Consolidation
of Financial
Information

inancial statements published and distributed to owners, credi-

tors, and other interested parties appear to report the opera-

tions and financial position of a single company. In reality, these
statements frequently represent a number of separate organizations
tied together through common control (a business combination). When
financial statements represent more than one corporation, we refer to
them as consolidated financial statements.

Consolidated financial statements are typical in today’s business
world. Most major organizations, and many smaller ones, hold control
over an array of organizations. For example, from 2000 through 2013,
Cisco Systems, Inc., reported more than 100 business acquisitions that
now are consolidated in its financial reports. PepsiCo, Inc., as another
example, annually consolidates data from a multitude of companies
into a single set of financial statements. By gaining control over these
companies (often known as subsidiaries)—which include among others
Pepsi Beverages Company, Tropicana Products, and Quaker Oats—
PepsiCo (the parent) forms a single business combination and single
reporting entity.

The consolidation of financial information as exemplified by
Cisco Systems and PepsiCo is one of the most complex procedures in
all of accounting. Comprehending this process completely requires
understanding the theoretical logic that underlies the creation of a
business combination. Furthermore, a variety of procedural steps must
be mastered to ensure that proper accounting is achieved for this sin-
gle reporting entity. The following coverage introduces both of these
aspects of the consolidation process.

The FASB Accounting Standards Codification (ASC) contains the
current accounting standards for business combinations under the
following topics:

e "“Business Combinations” (Topic 805).

e “Consolidation” (Topic 810).

Parent
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chapter

Learning Objectives

After studying this chapter, you
should be able to:

LO 2-1 Discuss the motives for
business combinations.

LO 2-2 Recognize when consolidation
of financial information into
a single set of statements is
necessary.

LO 2-3 Define the term business
combination and
differentiate across
various forms of business
combinations.

LO 2-4 Describe the valuation
principles of the acquisition
method.

LO 2-5 Determine the total fair
value of the consideration
transferred for an acquisition
and allocate that fair value
to specific subsidiary assets
acquired (including goodwill)
and liabilities assumed or to a
gain on bargain purchase.

LO 2-6 Prepare the journal entry to
consolidate the accounts of a
subsidiary if dissolution takes
place.

LO 2-7 Prepare a worksheet to
consolidate the accounts of
two companies that form
a business combination if
dissolution does not take place.

LO 2-8 Describe the two criteria for
recognizing intangible assets
apart from goodwill in a
business combination.

LO 2-9 Appendix: Identify the
general characteristics of the
legacy purchase and pooling
of interest methods of
accounting for past business
combinations. Understand the
effects that persist today in
financial statements from the
use of these legacy methods.
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Discuss the motives for
business combinations.

The ASC “Business Combinations” topic provides guidance on the accounting
and reporting for business combinations using the acquisition method. The acquisi-
tion method embraces a fair-value measurement attribute. Adoption of this attribute
reflects the FASB’s increasing emphasis on fair value for measuring and assessing business
activity. In the past, financial reporting standards embraced the cost principle to measure
and report the financial effects of business combinations. This fundamental change from
a cost-based to a fair-value model has transformed the way we account for and report
business combinations in our society.

The ASC “Consolidation” topic provides guidance on circumstances that require a
firm to prepare consolidated financial reports and various other related reporting issues.
Basically, consolidated financial reports must be prepared whenever one firm has a con-
trolling financial interest in another. Although ownership of a majority voting interest is
the usual condition for a controlling financial interest, the power to control may also
exist with a lesser percentage of ownership through governance contracts, leases, or
agreement with other stockholders.’

In this chapter, we first present expansion through corporate takeovers and present
an overview of the consolidation process. Then we present the specifics of the acquisi-
tion method of accounting for business combinations where the acquirer obtains com-
plete ownership of another firm. Later, beginning in Chapter 4, we introduce coverage of
acquisitions with less than complete ownership.

Financial reporting for business combinations has experienced many changes over the
past decade. Prior to the acquisition method requirement, accounting standards allowed
either the purchase method or the earlier pooling of interests method of accounting for
business combinations. Neither of these methods is now permitted for reporting the for-
mation of new business combinations. However, because of the prospective application
of the acquisition method beginning in 2009, legacy effects of these methods remain in
many of today’s financial statements. Therefore, an appendix to this chapter provides a
review of the purchase and pooling of interests methods.

Expansion through Corporate Takeovers

Reasons for Firms to Combine

A frequent economic phenomenon is the combining of two or more businesses into a sin-
gle entity under common management and control. During recent decades, the United
States and the rest of the world have experienced an enormous number of corporate
mergers and takeovers, transactions in which one company gains control over another.
According to Thomson Reuters, the number of mergers and acquisitions globally in
2012 exceeded 42,000, with a total value of more than $2.6 trillion. Of these deals more
than $773 billion involved a U.S. firm. As indicated by Exhibit 2.1, the magnitude of
recent combinations continues to be large.

As with any other economic activity, business combinations can be part of an overall
managerial strategy to maximize shareholder value. Shareholders—the owners of the
firm—hire managers to direct resources so that the firm’s value grows over time. In this
way, owners receive a return on their investment. Successful firms receive substantial
benefits through enhanced share value. Importantly, the managers of successful firms
also receive substantial benefits in salaries, especially if their compensation contracts are
partly based on stock market performance of the firm’s shares.

If the goal of business activity is to maximize the firm’s value, in what ways do business
combinations help achieve that goal? Clearly, the business community is moving rapidly

T We discuss entities controlled through contractual means (known as variable interest entities) in Chapter 6.



EXHIBIT 2.1
Recent Notable Business
Combinations
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Acquirer Target Deal Value
Express Scripts, Inc. Medco Health Solutions, Inc. $34.3B
Duke Energy Corp. Progress Energy, Inc. 32.0B
Google Motorola 12.4B
Microsoft Skype 8.5B
Bristol-Myers Squibb Amylin Pharmaceuticals 5.3B
eBay GSI Commerce 2.4B
Campbell Soup Bolthouse Farms 1.6B
Amgen Micromet 1.2B
Facebook Instagram 1.0B
Bausch & Lomb Ista Pharmaceuticals 500M
Apple AuthenTec 356M

toward business combinations as a strategy for growth and competitiveness. Size and scale
are obviously becoming critical as firms compete in today’s markets. If large firms can be
more efficient in delivering goods and services, they gain a competitive advantage and
become more profitable for the owners. Increases in scale can produce larger profits from
enhanced sales volume despite smaller (more competitive) profit margins. For example, if
a combination can integrate successive stages of production and distribution of products,
coordinating raw material purchases, manufacturing, and delivery can result in substan-
tial savings. As an example, Oracle’s acquisition of Sun Microsystems enables Oracle to
closely integrate its software product lines with hardware specifications. The acquisition
allows Oracle to offer complete systems made of chips, computers, storage devices, and
software with an aim toward increased efficiency and quality.? Other cost savings resulting
from elimination of duplicate efforts, such as data processing and marketing, can make a
single entity more profitable than the separate parent and subsidiary had been in the past.

Although no two business combinations are exactly alike, many share one or more of
the following characteristics that potentially enhance profitability:

* Vertical integration of one firm’s output and another firm’s distribution or further
processing.

* Cost savings through elimination of duplicate facilities and staff.
* Quick entry for new and existing products into domestic and foreign markets.
* Economies of scale allowing greater efficiency and negotiating power.

» The ability to access financing at more attractive rates. As firm size increases, negoti-
ating power with financial institutions can increase also.

» Diversification of business risk.

Business combinations also occur because many firms seek the continuous expansion of
their organizations, often into diversified areas. Acquiring control over a vast network
of different businesses has been a strategy utilized by a number of companies (sometimes
known as conglomerates) for decades. Entry into new industries is immediately available
to the parent without having to construct facilities, develop products, train management,
or create market recognition. Many corporations have successfully employed this strat-
egy to produce huge, highly profitable organizations. Unfortunately, others discovered
that the task of managing a widely diverse group of businesses can be a costly learning
experience. Even combinations that are designed to take advantage of operating syner-
gies and cost savings will fail if the integration is not managed carefully.

Overall, the primary motivations for many business combinations can be traced to
an increasingly competitive environment. Three recent business combinations provide
interesting examples of distinct motivations to combine: Campbell Soup and Bolthouse
Farms, Microsoft and Skype, and Duke Energy and Progress Energy. Each is discussed
briefly in turn.

2Ben Worthen, Cari Tuna, and Justin Scheck, “Companies More Prone to Go ‘Vertical,'” The Wall Street
Journal, November 30, 2009.
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Campbell Soup and Bolthouse Farms

On August 6, 2012, Campbell Soup Company completed the acquisition of Bolthouse
Farms of Bakersfield, California, a producer of refrigerated juices, smoothies, protein
shakes, baby carrots, and salad dressings. The $1.6 billion acquisition was the largest in
Campbell’s history and was funded through a combination of short- and long-term
borrowings. Campbell plans to operate Bolthouse Farms as a separate operating unit
maintaining its senior management team. Denise Morrison, Campbell’s president and
chief executive officer, said in the press release announcing the acquisition, “Bolthouse is
a great strategic fit with Campbell . . . its strong position in the high-growth packaged
fresh category complements our chilled soup business in North America, and offers
exciting opportunities for expansion into adjacent packaged fresh segments that respond
directly to powerful consumer trends.”?

