 1,890,000 98,000
Total Assets $7,300,000 $2,240,000 $110,000
Current Liabilities $700,000 $110,000 $9,000
Long-Term Debt 1,100,000 430,000 61,000
Common Stock, $5 par value 2,500,000 700,000 20,000
Retained Earnings 3,000,000 1,000,000 20,000
Total Equities $7,300,000 $2,240,000 $110,000

Required:
Prepare journal entries on Zintel’s books to record the combination. Assume the following:
The identifiable assets and liabilities of Smith and Platz are all reflected in the balance sheets
(above), and their recorded amounts are equal to their current fair values except for long-
term assets. The fair value of Smith’s long-term assets exceeds their book value by $20,000
and the fair value of Platz’s long-term assets exceeds their book values by $5,000. Zintel’s
common stock is traded actively and has a current market price of $15 per share. Prepare
journal entries on Zintel’s books to record the combination. (AICPA adapted)

EXERCISE 2-10 Allocation of Purchase Price to Various Assets and Liabilities
Assuming that S Company has no long-term marketable securities, consider the following
scenarios:

Case A
Assume that P Company paid $130,000 cash for 100% of the net assets of S
Company.

S Company

Assets

Current Assets Long-lived Assets Liabilities Net Assets

Book Value $15,000 $85,000 $20,000 $80,000
Fair Value 20,000 130,000 30,000 120,000

Case B
Assume that P Company paid $110,000 cash for 100% of the net assets of S
Company.

S Company

Assets

Current Assets Long-lived Assets Liabilities Net Assets

Book Value $15,000 $85,000 $20,000 $80,000
Fair Value 30,000 80,000 20,000 90,000

Case C
Assume that P Company paid $15,000 cash for 100% of the net assets of S
Company.

S Company

Assets

Current Assets Long-lived Assets Liabilities Net Assets

Book Value $15,000 $85,000 $20,000 $80,000
Fair Value 20,000 40,000 40,000 20,000
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Required:
Complete the following schedule by listing the amount that would be recorded on P’s books.

EXERCISE 2-11 Goodwill Impairment Test
On January 1, 2003, Porsche Company acquired the net assets of Saab Company for $450,000
cash. The fair value of Saab’s identifiable net assets was $375,000 on this date. Porsche
Company decided to measure goodwill impairment using the present value of future cash
flows to estimate the fair value of the reporting unit (Saab). The information for these sub-
sequent years is as follows:

Carrying Value Fair Value of 
Present Value of Future of Saab’s Identifiable Saab’s Identifiable

Year Cash Flows Net Assets* Net Assets

2004 $400,000 $330,000 $340,000
2005 400,000 320,000 345,000
2006 350,000 300,000 325,000

* Identifiable net assets do not include goodwill.

Required:
A. For each year determine the amount of goodwill impairment, if any.
B. Prepare the journal entries needed each year to record the goodwill impairment (if any)

on Porsche’s books from 2004 to 2006.
C. How should goodwill (and its impairment) be presented on the balance sheet and the

income statement in each year?
D. If goodwill is impaired, what additional information needs to be disclosed?

EXERCISE 2-12 Accounting for the Transition in Goodwill Treatment
Porch Company acquired the net assets of Stairs Company on January 1, 2000, for $600,000.
The management of Porch recently adopted a vertical merger strategy. On the date of the
combination (immediately before the acquisition), the assets, liabilities, and stockholders’
equity of each company were as follows:

Porch Stairs

Current Assets $400,000 $125,000
Plant Assets (net) 880,000 380,000
Total Assets $1,280,000 $505,000

Total Liabilities $300,000 $100,000
Common Stock, $20 par value 400,000 200,000
Other Contributed Capital 250,000 75,000
Retained Earnings 330,000 130,000
Total Equities $1,280,000 $505,000

On the date of acquisition, the only item on Stairs’ balance sheet not recorded at fair value
was plant assets, which had a fair value of $400,000. Plant assets had a 10-year remaining life,
and goodwill was to be amortized over 20 years.