The acquisition positions Campbell into the rapidly growing market of healthy pack-
aged fresh foods. Moreover, the deal comes at a time when Campbell faces a shift in
consumer preferences from shelf-stable products to fresher foods, especially by younger
demographics. Canned soup sales reportedly have been down for several years, and the
company finds itself increasingly challenged to provide healthier offerings, including its
V8 brand vegetable juice. The Bolthouse acquisition, along with its array of 100 percent
vegetable juices, thus provides an opportunity for synergies within the healthy beverage
market.*

As with most business acquisitions over the past few decades, intangible assets rep-
resent key value drivers. Campbell’s January 27, 2013, Form 10-Q filed with the SEC
reports $695 million of goodwill related to the acquisition. Other intangibles recognized
from the Bolthouse Farms acquisition include $383 million in trademarks, $132 million
in customer relationships, and additional amounts for a distributor relationship, tech-
nology and patents, and formulas and recipes.

Microsoft and Skype

On October 13, 2011, Microsoft acquired all of the outstanding shares of Internet phone
company Skype Global, an Internet communications company founded in 2003 and
based in Luxembourg. Costing $8.5 billion, the Skype deal is the biggest in the 37-year
history of Microsoft and expands Microsoft’s presence beyond its Windows and Office
software products. The deal represents an expansion in the Internet consumer market
designed to increase the accessibility of real-time video and voice communications.
Skype will operate as a new business division within Microsoft.’

The acquisition is not the first for Skype. eBay acquired Skype in 2005 for $3.1 billion
and then sold most of its ownership to a private equity group in 2009. As with many
business combinations, although rewards initially appear promising, risks remain. Since
its inception, Skype has earned little in profits and last year posted a net loss of $7 million
on revenues of $860 million.®

Nonetheless, high expectations for synergies across Microsoft and Skype are evi-
denced by the $7.1 billion goodwill attributed to the acquisition. As noted in Microsoft’s
2012 SEC Form 10-K, “The goodwill recognized in connection with the acquisition is
primarily attributable to our expectation of extending Skype’s brand and the reach of its
networked platform, while enhancing Microsoft’s existing portfolio of real-time com-
munications products and services.” In addition, the success of the Skype acquisition
will depend on Microsoft’s ability to compete against rivals Apple and Google in the
expanding markets of instant messaging, voice, video messaging, and other communica-
tion projects.

3 Business Wire, “Campbell to Acquire Bolthouse Farms,” Campbell press release, July 9, 2012.
4Paul Ziobro, “Campbell to Buy Fresh-Foods Maker,” The Wall Street Journal, July 9, 2012.
> Microsoft press release, May 10, 2011.

6 Anupreeta Das and Nick Wingfield, “Microsoft Near Deal to Acquire Sykpe,” The Wall Street Journal,
May 10, 2011.
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Duke Energy and Progress Energy

On July 3, 2012, Duke Energy acquired Progress Energy in a transaction valued at $32
billion. Progress Energy is now a wholly owned subsidiary of Duke, and combined, the
companies became the country’s largest electric utility as measured by enterprise value,
market capitalization, assets, customers, and so forth. Under the agreement, each share
of Progress Energy was converted into the right to receive approximately .87 shares of
Duke Energy common stock.’

The acquisition continued a clear trend of consolidation in the electric utility industry.
According to Todd Shipman, a utilities analyst at Standard & Poor’s, “since deregu-
lation the industry has shrunk to roughly 50 publicly traded companies, from 100.”3
Adjusting to the new reality of falling growth of demand for energy, utilities are turning
to consolidation to extract savings through better use of capacity as well as dealing with
the rising costs of compliance with environmental regulation. Moreover, economies of
scale allow utilities to spread fixed costs over a larger asset platform and better manage
expansive projects including new plant construction.

Unlike high-tech and pharmaceutical industry combinations that primarily recognize
intangible assets, Duke Energy’s acquisition of Progress Energy was dominated by a $23
billion value assigned to Progress Energy’s property, plant, and equipment. Nonetheless,
goodwill of $12.5 billion was recognized. According to Duke Energy’s 2012 SEC Form
10-K, the goodwill reflects the “long-term potential for enhanced access to capital as a
result of the company’s increased scale and diversity, opportunities for synergies, and an
improved risk profile.”

The acquisition required approval from the Federal Energy Regulatory Commission
which gave Duke Energy six and a half years to return at least $650 million in fuel and
related cost savings to its customers.’ Thus, the pressure on Duke Energy to extract
synergies and capitalize on its scale began immediately.

Business Combinations, Control, and Consolidated
Financial Reporting

The consolidation of financial information into a single set of statements becomes neces-
sary when the business combination of two or more companies creates a single economic
entity. As stated in FASB ASC (para. 810-10-10-1): “There is a presumption that con-
solidated financial statements are more meaningful than separate financial statements
and that they are usually necessary for a fair presentation when one of the entities in
the consolidated group directly or indirectly has a controlling financial interest in the
other entities.”

Thus, in producing financial statements for external distribution, the reporting entity
transcends the boundaries of incorporation to encompass (i.e., consolidate) all compa-
nies for which control is present. Even though the various companies may retain their
legal identities as separate corporations, the resulting information is more meaningful to
outside parties when consolidated into a single set of financial statements.

To explain the process of preparing consolidated financial statements for a business
combination, we address three questions:

1. How is a business combination formed?
2. What constitutes a controlling financial interest?
3. How is the consolidation process carried out?

7 Duke Energy press release, July 3, 2012.
8 Andrew Ross Sorkin, “Utilities Turn to Mergers as Demand for Power Slows,” The New York Times Deal-
book, June 16, 2011.

9 John Downey, “NC Approves Duke Energy-Progress Energy Merger,” Charlotte Business Journal, June 29,
2012.
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Define the term business
combination and differentiate
across various forms of
business combinations.

Business Combinations—Creating a Single Economic Entity

A business combination refers to a transaction or other event in which an acquirer
obtains control over one or more businesses.

Business combinations are formed by a wide variety of transactions or events with
various formats. For example, each of the following is identified as a business combina-
tion although it differs widely in legal form. In every case, two or more enterprises are
being united into a single economic entity so that consolidated financial statements are
required.

1. One company obtains the assets, and often the liabilities, of another company in
exchange for cash, other assets, liabilities, stock, or a combination of these. The second
organization normally dissolves itself as a legal corporation. Thus, only the acquiring
company remains in existence, having absorbed the acquired net assets directly into its
own operations. Any business combination in which only one of the original companies
continues to exist is referred to in legal terms as a statutory merger.

2. One company obtains all of the capital stock of another in exchange for cash,
other assets, liabilities, stock, or a combination of these. After gaining control, the
acquiring company can decide to transfer all assets and liabilities to its own financial
records with the second company being dissolved as a separate corporation.'” The busi-
ness combination is, once again, a statutory merger because only one of the companies
maintains legal existence. This statutory merger, however, is achieved by obtaining
equity securities rather than by buying the target company’s assets. Because stock is
obtained, the acquiring company must gain 100 percent control of all shares before
legally dissolving the subsidiary.

3. Two or more companies transfer either their assets or their capital stock to a
newly formed corporation. Both original companies are dissolved, leaving only the new
organization in existence. A business combination effected in this manner is a statu-
tory consolidation. The use here of the term consolidation should not be confused with
the accounting meaning of that same word. In accounting, consolidation refers to the
mechanical process of bringing together the financial records of two or more organiza-
tions to form a single set of statements. A statutory consolidation denotes a specific type
of business combination that has united two or more existing companies under the own-
ership of a newly created company.

4. One company achieves legal control over another by acquiring a majority of vot-
ing stock. Although control is present, no dissolution takes place; each company remains
in existence as an incorporated operation. NBC Universal, as an example, continues to
retain its legal status as a corporation after being acquired by Comcast Corporation.
Separate incorporation is frequently preferred to take full advantage of any intangible
benefits accruing to the acquired company as a going concern. Better utilization of such
factors as licenses, trade names, employee loyalty, and the company’s reputation can be
possible when the subsidiary maintains its own legal identity. Moreover, maintaining an
independent information system for a subsidiary often enhances its market value for an
eventual sale or initial public offering as a stand-alone entity.

Because the asset and liability account balances are not physically combined as in
statutory mergers and consolidations, each company continues to maintain an inde-
pendent accounting system. To reflect the combination, the acquiring company enters
the takeover transaction into its own records by establishing a single investment asset
account. However, the newly acquired subsidiary omits any recording of this event; its
stock is simply transferred to the parent from the subsidiary’s shareholders. Thus, the
subsidiary’s financial records are not directly affected by a takeover.

5. Afinal vehicle for control of another business entity does not involve a majority vot-
ing stock interest or direct ownership of assets. Control of a variable interest entity (VIE)

10 Although the acquired company has been legally dissolved, it frequently continues to operate as a separate
division within the surviving company’s organization.
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Type of Combination

Action of
Acquiring Company

Action of
Acquired Company

Statutory merger through
asset acquisition.

Acquires assets and often
liabilities.

Dissolves and goes out of
business.

Statutory merger through
capital stock acquisition.

Acquires all stock and then
transfers assets and liabili-
ties to its own books.

Dissolves as a separate
corporation, often remaining
as a division of the acquiring
company.

Statutory consolidation
through capital stock or
asset acquisition.

Newly created entity
receives assets or capital

stock of original companies.

Original companies may dis-
solve while remaining as
separate divisions of newly
created company.

Acquisition of more than
50 percent of the voting
stock.

Acquires stock that is
recorded as an investment;
controls decision making of
acquired company.

Remains in existence as legal
corporation, although now
a subsidiary of the acquiring
company.

Control through ownership

Establishes contractual

Remains in existence as a

of variable interests (see control over a variable
Chapter 6). Risks and rewards interest entity to engage
often flow to a sponsoring in a specific activity.

firm that may or may not hold

equity shares.

separate legal entity—often a
trust or partnership.

by design often does not rest with its equity holders. Instead, control is exercised through
contractual arrangements with a sponsoring firm that, although it technically may not
own the VIE, becomes its “primary beneficiary” with rights to its residual profits. These
contracts can take the form of leases, participation rights, guarantees, or other interests.
Past use of VIEs was criticized because these structures provided sponsoring firms with
off-balance sheet financing and sometimes questionable profits on sales to their VIEs.
Prior to 2004, many sponsoring entities of VIEs did not technically meet the definition
of a controlling financial interest (i.e., majority voting stock ownership) and thus did
not consolidate their VIEs. Current GAAP, however, expands the notion of control and
thus requires consolidation of VIEs by their primary beneficiary.

As you can see, business combinations are created in many distinct forms. The spe-
cific format is a critical factor in the subsequent consolidation of financial information.
Exhibit 2.2 provides an overview of the various combinations.

Control—An Elusive Quality

The definition of control is central to determining when two or more entities become one
economic entity and therefore one reporting entity. Control of one firm by another is
most often achieved through the acquisition of voting shares. By exercising majority vot-
ing power, one firm can literally dictate the financing and operating activities of another
firm. Accordingly, U.S. GAAP traditionally has pointed to a majority voting share own-
ership as a controlling financial interest that requires consolidation.

However, majority ownership does not always indicate an exclusive ability for one
entity to exercise control over another. According to the FASB ASC Glossary, control is

the direct or indirect ability to determine the direction of management and policies through
ownership, contract, or otherwise.

This description recognizes the complex profit-sharing agreements that sometimes
accompany economic resource sharing. To reduce their risk, several parties may par-
ticipate in directing the activities of another entity. For example, a parent with majority
ownership may grant certain decision rights to noncontrolling shareholders in exchange
for economic support. Such noncontrolling participation rights may be powerful enough
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to prevent the majority owners from controlling the entity. Thus, additional criteria are
needed to determine control when majority voting ownership does not provide the exclu-
sive ability to direct another entity’s activities.

The FASB continues its effort to develop comprehensive guidance for consolidation
of all entities, including entities controlled by voting interests.!! Their most recent efforts
focus on identifying the decision maker with the power to direct the activities of another
entity that most significantly impact the entity’s economic performance. This power
concept recognizes that voting interests provide but one among several vehicles for con-
trolling another firm. As the complexity of arrangements between companies increases,
defining when one firm controls another remains a continuing challenge for financial
reporting standard setters.

Nonetheless, the primary way U.S. firms exercise control remains through the acqui-
sition of a majority of another firm’s voting shares. Consequently, in this text, we largely
focus on control relationships established through voting interests. In Chapter 6, how-
ever, we expand our coverage to include the consolidation of firms where control is exer-
cised through variable interests.

Consolidation of Financial Information

When one company gains control over another, a business combination is established.
Financial data gathered from the individual companies are then brought together to
form a single set of consolidated statements. Although this process can be complicated,
the objectives of a consolidation are straightforward—to report the financial position,
results of operations, and cash flows for the combined entity. As a part of this pro-
cess, reciprocal accounts and intra-entity transactions must be adjusted or eliminated to
ensure that all reported balances truly represent the single entity.

Applicable consolidation procedures vary significantly depending on the legal format
employed in creating a business combination. For a statutory merger or a statutory con-
solidation, when the acquired company (or companies) is (are) legally dissolved, only one
accounting consolidation ever occurs. On the date of the combination, the surviving com-
pany simply records the various account balances from each of the dissolving companies.
Because the accounts are brought together permanently in this manner, no further consol-
idation procedures are necessary. After the balances have been transferred to the survivor,
the financial records of the acquired companies are closed out as part of the dissolution.

Conversely, in a combination when all companies retain incorporation, a different set
of consolidation procedures is appropriate. Because the companies preserve their legal
identities, each continues to maintain its own independent accounting records. Thus, no
permanent consolidation of the account balances is ever made. Rather, the consolidation
process must be carried out anew each time the reporting entity prepares financial state-
ments for external reporting purposes.

When separate record-keeping is maintained, the accountant faces a unique prob-
lem: The financial information must be brought together periodically without disturb-
ing the accounting systems of the individual companies. Because these consolidations
are produced outside the financial records, worksheets traditionally are used to expe-
dite the process. Worksheets are a part of neither company’s accounting records nor the
resulting financial statements. Instead, they are an efficient structure for organizing and
adjusting the information used to prepare externally reported consolidated statements.

Consequently, the legal characteristics of a business combination have a significant
impact on the approach taken to the consolidation process:

What is to be consolidated?

+ If dissolution takes place, appropriate account balances are physically consolidated in
the surviving company’s financial records.

» If separate incorporation is maintained, only the financial statement information (not
the actual records) is consolidated.

" FASB, Proposed Accounting Standards Update, Consolidation Topic 810: “Principal vs. Agent Analysis,”
revised February 15, 2012.
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When does the consolidation take place?
+ Ifdissolution takes place, a permanent consolidation occurs at the date of the combination.

» If separate incorporation is maintained, the consolidation process is carried out at
regular intervals whenever financial statements are to be prepared.

How are the accounting records affected?

« If dissolution takes place, the surviving company’s accounts are adjusted to include
appropriate balances of the dissolved company. The dissolved company’s records are
closed out.

» If separate incorporation is maintained, each company continues to retain its own
records. Using worksheets facilitates the periodic consolidation process without dis-
turbing the individual accounting systems.

Financial Reporting for Business Combinations
The Acquisition Method

Regardless of whether the acquired firm maintains its separate incorporation or dissolu-
tion takes place, current standards require the acquisition method to account for busi-
ness combinations. Applying the acquisition method involves recognizing and measuring

* The consideration transferred for the acquired business and any noncontrolling interest.
» The separately identified assets acquired and liabilities assumed.
* Goodwill, or a gain from a bargain purchase.

Fair value is the measurement attribute used to recognize these and other aspects of a
business combination. Therefore, prior to examining specific applications of the acquisi-
tion method, we present a brief discussion of the fair-value concept as applied to busi-
ness combinations.

Consideration Transferred for the Acquired Business

The fair value of the consideration transferred to acquire a business from its former
owners is the starting point in valuing and recording a business combination. In describ-
ing the acquisition method, the FASB ASC states,

The consideration transferred in a business combination shall be measured at fair value,
which shall be calculated as the sum of the acquisition-date fair values of the assets trans-
ferred by the acquirer, the liabilities incurred by the acquirer to former owners of the
acquiree, and the equity interests issued by the acquirer. (FASB ASC para. 805-30-30-7)

The acquisition method thus embraces the fair value of the consideration transferred
in measuring the acquirer’s interest in the acquired business.!? Fair value is defined as the
price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. Thus, market values
are often the best source of evidence of the fair value of consideration transferred in a
business combination. Items of consideration transferred can include cash, securities
(either stocks or debt), and other property or obligations.

Contingent consideration, when present in a business combination, is an additional
element of consideration transferred. Contingent consideration can be useful in negotia-
tions when two parties disagree with each other’s estimates of future cash flows for the
target firm or when valuation uncertainty is high.!> Acquisition agreements often contain

12 An occasional exception occurs in a bargain purchase in which the fair value of the net assets acquired
serves as the valuation basis for the acquired firm. Other exceptions include situations in which control

is achieved without a transfer of consideration or determination of the fair value of the consideration
transferred is less reliable than other measures of the business fair value.

13 Cain, Denis, and Denis, “Earnouts: A Study of Financial Contracting in Acquisition Agreements,” Journal
of Accounting and Economics 51 (2011), 151-170.
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provisions to pay former owners (typically cash or additional shares of the acquirer’s
stock) upon achievement of specified future performance measures. For example, GT
Solar International disclosed in its 2011 annual report its acquisition of 100 percent of
the outstanding shares of common stock of privately held Crystal Systems. GT Solar
International’s agreement with the former owners of Crystal Systems provided for

a potential additional $18.7 million of contingent consideration based on the attainment of
certain financial and technical targets through the period ending March 31, 2012. The fair
value of the contingent consideration was $12.5 million at the date of acquisition.

GT Solar International included the fair value of the contingent consideration as a
component of the fair value of the consideration transferred for Crystal Systems.

The acquisition method treats contingent consideration obligations as a negotiated
component of the fair value of the consideration transferred. Determining the fair value
of contingent future payments typically involves probability and risk assessments based
on circumstances existing on the acquisition date.

Regardless of the elements that constitute the consideration transferred, the parent’s
financial statements must now incorporate its newly acquired ownership interest in a
controlled entity. In Chapters 2 and 3, we focus exclusively on combinations that result
in complete ownership by the acquirer (i.e., no noncontrolling interest in the acquired
firm). As described in Chapter 4, in a less-than-100-percent acquisition, the noncontrol-
ling interest also is measured initially at its fair value. Then, the combined fair values of
the parent’s consideration transferred and the noncontrolling interest comprise the valu-
ation basis for the acquired firm in consolidated financial reports.