In 2001, the FASB issued SFAS Nos. 141 and 142, and the Porch Company adopted the new
statements as of January 2002. On January 1, 2002, the fair value of Stairs’ identifiable net
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assets was $450,000. Stairs is considered to be a reporting unit for purposes of goodwill
impairment testing. Its fair value was estimated to be $550,000 on January 1, 2002, and its
carrying value (including goodwill) on that date was $600,000.

Required:
1. Prepare the journal entry as of January 1, 2000, to record the acquisition of Stairs by Porch.
2. What is the carrying value of goodwill (unamortized balance) resulting from the acquisition

of Stairs as of January 1, 2002? Hint: Recall that although goodwill is no longer amortized
under current GAAP, it was amortized for most companies in the years 2000 and 2001.

3. A transitional goodwill impairment test is required on the date of adoption of the new
FASB standards (to be carried out within the first six months after adoption) for preexist-
ing goodwill. Based on the facts listed above, perform the impairment test and calculate
the loss from impairment, if any. If there is an impairment of goodwill, how should it be
shown in the financial statements for the year 2002?

4. What transitional disclosures are required in the year of initial adoption of SFAS Nos. 141
and 142?

EXERCISE 2-13 Relation between Purchase Price, Goodwill, and Negative Goodwill
The following balance sheets were reported on January 1, 2004, for Peach Company and
Stream Company.

Peach Stream

Cash $ 100,000 $ 20,000
Inventory 300,000 100,000
Equipment (net) 880,000 380,000
Total $1,280,000 $500,000

Total Liabilities $ 300,000 $100,000
Common Stock, $20 par value 400,000 200,000
Other Contributed Capital 250,000 70,000
Retained Earnings 330,000 130,000
Total $1,280,000 $500,000

Required:
Appraisals reveal that the inventory has a fair value of $120,000 and that the equipment has
a current value of $410,000. The book value and fair value of liabilities are the same.
Assuming that Peach Company wishes to acquire Stream for cash in an asset acquisition,
determine the following cutoff amounts:
A. The purchase price above which Peach would record goodwill.
B. The purchase price below which the equipment would be recorded at less than its fair

market value.
C. The purchase price below which Peach would record an extraordinary gain.
D. The purchase price below which Peach would obtain a “bargain.”
E. The purchase price at which Peach would record $50,000 of goodwill.

EXERCISE 2-14 Comparison of Earnings Effects of Purchase (Old and New Rules) versus Pooling of
Interests
The Arthur Company is considering a merger with the Guinevere Corporation as of January
1, 2004. It has not been determined whether the transaction will meet the criteria for a pooling
of interests. It has been determined, however, that the deal will be structured so as to qualify as
a nontaxable exchange for tax purposes. If the deal goes through, the Arthur Company expects
to issue 20,000 shares of its $5 par stock; the stock is currently trading at $22.25 per share.

The balance sheet of the Guinevere Corporation at the acquisition date is projected to
appear as shown on page 66. Also shown are Arthur’s assessments of Guinevere’s market val-
ues at January 1, 2004.
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Guinevere Guinevere
Book Values Market Values

Current Assets:
Cash $20,000 $20,000
Accounts Receivable 15,000 15,000
Inventory 30,000 30,000
Property, Plant, and Equipment:
Building (net) $100,000 $250,000
Equipment (net) 60,000 120,000
Total Assets $225,000

Total Liabilities $30,000 $30,000
Common Stock, $10 par value 80,000
Retained Earnings 115,000
Total Liabilities and Equities $225,000

Because Arthur Company’s management is worried about the relative effects of purchase
and pooling on future income statements, they have asked you to compare income before
taxes for the year 2004 under purchase versus pooling of interests accounting.

Combined revenues for Arthur and Guinevere are estimated at $300,000 for 2004. Estimated
expenses are $120,000, not including depreciation on Guinevere’s property and equipment or
any goodwill amortization related to the acquisition of Guinevere. Assume that the building
has a remaining useful life of 20 years, and the equipment has a life of 10 years. Assume that
any goodwill was to be amortized over a 40-year period under old purchase rules (not at all
under new purchase rules), and straight-line depreciation and amortization are used.

Required:
Compare income before taxes for the year 2004 under the purchase method—old rules, the
purchase method—new rules, and the pooling of interests method. Show support for your
calculations.

EXERCISE 2-15A Acquisition Entry, Deferred Taxes
Patel Company issued 100,000 shares of $1 par value common stock (market value of
$6/share) for the net assets of Seely Company on January 1, 2004, in a statutory merger.
Seely Company had the following assets, liabilities, and owners’ equity at that time:

Book Value Tax Basis Fair Value Excess

Cash $20,000 $20,000 $—0—
Accounts Receivable 112,000 112,000 —0—
Inventory (LIFO) 82,000 134,000 52,000
Land 30,000 55,000 25,000
Plant Assets (net) 392,000 463,000 71,000
Total Assets $636,000 $784,000

Allowance for Uncollectible Accounts $ 10,000 $ 10,000 $—0—
Accounts Payable 54,000 54,000 —0—
Bonds Payable 200,000 180,000 20,000
Common Stock, $1 par value 80,000
Other Contributed Capital 132,000
Retained Earnings 160,000
Total Equities $636,000

Required:
Prepare the journal entry to record the assets acquired and liabilities assumed. Assume an
income tax rate of 40%.
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PROBLEMS

PROBLEM 2-1 Consolidation
Condensed balance sheets for Phillips Company and Solina Company on January 1, 2003,
are as follows:

Phillips Solina

Current Assets $180,000 $85,000
Plant and Equipment (net) 450,000 140,000
Total Assets $630,000 $225,000

Total Liabilities $95,000 $35,000
Common Stock, $10 par value 350,000 160,000
Other Contributed Capital 125,000 53,000
Retained Earnings (Deficit) 60,000 (23,000)
Total Equities $630,000 $225,000

On January 1, 2003, the stockholders of Phillips and Solina agreed to a consolidation
whereby a new corporation, McGregor Company, would be formed to consolidate Phillips
and Solina. McGregor Company issued 30,000 shares of its $20 par value common stock for
the net assets of Phillips and Solina.

On the date of consolidation, the fair values of Phillip’s and Solina’s current assets and
liabilities were equal to their book values. The fair value of plant and equipment for each
company was: Phillips, $530,000; Solina, $150,000.

The investment banking house of Bradly and Bradly estimated that the fair value of
McGregor Company’s common stock was $35 per share. Phillips will incur $20,000 of direct
acquisition costs and $6,000 in stock issue costs.

Required:
Prepare the journal entries to record the consolidation on the books of McGregor Company.

PROBLEM 2-2 Merger and Consolidation
Stockholders of Acme Company, Baltic Company, and Colt Company are considering alter-
native arrangements for a business combination. Balance sheets and the fair values of each
company’s assets on October 1, 2004, were as follows:

Acme Baltic Colt

Assets $3,900,000 $7,500,000 $950,000

Liabilities $2,030,000 $2,200,000 $260,000
Common Stock, $20 par value 2,000,000 1,800,000 540,000
Other Contributed Capital –0– 600,000 190,000
Retained Earnings (Deficit) (130,000) 2,900,000 (40,000)
Total Equities $3,900,000 $7,500,000 $950,000
Fair Values of Assets $4,200,000 $9,000,000 $1,300,000

Acme Company shares have a fair value of $50. A fair (market) price is not available for
shares of the other companies because they are closely held. Fair values of liabilities equal
book values.

Required:
Prepare a balance sheet for the business combination. Assume the following: Acme
Company acquires all the assets and assumes all the liabilities of Baltic and Colt Companies
by issuing in exchange 140,000 shares of its common stock to Baltic Company and 40,000
shares of its common stock to Colt Company.
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PROBLEM 2-3 Purchase of Net Assets Using Bonds
On January 1, 2004, Perez Company acquired all the assets and assumed all the liabilities
of Stalton Company and merged Stalton into Perez. In exchange for the net assets of Stalton,
Perez gave its bonds payable with a maturity value of $600,000, a stated interest rate of 10%,
interest payable semiannually on June 30 and December 31, a maturity date of January 1,
2014, and a yield rate of 12%.