Assets Acquired and Liabilities Assumed

A fundamental principle of the acquisition method is that an acquirer must identify the
assets acquired and the liabilities assumed in the business combination. Further, once
these have been identified, the acquirer measures the assets acquired and the liabilities
assumed at their acquisition-date fair values, with only a few exceptions.'* As demon-
strated in subsequent examples, the principle of recognizing and measuring assets
acquired and liabilities assumed at fair value applies across all business combinations.

Fair value, as defined by GAAP, is the price that would be received from selling an
asset or paid for transferring a liability in an orderly transaction between market partici-
pants at the measurement date. However, determining the acquisition-date fair values of
the individual assets acquired and liabilities assumed can prove challenging. FASB ASC
820-10-35-28 points to three sets of valuation techniques typically employed: the market
approach, the income approach, and the cost approach.

Market Approach The market approach estimates fair values using other market trans-
actions involving similar assets or liabilities. In a business combination, assets acquired
such as marketable securities and some tangible assets may have established markets
that can provide comparable market values for estimating fair values. Similarly, the fair
values of many liabilities assumed can be determined by reference to market trades for
similar debt instruments.

Income Approach The income approach relies on multiperiod estimates of future
cash flows projected to be generated by an asset. These projected cash flows are then
discounted at a required rate of return that reflects the time value of money and the
risk associated with realizing the future estimated cash flows. The multiperiod income
approach is often useful for obtaining fair-value estimates of intangible assets and
acquired in-process research and development.

Cost Approach The cost approach estimates fair values by reference to the current cost
of replacing an asset with another of comparable economic utility. Used assets can pres-
ent a particular valuation challenge if active markets only exist for newer versions of the
asset. Thus, the cost to replace a particular asset reflects both its estimated replacement

14 Exceptions to the fair-value measurement principle include deferred taxes, certain employee benefits,
indemnification assets, reacquired rights, share-based awards, and assets held for sale.
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cost and the effects of obsolescence. In this sense obsolescence is meant to capture
economic declines in value including both technological obsolescence and physical dete-
rioration. The cost approach is widely used to estimate fair values for many tangible
assets acquired in business combinations such as property, plant, and equipment.

Goodwill, and Gains on Bargain Purchases

In a business combination, the parent must account for both the consideration trans-
ferred and the individual amounts of the identified assets acquired and liabilities
assumed at their acquisition-date fair values. However, in many cases the respective col-
lective amounts of these two values will differ. Current GAAP requires an asymmetrical
accounting for the difference—in one situation the acquirer recognizes an asset, in the
other a gain.

For combinations resulting in complete ownership by the acquirer, the acquirer rec-
ognizes the asset goodwill as the excess of the consideration transferred over the collec-
tive fair values of the net identified assets acquired and liabilities assumed. Goodwill is
defined as an asset representing the future economic benefits arising in a business combi-
nation that are not individually identified and separately recognized. Essentially, good-
will embodies the expected synergies that the acquirer expects to achieve through control
of the acquired firm’s assets.

Conversely, if the collective fair value of the net identified assets acquired and lia-
bilities assumed exceeds the consideration transferred, the acquirer recognizes a “gain
on bargain purchase.” In such cases, the fair value of the net assets acquired replaces
the consideration transferred as the valuation basis for the acquired firm. Bargain pur-
chases can result from business divestitures forced by regulatory agencies or other types
of distress sales. Before recognizing a gain on bargain purchase, however, the acquirer
must reassess whether it has correctly identified and measured all of the acquired assets
and liabilities. Illustrations and further discussions of goodwill and of bargain purchase
gains follow in the next section.

Procedures for Consolidating Financial Information

To demonstrate an application of the acquisition method, assume BigNet Company
specializes in communications equipment and business software that provide web-based
applications for retail companies. BigNet seeks to expand its operations and plans to
acquire Smallport on December 31. Smallport Company owns computers, telecommu-
nications equipment, and software that customize website billing and ordering systems
for their customers. BigNet hopes to expand Smallport’s customer contracts, utilize its
recently developed software, and create other synergies by combining with Smallport.

Exhibit 2.3 lists the December 31 account balances for both BigNet and Smallport.
In addition, the estimated fair values of Smallport’s assets and liabilities are shown.
Although the Smallport’s computers and equipment have a $400,000 book value, their
current fair value is $600,000. Smallport’s software has only a $100,000 value on its
books; the internal development costs were primarily expensed. The software’s observ-
able fair value, however, is $1,200,000. Similarly, although not reflected in its financial
records, Smallport has several large ongoing customer contracts. BigNet estimates the
fair value of the customer contracts at $700,000. Smallport also has a $200,000 note
payable incurred to help finance the software development. Because interest rates are
currently low, this liability (incurred at a higher rate of interest) has a present value of
$250,000.

Smallport’s net assets (total assets less total liabilities) have a book value of $600,000
but a fair value of $2,550,000. Fair values for only the assets and liabilities are appraised
here; the capital stock, retained earnings, dividend, revenue, and expense accounts rep-
resent historical measurements rather than any type of future values. Although these
equity and income accounts can give some indication of the organization’s overall worth,
they are not property and thus not transferred in the combination.
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EXHIBIT 2.3 Basic Consolidation Information

BigNet Company

Book Values
December 31

Smallport Company

Book Values

December 31

Fair Values

December 31

Current assets

Computers and equipment (net). . ....................
Capitalized software (net). .. .......... ... .. .........
Customer contracts. . .. ... .. .. ...

Notes payable
Net assets

Common stock—$10 parvalue. . .....................
Common stock—$5 parvalue. .. ......... ... .. .....
Additional paid-in capital ............. ... ... ... .. ..

Retained earni

Dividends declared . .. .......... . ... ... ... .. ......

Revenues . ..
Expenses. . . .

Owners’ equity 12/31. .. .. .......... ... ........
Retained earnings, 12/31 .. ... . ... ... .. ... ... .....

.................................... $ 1,100,000 $ 300,000 $ 300,000
1,300,000 400,000 600,000
500,000 100,000 1,200,000
—0- =0= 700,000
.................................... (300,000) (200,000) (250,000)
.................................... $ 2,600,000 $ 600,000 $2,550,000
$(1,600,000)
$(100,000)
(40,000) (20,000)
ngs, /1 . o (870,000) (370,000)
110,000 10,000
.................................... (1,000,000) (500,000)
.................................... 800,000 380,000
$(2,600,000) $(600,000)
(960,000)* (480,000)*

*Retained earnings balance after closing out revenues, expenses, and dividends.
Note: Parentheses indicate a credit balance.

Determine the total fair value
of the consideration transferred
for an acquisition and allocate
that fair value to specific
subsidiary assets acquired
(including goodwill) and
liabilities assumed or to a gain
on bargain purchase.

Prepare the journal entry to
consolidate the accounts of a
subsidiary if dissolution takes
place.

Legal as well as accounting distinctions divide business combinations into several sepa-
rate categories. To facilitate the introduction of consolidation accounting, we present
the various procedures utilized in this process according to the following sequence:

1. Acquisition method when dissolution takes place.
2. Acquisition method when separate incorporation is maintained.

Acquisition Method When Dissolution Takes Place

When the acquired firm’s legal status is dissolved in a business combination, the con-
tinuing firm takes direct ownership of the former firm’s assets and assumes its liabilities.
Thus, the continuing firm will prepare journal entries to record

* The fair value of the consideration transferred by the acquiring firm to the former
owners of the acquiree and

* The identified assets acquired and liabilities assumed at their individual fair values.

However, the entry to record the combination further depends on the relation between the
consideration transferred and the net amount of the fair values assigned to the identified
assets acquired and liabilities assumed. Therefore, we initially provide three illustrations
that demonstrate the procedures to record a business combination, each with different
amounts of consideration transferred relative to the acquired asset and liability fair values.
Each example assumes a merger takes place and, therefore, the acquired firm is dissolved.

Consideration Transferred Equals Net Fair Values of Identified Assets Acquired
and Liabilities Assumed

Assume that after negotiations with the owners of Smallport, BigNet agrees to pay $2,550,000
(cash of $550,000 and 20,000 unissued shares of its $10 par value common stock that is cur-
rently selling for $100 per share) for all of Smallport’s assets and liabilities. Smallport then
dissolves itself as a legal entity. As is typical, the $2,550,000 fair value of the consideration
transferred by BigNet represents the fair value of the acquired Smallport business.

The $2,550,000 consideration transferred will serve as the basis for recording the
combination in total. BigNet also must record all of Smallport’s identified assets and
liabilities at their individual fair values. These two valuations present no difficulties
because BigNet’s consideration transferred exactly equals the $2,550,000 collective net
fair values of the individual assets and liabilities acquired.
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Because Smallport Company will be dissolved, BigNet (the surviving company)
directly records a consolidation entry in its financial records. Under the acquisition
method, BigNet records Smallport’s assets and liabilities at fair value ignoring original
book values. Revenue, expense, dividend, and equity accounts cannot be transferred to
a parent and are omitted in recording the business combination.

Acquisition Method: Consideration Transferred Equals Net Identified Asset Fair
Values—Subsidiary Dissolved

BigNet Company’s Financial Records—December 31

CUmeNt ASSETS . . . 300,000

Computers and Equipment . ... .. ... 600,000

Capitalized Software . .. .. ... .. . . 1,200,000

Customer Contracts. . . . .. .. 700,000
Notes Payable. . . ... ... . . 250,000
Cash (paid by BigNet) . .. . ... .. ... 550,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . . . 200,000
Additional Paid-In Capital . .. ....... ... ... ... 1,800,000

To record acquisition of Smallport Company. Assets acquired and liabilities
assumed are recorded at fair value.