Balance sheets for Perez and Stalton (as well as fair value data) on January 1, 2004, were
as follows:

Perez Stalton

Book Value Book Value Fair Value

Cash $250,000 $114,000 $114,000
Receivables 352,700 150,000 135,000
Inventories 848,300 232,000 310,000
Land 700,000 100,000 315,000
Buildings 950,000 410,000 54,900
Accumulated Depreciation—Buildings (325,000) (170,500)
Equipment 262,750 136,450 123,700
Accumulated Depreciation—Equipment (70,050) (90,450) (84,250)

Total Assets $2,968,700 $881,500 $968,350

Current Liabilities $292,700 $95,300 $95,300
Bonds Payable, 8% due 1/1/2013,

Interest Payable 6/30 and 12/31 300,000 260,000
Common Stock, $15 par value 1,200,000
Common Stock, $5 par value 236,500
Other Contributed Capital 950,000 170,000
Retained Earnings 526,000 79,700

Total Equities $2,968,700 $881,500

Required:
Prepare the journal entry on the books of Perez Company to record the acquisition of
Stalton Company’s assets and liabilities in exchange for the bonds.

PROBLEM 2-4 Cash Acquisition, Earnings Contingency
Pham Company acquired the assets (except for cash) and assumed the liabilities of Senn
Company on January 1, 2004, paying $720,000 cash. Senn Company’s December 31, 2003,
balance sheet, reflecting both book values and fair values, showed:

Book Value Fair Value

Accounts Receivable (net) $72,000 $65,000
Inventory 86,000 99,000
Land 110,000 162,000
Buildings (net) 369,000 450,000
Equipment (net) 237,000 288,000

Total $874,000 $1,064,000

Accounts Payable $83,000 $83,000
Note Payable 180,000 180,000
Common Stock, $2 par value 153,000
Other Contributed Capital 229,000
Retained Earnings 229,000

Total $874,000

As part of the negotiations, Pham Company agreed to pay the former stockholders of Senn
Company $135,000 cash if the postcombination earnings of the combined company (Pham)
reached certain levels during 2004 and 2005.
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Required:
A. Record the journal entry on the books of Pham Company to record the acquisition on

January 1, 2004.
B. Assuming the earnings contingency is met, prepare the journal entry on Pham

Company’s books to settle the contingency on January 2, 2006.
C. Repeat requirement (B), assuming the amount of the contingent payment was $80,000

rather than $135,000.

PROBLEM 2-5 Leveraged Buyout
The managers of Park Company own 1,000 of its 20,000 outstanding common shares. Step
Company is formed by the managers of Park Company to take over Park Company in a lever-
aged buyout. The managers contribute their shares in Park Company, and Step Company
then borrows $90,000 to purchase the remaining 19,000 shares of Park Company for
$80,000; the remaining $10,000 is used for working capital. Park Company is then merged
into Step Company effective January 1, 2003. Data relevant to Park Company immediately
prior to the leveraged buyout follow:

Book Value Fair Value

Current Assets $12,000 $12,000
Plant Assets 35,000 70,000
Liabilities (7,000) (7,000)
Stockholders’ Equity $40,000 $75,000

Required:
A. Prepare journal entries on Step Company’s books to reflect the effects of the leveraged

buyout.
B. Prepare a balance sheet for Step Company immediately after the merger.