BigNet’s financial records now show $1,900,000 in the Computers and Equipment
account ($1,300,000 former balance + $600,000 acquired), $1,700,000 in Capitalized
Software ($500,000 + $1,200,000), and so forth. Note that the customer contracts,
despite being unrecorded on Smallport’s books, are nonetheless identified and recog-
nized on BigNet’s financial records as part of the assets acquired in the combination.
These items have been added into BigNet’s balances (see Exhibit 2.3) at their fair values.
Conversely, BigNet’s revenue balance continues to report the company’s own $1,000,000
with expenses remaining at $800,000 and dividends of $110,000. Under the acquisition
method, only the subsidiary’s revenues, expenses, dividends, and equity transactions
that occur subsequent to the takeover affect the business combination.

Consideration Transferred Exceeds Net Amount of Fair Values of Identified
Assets Acquired and Liabilities Assumed

In this next illustration BigNet agrees to pay $3,000,000 in exchange for all of Small-
port’s assets and liabilities. BigNet transfers to the former owners of Smallport consider-
ation of $1,000,000 in cash plus 20,000 shares of common stock with a fair value of $100
per share. The resulting consideration paid is $450,000 more than the $2,550,000 fair
value of Smallport’s net assets.

Several factors may have affected BigNet’s $3,000,000 acquisition offer. First, BigNet
may expect its assets to act in concert with those of Smallport, thus creating synergies
that will produce profits beyond the total expected for the separate companies. In our
earlier examples, Campbell Soup, Microsoft, and Duke Energy all clearly anticipated
substantial synergies from their acquisitions. Other factors such as Smallport’s history
of profitability, its reputation, the quality of its personnel, and the economic condition
of the industry in which it operates may also enter into acquisition offers. In general, if a
target company is projected to generate unusually high profits relative to its asset base,
acquirers are frequently willing to pay a premium price.

When the consideration transferred in an acquisition exceeds total net fair value of
the identified assets and liabilities, the excess is allocated to an unidentifiable asset
known as goodwill."> Unlike other assets, we consider goodwill as unidentifiable because

51n business combinations, such excess payments are not unusual and can be quite large. When Oracle
acquired PeopleSoft, it initially assigned $4.5 billion of its $11 billion purchase price to the fair value of the
acquired identified net assets. It assigned the remaining $6.5 billion to goodwill.
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we presume it emerges from several other assets acting together to produce an expecta-
tion of enhanced profitability. Goodwill essentially captures all sources of profitability
beyond what can be expected from simply summing the fair values of the acquired firm’s
assets and liabilities.

Acquisition Method: Consideration Transferred Exceeds Net Identified

Asset Fair Values—Subsidiary Dissolved

Returning to BigNet’s $3,000,000 consideration, $450,000 is in excess of the fair value of
Smallport’s net assets. Thus, goodwill of that amount is entered into BigNet’s account-
ing system along with the fair value of each individual asset and liability. BigNet makes
the following journal entry at the date of acquisition:

BigNet Company’s Financial Records—December 31

Current Assets. . ..o 300,000

Computers and Equipment . ... ... .. 600,000

Capitalized Software . .. .. ... 1,200,000

Customer Contracts. . . ... ..o 700,000

GoodWill . . o 450,000
Notes Payable. . ... .. 250,000
Cash (paid by BigNet). . . ... 1,000,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . .. .. 200,000
Additional Paid-In Capital. .. ....... ... .. . . 1,800,000

To record acquisition of Smallport Company. Assets acquired and
liabilities assumed are recorded at individual fair values with excess
fair value attributed to goodwill.

Once again, BigNet’s financial records now show $1,900,000 in the Computers and
Equipment account ($1,300,000 former balance + $600,000 acquired), $1,700,000 in
Capitalized Software ($500,000 + $1,200,000), and so forth. As the only change, BigNet
records goodwill of $450,000 for the excess consideration paid over the net identified
asset fair values.'®

Bargain Purchase—Consideration Transferred Is Less Than Net Amount of Fair
Values of Identified Assets Acquired and Liabilities Assumed

Occasionally, the fair value received in an acquisition will exceed the fair value of the
consideration transferred by the acquirer. Such bargain purchases typically are considered
anomalous. Businesses generally do not sell assets or businesses at prices below their fair
values. Nonetheless, bargain purchases do occur—most often in forced or distressed sales.

For example, Westamerica Bank’s acquisition of County Bank (California) from the
FDIC resulted in a $48.8 million “bargain purchase” gain. The FDIC sold the failed
County Bank to Westamerica for $0 and additional guarantees. As a result, Westamer-
ica recorded the combination at the estimated fair value of the net assets acquired and
recognized a gain of $48.8 million. This gain treatment is consistent with the view that
the acquiring firm is immediately better off by the amount that the fair value acquired in
the business combination exceeds the consideration transferred.

To demonstrate accounting for a bargain purchase, our third illustration begins with
BigNet transferring consideration of $2,000,000 to the owners of Smallport in exchange
for their business. BigNet conveys no cash and issues 20,000 shares of common stock
that has a $100 per share fair value.

In accounting for this acquisition, at least two competing fair values are present.
First, the $2,000,000 consideration transferred for Smallport represents a negotiated
transaction value for the business. Second, the net amount of fair values individually

16 As discussed in Chapter 3, the assets and liabilities (including goodwill) acquired in a business combination
are assigned to reporting units of the combined entity. A reporting unit is simply a line of business (often a
segment) in which an acquired asset or liability will be employed. The objective of assigning acquired assets
and liabilities to reporting units is to facilitate periodic goodwill impairment testing.
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assigned to the identified assets acquired and liabilities assumed produces $2,550,000.
Additionally, based on expected synergies with Smallport, BigNet’s management may
believe that the fair value of the business exceeds the net asset fair value. Nonetheless,
because the consideration transferred is less than the net asset fair value, a bargain pur-
chase has occurred.

The acquisition method records the identified assets acquired and liabilities assumed
at their individual fair values. In a bargain purchase situation, this net asset fair value
effectively replaces the consideration transferred as the acquired firm’s valuation basis
for financial reporting. The consideration transferred serves as the acquired firm’s valu-
ation basis only if the consideration equals or exceeds the net amount of fair values
for the assets acquired and liabilities assumed (as in the first two examples). In this
case, however, the $2,000,000 consideration paid is less than the $2,550,000 net asset
fair value, indicating a bargain purchase. Thus, the $2,550,000 net asset fair value serves
as the valuation basis for the combination. A $550,000 gain on bargain purchase results
because the $2,550,000 recorded value is accompanied by a payment of only $2,000,000.
The acquirer recognizes this gain on its income statement in the period the acquisition
takes place.

Acquisition Method: Consideration Transferred Is Less Than Net Identified Asset
Fair Values—Subsidiary Dissolved

BigNet Company’s Financial Records—December 31

Current Assets. . ..o 300,000

Computers and Equipment . ... ... .. 600,000

Capitalized Software . .. .. ... . 1,200,000

Customer Contracts. . . ... ... 700,000
Notes Payable. . . . ... .. . 250,000
Common Stock (20,000 shares issued by BigNet at $10 par value) . . . . . 200,000
Additional Paid-In Capital . .. ........ .. ... . 1,800,000
Gainon Bargain Purchase. . .. ... . .. .. .. 550,000

To record acquisition of Smallport Company. Assets acquired and
liabilities assumed are each recorded at fair value. Excess net asset
fair value is attributed to a gain on bargain purchase.

A consequence of implementing a fair-value concept to acquisition accounting is the
recognition of an unrealized gain on the bargain purchase. A criticism of the gain rec-
ognition is that the acquirer recognizes profit from a buying activity that occurs prior
to traditional accrual measures of earned income (i.e., selling activity). Nonetheless, an
exception to the general rule of recording business acquisitions at fair value of the con-
sideration transferred occurs in the rare circumstance of a bargain purchase. Thus, in
a bargain purchase, the fair values of the assets received and all liabilities assumed in a
business combination are considered more relevant for asset valuation than the consid-
eration transferred.

Summary: Acquisition Method When Dissolution Takes Place

When the acquired firm is dissolved in a business combination, the acquiring firm
prepares a journal entry to record the combination on its books. The fair value of the
consideration transferred by the acquiring firm provides the starting point for record-
ing the acquisition. With few exceptions, the separately identified assets acquired and
liabilities assumed are recorded at their individual fair values. Goodwill is recognized
if the fair value of the consideration transferred exceeds the net identified asset fair
value. If the net identified asset fair value of the business acquired exceeds the consid-
eration transferred, a gain on a bargain purchase is recognized and reported in current
income of the combined entity. Exhibit 2.4 summarizes possible allocations using the
acquisition method.
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EXHIBIT 2.4
Consolidation Values—The
Acquisition Method

Consolidation Values Acquisition Accounting
Consideration transferred equals the fair Identified assets acquired and liabilities
values of net identified assets acquired. assumed are recorded at their fair values.
Consideration transferred is greater than the Identified assets acquired and liabilities
fair values of net identified assets acquired. assumed are recorded at their fair values.

The excess consideration transferred
over the net identified asset fair value is
recorded as goodwill.

Bargain purchase—consideration transferred Identified assets acquired and liabilities

is less than the fair values of net identified assumed are recorded at their fair values.
assets acquired. The total of the individual The excess amount of net identified asset
fair values of the net identified assets fair value over the consideration transferred
acquired effectively becomes the acquired is recorded as a gain on bargain purchase.

business fair value.

Related Costs of Business Combinations

Three additional categories of costs typically accompany business combinations, regard-
less of whether dissolution takes place. First, firms often engage attorneys, accountants,
investment bankers, and other professionals for combination-related services. The
acquisition method does not consider such expenditures as part of the fair value received
by the acquirer. Therefore, professional service fees are expensed in the period incurred.
The second category concerns an acquiring firm’s internal costs. Examples include sec-
retarial and management time allocated to the acquisition activity. Such indirect costs
are reported as current year expenses, too. Finally, amounts incurred to register and
issue securities in connection with a business combination simply reduce the otherwise
determinable fair value those securities. Exhibit 2.5 summarizes the three categories of
related payments that accompany a business combination and their respective account-
ing treatments.

To illustrate the accounting treatment of these costs that frequently accompany busi-
ness combinations, assume the following in connection with BigNet’s acquisition of
Smallport.

» BigNet pays an additional $100,000 in accounting and attorney fees.

* Internal secretarial and administrative costs of $75,000 are indirectly attributable to
BigNet’s combination with Smallport.

+ Costs to register and issue BigNet’s securities issued in the combination total $20,000.

Following the acquisition method, regardless of whether dissolution occurs or separate
incorporation is maintained, BigNet would record these transactions as follows:

BigNet Company’s Financial Records

Cash. . 100,000
To record as expenses of the current period any direct combination costs.
Salaries and Administrative EXpeNses . . . ... .. .. ... 75,000
Accounts Payable (or Cash). . ............ ... .. ... . ... 75,000
To record as expenses of the current period any indirect combination costs.

Cash. .o 20,000

To record costs to register and issue stock in connection with the Smallport
acquisition.
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Acquisition Method—
Accounting for Costs
Frequently Associated with
Business Combinations

Prepare a worksheet to
consolidate the accounts of two
companies that form a business
combination if dissolution does
not take place.
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Types of Combination Costs Acquisition Accounting

Direct combination costs (e.g., accounting, legal, Expense as incurred
investment banking, appraisal fees, etc.)

Indirect combination costs (e.g., internal costs such ~ Expense as incurred
as allocated secretarial or managerial time)

Amounts incurred to register and issue securities Reduce the value assigned to the fair
value of the securities issued (typically
a debit to additional paid-in capital)

The Acquisition Method When Separate Incorporation
Is Maintained

When each company retains separate incorporation in a business combination, many
aspects of the consolidation process are identical to those demonstrated in the previous
section. Fair value, for example, remains the basis for initially consolidating the subsid-
iary’s assets and liabilities.

However, several significant differences are evident in combinations in which each
company remains a legally incorporated separate entity. Most noticeably, the consolida-
tion of the financial information is only simulated; the acquiring company does not physi-
cally record the acquired assets and liabilities. Because dissolution does not occur, each
company maintains independent record-keeping. To facilitate the preparation of consoli-
dated financial statements, a worksheet and consolidation entries are employed using
data gathered from these separate companies.

A worksheet provides the structure for generating financial reports for the single eco-
nomic entity. An integral part of this process involves consolidation worksheet entries.
These adjustments and eliminations are entered on the worksheet and represent alterations
that would be required if the financial records were physically united. Because no actual
union occurs, neither company ever records consolidation entries in its journals. Instead,
they appear solely on the worksheet to derive consolidated balances for financial report-
ing purposes.

To illustrate the worksheet mechanics, we again use the Exhibit 2.3 example of BigNet
and Smallport. We also include combination costs and contingent consideration. Assume
that BigNet acquires Smallport Company on December 31 by issuing 26,000 shares of
$10 par value common stock valued at $100 per share (or $2,600,000 in total). BigNet
pays fees of $40,000 to a third party for its assistance in arranging the transaction.

Then to settle a difference of opinion regarding Smallport’s fair value, BigNet prom-
ises to pay an additional $83,200 to the former owners if Smallport’s earnings exceed
$300,000 during the next annual period. BigNet estimates a 25 percent probability
that the $83,200 contingent payment will be required. A discount rate of 4 percent (to
represent the time value of money) yields an expected present value of $20,000 for the
contingent liability ($83,200 X 25% X 0.961538). The fair-value approach of the acquisi-
tion method views such contingent payments as part of the consideration transferred.
According to this view, contingencies have value to those who receive the consideration
and represent measurable obligations of the acquirer. Therefore, the fair value of the
consideration transferred in this example consists of the following two elements:

Fair value of securities issued by BigNet $2,600,000
Fair value of contingent performance liability 20,000
Total fair value of consideration transferred $2,620,000

To facilitate a possible future spinoff, BigNet maintains Smallport as a separate corpo-
ration with its independent accounting information system intact. Therefore, whenever
financial statements for the combined entity are prepared, BigNet utilizes a worksheet in
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simulating the consolidation of these two companies. Although the assets and liabilities
are not transferred, BigNet must still record the payment made to Smallport’s owners.
When the subsidiary remains separate, the parent establishes an investment account that
initially reflects the acquired firm’s acquisition-date fair value. Because Smallport main-
tains its separate identity, BigNet prepares the following journal entries on its books to
record the business combination.

Acquisition Method—Subsidiary Is Not Dissolved

BigNet Company’s Financial Records—December 31

Investment in Smallport Company (consideration transferred) .. .......... 2,620,000
Contingent Performance Liability . ............. ... ... .. ... .... 20,000
Common Stock (26,000 shares issued by BigNet at $10 par value) . . . . . 260,000
Additional Paid-In Capital (value of shares in excess of par value) . ... .. 2,340,000
To record acquisition of Smallport Company, which maintains its separate
legal identity.
Professional Services EXpense. . . ........... . 40,000
Cash (paid for third-party fees) . . . ............. ... ... .. ... .... 40,000

To record combination costs.

As Exhibit 2.6 demonstrates, a worksheet can be prepared on the date of acquisition
to arrive at consolidated totals for this combination. The entire process consists of seven
steps.

Step 1

Prior to constructing a worksheet, the parent prepares a formal allocation of the acquisition-
date fair value similar to the equity method procedures presented in Chapter 1.!7 Thus, the
following schedule is appropriate for BigNet’s acquisition of Smallport:

Acquisition-Date Fair-Value Allocation Schedule

Fair value of consideration transferred by BigNet . .. ........... $2,620,000
Book value of Smallport (see Exhibit2.3) .................... 600,000
Excess of fair value over bookvalue . . ......... .. ... ... .. .. $2,020,000

Allocations made to specific accounts based on acquisition-date
fair and book value differences (see Exhibit 2.3):

Computers and equipment ($600,000 — $400,000). . ... ... $ 200,000

Capitalized software ($1,200,000 — $100,000) . .......... 1,100,000

Customer contracts ($700,000 — 0) . . . ................. 700,000

Notes payable ($250,000 — $200,000). ... .............. (50,000) 1,950,000
Excess fair value not identified with specific items—Goodwill. . . . . $ 70,000

Note that this schedule initially subtracts Smallport’s acquisition-date book value. The
resulting $2,020,000 difference represents the total amount needed on the Exhibit 2.6
worksheet to adjust Smallport’s individual assets and liabilities from book value to fair
value (and to recognize goodwill). Next, the schedule shows how this $2,020,000 total is
allocated to adjust each individual item to fair value. The fair-value allocation schedule
thus effectively serves as a convenient supporting schedule for the Exhibit 2.6 worksheet
and is routinely prepared for every consolidation.

No part of the $2,020,000 excess fair value is attributed to the current assets because
their book values equal their fair values. The Notes Payable account shows a negative
allocation because the debt’s present value exceeds its book value. An increase in debt
decreases the fair value of the company’s net assets.

7 This allocation procedure is helpful but not critical if dissolution occurs. The asset and liability accounts are
simply added directly into the parent’s books at their acquisition-date fair value with any excess assigned to
goodwill as shown in the previous sections of this chapter.
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Consolidation Entries Consolidated
Accounts BigNet Smallport Debits Credits Totals
Income Statement
Revenues (1,000,000) (1,000,000)
Expenses 840,000* 840,000
Net income (160,000) (160,000)
Statement of Retained Earnings
Retained earnings, 1/1 (870,000) (870,000)
Net income (above) (160,000)* (160,000)
Dividends declared 110,000 110,000
Retained earnings, 12/31 (920,000) (920,000)
Balance Sheet
Current assets 1,060,000* 300,000 1,360,000
Investment in Smallport Company 2,620,000* -0- (S) 600,000 —0-
(A) 2,020,000
Computers and equipment 1,300,000 400,000 (A) 200,000 1,900,000
Capitalized software 500,000 100,000 (A) 1,100,000 1,700,000
Customer contracts —0- —0- (A) 700,000 700,000
Goodwill -0- -0- (A) 70,000 70,000
Total assets 5,480,000 800,000 5,730,000
Notes payable (300,000) (200,000) (A) 50,000 (550,000)
Contingent performance liability (20,000)* (20,000)
Common stock (1,860,000)* (100,000) (S) 100,000 (1,860,000)
Additional paid-in capital (2,380,000)* (20,000) (S 20,000 (2,380,000)
Retained earnings, 12/31 (above) (920,000) (480,000) (S) 480,000 (920,000)
Total liabilities and equities (5,480,000) (800,000) 2,670,000 2,670,000 (5,730,000)

Note: Parentheses indicate a credit balance.