PROBLEM 2-6 Asset Acquisition, Pro Forma
Balance sheets for Salt Company and Pepper Company on December 31, 2003, follow:

Salt Pepper

ASSETS
Cash $95,000 $180,000
Receivables 117,000 230,000
Inventories 134,000 231,400
Plant Assets 690,000 1,236,500
Total Assets $1,036,000 $1,877,900

EQUITIES
Accounts Payable $180,000 $255,900
Mortgage Payable 152,500 180,000
Common Stock, $20 par value 340,000 900,000
Other Contributed Capital 179,500 270,000
Retained Earnings 184,000 272,000
Total Equities $1,036,000 $1,877,900

Pepper Company tentatively plans to issue 30,000 shares of its $20 par value stock, which has
a current market value of $37 per share net of commissions and other issue costs. Pepper
Company then plans to acquire the assets and assume the liabilities of Salt Company for a
cash payment of $800,000 and $300,000 in long-term 8% notes payable. Pepper Company’s
receivables include $60,000 owed by Salt Company. Pepper Company is willing to pay more
than the book value of Salt Company assets because plant assets are undervalued by $215,000
and Salt Company has historically earned above-normal profits.
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Required:
Prepare a pro forma balance sheet showing the effects of these planned transactions.

PROBLEM 2-7 Purchase, Decision to Accept
Spalding Company has offered to sell to Ping Company its assets at their book values plus
$1,800,000 representing payment for goodwill. Operating data for 2003 for the two compa-
nies are as follows:

Ping Company Spalding Company

Sales $3,510,100 $2,365,800
Cost of Goods Sold 1,752,360 1,423,800
Gross Profit 1,757,740 942,000
Selling Expenses $632,500 $292,100
Other Expenses 172,600 150,000
Total Expenses 805,100 442,100
Net Income $952,640 $499,900

Ping Company’s management estimates the following operating changes if Spalding
Company is merged with Ping Company through a purchase:
A. After the merger, the sales volume of Ping Company will be 20% in excess of the present

combined sales volume, and the sale price per unit will be decreased by 10%.
B. Fixed manufacturing expenses have been 30% of cost of goods sold for each company.

After the merger, the fixed manufacturing expenses of Ping Company will be increased
by 70% of the current fixed manufacturing expenses of Spalding Company. The current
variable manufacturing expenses of Ping Company, which are 70% of cost of goods sold,
are expected to increase in proportion to the increase in sales volume.

C. Selling expenses of Ping Company are expected to be 85% of the present combined sell-
ing expenses of the two companies.

D. Other expenses of Ping Company are expected to increase by 85% as a result of the
merger.

Any excess of the estimated net income of the merged company over the combined pres-
ent net income of the two companies is to be capitalized at 20%. If this amount exceeds the
price set by Spalding Company for goodwill, Ping Company will accept the offer.

Required:
Prepare a pro forma (or projected) income statement for Ping Company for 2004 assuming
the merger takes place, and indicate whether Ping Company should accept the offer.

PROBLEM 2-8A Acquisition Entry and Deferred Taxes
On January 1, 2005, Pruitt Company issued 30,000 shares of its $2 par value common stock
for the net assets of Shah Company in a statutory merger accounted for as a purchase.
Pruitt’s common stock had a fair value of $28 per share at that time. A schedule of the Shah
Company assets acquired and liabilities assumed at book values (which are equal to their tax
bases) and fair values follows.

Item Book Value/Tax Basis Fair Value Excess

Receivables (net) $125,000 $125,000 $—0—
Inventory 167,000 195,000 28,000
Land 86,500 120,000 33,500
Plant Assets (net) 467,000 567,000 100,000
Patents 95,000 200,000 105,000
Total $940,500 $1,207,000 $266,500
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Current Liabilities $89,500 $89,500 $—0—
Bonds Payable 300,000 360,000 60,000
Common Stock 120,000
Other Contributed Capital 164,000
Retained Earnings 267,000
Total $940,500

Additional Information:
1. Pruitt’s income tax rate is 35%.
2. All of Shah’s beginning inventory was sold during 2005.
3. Useful lives for depreciation and amortization purposes are:

Plant assets 10 years
Patents 8 years
Bond premium 10 years

4. Pruitt uses the straight-line method for all depreciation and amortization purposes.

Required:
A. Prepare the entry on Pruitt Company’s books to record the acquisition of the assets and

assumption of the liabilities of Shah Company.
B. Assuming Pruitt Company had taxable income of $468,000 in 2005, prepare the income

tax entry for 2005.
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