*Balances have been adjusted for consideration transferred and payment of direct acquisition costs. Also note follow-through effects to net income and retained earnings from the
expensing of the direct acquisition costs.

(S) Elimination of Smallport’s stockholders’” equity accounts as of December 31 and book value portion of the investment account.

(A) Allocation of BigNet’s consideration fair value in excess of book value.

Step 2

The first two columns of the worksheet (see Exhibit 2.6) show the separate companies’
acquisition-date book value financial figures (see Exhibit 2.3). BigNet’s accounts have been
adjusted for the journal entries recorded earlier for the investment and the combination costs.
As another preliminary step, Smallport’s revenue, expense, and dividend accounts have been
closed into its Retained Earnings account. The subsidiary’s operations prior to the Decem-
ber 31 takeover have no direct bearing on the operating results of the business combination.
These activities occurred before Smallport was acquired; thus, the new owner should not
include any precombination subsidiary revenues or expenses in the consolidated statements.

Step 3
Consolidation Entry S eliminates Smallport’s stockholders’ equity accounts (S is a refer-
ence to beginning subsidiary stockholders’ equity) as follows:

Consolidation Entry S

Common Stock (Smallport Company) .. ..., 100,000
Additional Paid-In Capital (Smallport Company). . ................. 20,000
Retained Earnings (Smallport Company). . .. ..................... 480,000

Investment in Smallport Company .. ....... .. ... ... ....... 600,000
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These balances (Common Stock, Additional Paid-In Capital, and Retained Earnings)
represent ownership accounts held by the parent in their entirety and thus no longer are
outstanding. By removing these account balances on the worksheet, only Smallport’s
assets and liabilities remain to be combined with the parent company figures.

Step 4

Consolidation Entry S also removes the $600,000 component of the Investment in Small-
port Company account that equates to the book value of the subsidiary’s net assets. For
external reporting purposes, BigNet should include each of Smallport’s assets and liabil-
ities rather than a single investment balance. In effect, this portion of the Investment in
Smallport Company account is deleted and replaced by the specific assets and liabilities
that it represents.

Step 5

Consolidation Entry A removes the $2,020,000 excess payment in the Investment in
Smallport Company and assigns it to the specific accounts indicated by the fair-value
allocation schedule as follows:

Consolidation Entry A
Computers and Equipment . ... ... .. 200,000
Capitalized Software . .. .. ... . 1,100,000
Customer Contracts .. ... i 700,000
GoodWill . . . 70,000
Note Payable . . ... .. . . . 50,000
Investment in Smallport Company . .......... ... .. ... .. .. .. .. 2,020,000

Consequently, Computers and Equipment is increased by $200,000 to agree with Small-
port’s fair value: $1,100,000 is attributed to Capitalized Software, $700,000 to Customer
Contracts, and $50,000 to Notes Payable. The unidentified excess of $70,000 is allocated to
Goodwill. This entry for the consolidation worksheet is labeled Entry A to indicate that it
represents the Allocations made in connection with Smallport’s acquisition-date fair value.
It also completes the Investment in Smallport Company account balance elimination.

Step 6

All accounts are extended into the Consolidated Totals column. For accounts such as
Current Assets, this process simply adds Smallport and BigNet book values. However,
when applicable, this extension also includes any allocations to establish the acquisition-
date fair values of Smallport’s assets and liabilities. Computers and Equipment, for
example, is increased by $200,000. By increasing the subsidiary’s book value to fair
value, the reported balances are the same as in the previous examples when dissolution
occurred. The use of a worksheet does not alter the consolidated figures but only the
method of deriving those numbers.

Step 7

We subtract consolidated expenses from revenues to arrive at a $160,000 net income. Note
that because this is an acquisition-date worksheet, we consolidate no amounts for Small-
port’s revenues and expenses. Having just been acquired, Smallport has not yet earned
any income for BigNet owners. Consolidated revenues, expenses, and net income are
identical to BigNet’s balances. Subsequent to acquisition, of course, Smallport’s income
accounts will be consolidated with BigNet’s (coverage of this topic begins in Chapter 3).

Worksheet Mechanics

In general, totals (such as Net Income and ending Retained Earnings) are not directly
consolidated across on the worksheet. Rather, the components (such as revenues and
expenses) are extended across and then combined vertically to derive the appropriate
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figure. Net income is then carried down on the worksheet to the statement of retained
earnings and used (along with beginning retained earnings and dividends) to compute
the December 31 Retained Earnings balance. In the same manner, ending Retained
Earnings of $920,000 is entered into the balance sheet to arrive at total liabilities and
equities of $5,730,000, a number that reconciles with the total of consolidated assets.

Although it remains on BigNet’s books, the Investment in Smallport account is elimi-
nated entirely in consolidation. On the worksheet, the investment account is effectively
replaced with the acquisition-date fair values of Smallport’s assets and liabilities along
with goodwill created by the combination.

The balances in the final column of Exhibit 2.6 are used to prepare consolidated
financial statements for the business combination of BigNet Company and Smallport
Company. The worksheet entries serve as a catalyst to bring together the two indepen-
dent sets of financial information. The actual accounting records of both BigNet and
Smallport remain unaltered by this consolidation process.

Bargain Purchase of a Separately Incorporated Subsidiary

Finally, although not addressed directly by the above example, bargain purchase gains
can also occur in acquisitions of separately incorporated subsidiaries. If the consider-
ation transferred is less than the fair value of a newly acquired subsidiary’s net identifi-
able assets, then the parent records a bargain purchase gain on its books as part of the
investment journal entry. The bargain purchase gain then appears on the acquisition-
date consolidated income statement.

Acquisition-Date Fair-Value
Allocations—Additional Issues

Intangibles

An important element of acquisition accounting is the acquirer’s recognition and
measurement of the assets acquired and liabilities assumed in the combination. In par-
ticular, the advent of the information age brings new measurement challenges for a host
of intangible assets that provide value in generating future cash flows. Intangible assets
often comprise the largest proportion of an acquired firm. For example, when AT&T
acquired AT&T Broadband, it allocated approximately $19 billion of the $52 billion pur-
chase price to franchise costs. These franchise costs form an intangible asset representing
the value attributed to agreements with local authorities that allow access to homes.

Intangible assets include both current and noncurrent assets (not including financial
instruments) that lack physical substance. In determining whether to recognize an intan-
gible asset in a business combination, two specific criteria are essential.

1. Does the intangible asset arise from contractual or other legal rights?

2. Is the intangible asset capable of being sold or otherwise separated from the acquired
enterprise?

Intangibles arising from contractual or legal rights are commonplace in business combi-
nations. Often identified among the assets acquired are trademarks, patents, copyrights,
franchise agreements, and a number of other intangibles that derive their value from
governmental protection (or other contractual agreements) that allow a firm exclusive
use of the asset. Most intangible assets recognized in business combinations meet the
contractual-legal criterion.

Also seen in business combinations are intangible assets meeting the separability cri-
terion. An acquired intangible asset is recognized if it is capable of being separated or
divided from the acquiree and sold, transferred, licensed, rented, or exchanged individu-
ally or together with a related contract, identifiable asset, or liability. The acquirer is not
required to have the intention to sell, license, or otherwise exchange the intangible in
order to meet the separability criterion. For example, an acquiree may have developed
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internally a valuable customer list or other noncontractual customer relationships.
Although the value of these items may not have arisen from a specific legal right, they
nonetheless convey benefits to the acquirer that may be separable through sale, license,
or exchange.

Exhibit 2.7 provides an extensive listing of intangible assets with indications of
whether they typically meet the legal/contractual or separability criteria.

The FASB (Exposure Draft, Business Combinations and Intangible Assets, para. 271)
recognized the inherent difficulties in estimating the separate fair values of many intan-
gibles and stated that

difficulties may arise in assigning the acquisition cost to individual intangible assets
acquired in a basket purchase such as a business combination. Measuring some of those
assets is less difficult than measuring other assets, particularly if they are exchangeable and
traded regularly in the marketplace. . . . Nonetheless, even those assets that cannot be mea-
sured on that basis may have more cash flow streams directly or indirectly associated with
them than can be used as the basis for measuring them. While the resulting measures may
lack the precision of other measures, they provide information that is more representation-
ally faithful than would be the case if those assets were simply subsumed into goodwill on
the grounds of measurement difficulties.

Undoubtedly, as our knowledge economy continues its rapid growth, asset alloca-

tions to items such as those identified in Exhibit 2.7 are expected to be frequent.

EXHIBIT 2.7 Illustrative Examples of Intangible Assets That Meet the Criteria for Recognition Separately from Goodwill (FASB
ASC paragraphs 805-20-55-11 through 45)

The following are examples of intangible assets that meet the criteria for recognition as an asset apart from goodwill. The
following illustrative list is not intended to be all-inclusive; thus, an acquired intangible asset could meet the recognition cri-
teria of this statement but not be included on that list. Assets designated by the symbol© are those that would generally be
recognized separately from goodwill because they meet the contractual-legal criterion. Assets designated by the symbol® do
not arise from contractual or other legal rights but should nonetheless be recognized separately from goodwill because they
meet the separability criterion. The determination of whether a specific acquired intangible asset meets the criteria in this
statement for recognition apart from goodwill should be based on the facts and circumstances of each individual business
combination.*

Marketing-Related Intangible Assets Contract-Based Intangible Assets

1. Trademarks, trade names.¢ 1. Licensing, royalty, standstill agreements.¢
2. Service marks, collective marks, certification marks.c 2. Advertising, construction, management, service, or supply
3. Trade dress (unique color, shape, or package design). contracts.©
4. Newspaper mastheads.¢ 3. Lease agreements.c
5. Internet domain names.© 4. Construction permits.¢
6. Noncompetition agreements.© 5. Franchise agreements.¢
Customer-Related Intangible Assets 6. Operating and broadcast rights.¢ o
; 7. Use rights such as landing, drilling, water, air, mineral,
1. Customer lists.* timber cutting, and route authorities.
2. Order or production backlog.© , _ 8. Servicing contracts such as mortgage servicing contracts.©
3. Customer contracts and related customer relationships.© o Employment contracts.c

4. Noncontractual customer relationships.®
Artistic-Related Intangible Assets

1. Plays, operas, and ballets.¢

2. Books, magazines, newspapers, and other literary
works.¢

3. Musical works such as compositions, song lyrics, and
advertising jingles.c

4. Pictures and photographs.©

5. Video and audiovisual material, including motion
pictures, music videos, and television programs.©

Technology-Based Intangible Assets

u b wN —

. Patented technology.©

. Computer software and mask works.¢

. Unpatented technology.®

. Databases, including title plants.

. Trade secrets, including secret formulas, processes,

and recipes.©

*The intangible assets designated by the symbol (c) also could meet the separability criterion.
contractual-legal criterion.

However, separability is not a necessary condition for an asset to meet the
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Preexisting Goodwill on Subsidiary’s Books

In our examples of business combinations so far, the assets acquired and liabilities
assumed have all been specifically identifiable (e.g., current assets, capitalized soft-
ware, computers and equipment, customer contracts, and notes payable). However,
in many cases, an acquired firm has an unidentifiable asset (i.e., goodwill recorded on
its books in connection with a previous business combination of its own). A question
arises as to the parent’s treatment of this preexisting goodwill on the newly acquired
subsidiary’s books.

By its very nature, such preexisting goodwill is not considered identifiable by the
parent. Therefore, the new owner simply excludes the carrying amount of any pre-
existing goodwill from the subsidiary’s acquisition-date book value. The new owner also
ignores preexisting subsidiary goodwill in allocating the acquisition-date fair value. The
logic is that the total business fair value is first allocated to the identified assets and
liabilities. Only if an excess amount remains after recognizing the fair values of the net
identified assets is any goodwill recognized. Thus, in all business combinations, only
goodwill reflected in the current acquisition is brought forward in the consolidated enti-
ty’s financial reports.

Acquired In-Process Research and Development

The accounting for a business combination begins with the identification of the tangible
and intangible assets acquired and liabilities assumed by the acquirer. The fair values of
the individual assets and liabilities then provide the basis for financial statement valua-
tions. Many firms—especially those in pharmaceutical and high-tech industries—have
allocated significant portions of acquired businesses to in-process research and develop-
ment (IPR&D).

In a marked departure from past practice, current standards now require that acquired
IPR&D be measured at acquisition-date fair value and recognized in consolidated finan-
cial statements as an asset. In commenting on the nature of IPR&D as an asset, Pfizer in
an October 28, 2005, comment letter to the FASB observed that

board members know that companies frame business strategies around IPR&D, negotiate
for it, pay for it, fair value it, and nurture it and they view those seemingly rational actions
as inconsistent with the notion that IPR&D has no probable future economic benefit.

For example, when ARCA Biopharma acquired a significant in-process research and
development asset through a merger with Nuvelo, Inc., it disclosed the following in its
financial statements:

A valuation firm was engaged to assist ARCA in determining the estimated fair values of
these (IPR&D) assets as of the acquisition date. Discounted cash flow models are typi-
cally used in these valuations, and the models require the use of significant estimates and
assumptions including but not limited to:

*  Projecting regulatory approvals.

»  Estimating future cash flows from product sales resulting from completed products and in-
process projects.

»  Developing appropriate discount rates and probability rates by project.

The IPR&D asset is initially considered an indefinite-lived intangible asset and
is not subject to amortization. IPR&D is then tested for impairment annually or
more frequently if events or changes in circumstances indicate that the asset might be
impaired.

Recognizing acquired IPR&D as an asset is clearly consistent with the FASB’s
fair-value approach to acquisition accounting. Similar to costs that result in goodwill
and other internally generated intangibles (e.g., customer lists, trade names, etc.),
IPR&D costs are expensed as incurred in ongoing business activities. However, a
business combination is considered a significant recognition event for which all fair
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values transferred in the transaction should be fully accounted for, including any
values assigned to IPR&D. Moreover, because the acquirer paid for the IPR&D, an
expectation of future economic benefit is assumed and, therefore, the amount is rec-
ognized as an asset.

To illustrate further, assume that ClearTone Company pays $2,300,000 in cash for
all assets and liabilities of Newave, Inc., in a merger transaction. ClearTone man-
ufactures components for cell phones. The primary motivation for the acquisition
is a particularly attractive research and development project under way at Newave
that will extend a cell phone’s battery life by up to 50 percent. ClearTone hopes to
combine the new technology with its manufacturing process and projects a result-
ing substantial revenue increase. ClearTone is optimistic that Newave will finish the
project in the next two years. At the acquisition date, ClearTone prepares the follow-
ing schedule that recognizes the items of value it expects to receive from the Newave
acquisition:

Consideration transferred . .. ... ... . . . .. ... ..., $2,300,000
Receivables. . . ... ... . . . . $ 55,000
Patents. . . ... 220,000
In-process research and development. ... ............... 1,900,000
Accounts payable. . ........ . ... ... (175,000)
Fair value of identified net assets acquired . .. .............. 2,000,000
Goodwill ... $ 300,000

ClearTone records the transaction as follows:

Receivables . . ... . . . 55,000

Patents . . .. 220,000

Research and Development Asset. . .. .. ... ... .. ... 1,900,000

Goodwill . .. 300,000
Accounts Payable . . ... ... ... 175,000
Cash. .. 2,300,000

Research and development expenditures incurred subsequent to the date of acquisi-
tion will continue to be expensed. Acquired IPR&D assets initially should be considered
indefinite-lived until the project is completed or abandoned. As with other indefinite-
lived intangible assets, an acquired IPR&D asset is tested for impairment and is not
amortized until its useful life is determined to be no longer indefinite.

Convergence between U.S. and International
Accounting Standards

The FASB ASC Topics “Business Combinations” (805) and “Consolidation” (810)
represent outcomes of a joint project between the FASB and the International
Accounting Standards Board (IASB). The primary objective of the project was stated
as follows:

to develop a single high-quality standard for business combinations that can be used for
both domestic and cross-border financial reporting. The goal is to develop a standard
that includes a common set of principles and related guidance that produces decision-
useful information and minimizes exceptions to those principles. The standard should
improve the completeness, relevance, and comparability of financial information about
business combinations . . . (FASB Project Updates: Business Combinations: Applying the
Acquisition Method—Joint Project of the IASB and FASB: October 25, 2007)
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The TASB subsequently issued International Financial Reporting Standard 3
(IFRS 3) Revised (effective July 2009), which along with FASB ASC Topics 805, “Busi-
ness Combinations,” and 810, “Consolidation,” effectively converged the accounting for
business combinations internationally. The two standards are identical in most impor-
tant aspects of accounting for business combinations although differences can result in
noncontrolling interest valuation and some other limited applications.!® The joint proj-
ect on business combinations represents one of the first successful implementations of
the agreement between the two standard-setting groups to coordinate efforts on future
work with the goal of developing high-quality comparable standards for both domestic
and cross-border financial accounting.

In 2011 the IASB issued two new standards that deal with consolidated statements
and accompanying disclosures—/FRS 10, “Consolidated Financial Statements” and
IFRS 12, “Disclosure of Interests in Other Entities.” The standards employ a new
singular definition of control that focuses on the power to direct the activities of an
entity, exposure to variable returns, and a linkage between power and returns. Unlike
the FASB, which currently has separate control models for voting interest versus vari-
able interest entities, the IASB definition applies to any control situation, regardless of
whether it derives from voting or other rights."”

Summary

1. Consolidation of financial information is required for external reporting purposes when one
organization gains control of another, thus forming a single economic entity. In many combi-
nations, all but one of the companies is dissolved as a separate legal corporation. Therefore,
the consolidation process is carried out fully at the date of acquisition to bring together all
accounts into a single set of financial records. In other combinations, the companies retain
their identities as separate enterprises and continue to maintain their own separate account-
ing systems. For these cases, consolidation is a periodic process necessary whenever the par-
ent produces external financial statements. This periodic procedure is frequently accomplished
through the use of a worksheet and consolidation entries.

2. Current financial reporting standards require the acquisition method in accounting for business
combinations. Under the acquisition method, the fair value of the consideration transferred
provides the starting point for valuing the acquired firm. The fair value of the consideration
transferred by the acquirer includes the fair value of any contingent consideration. The acquired
company assets and liabilities are consolidated at their individual acquisition-date fair values.
Direct combination costs are expensed as incurred because they are not part of the acquired
business fair value. Also, the fair value of all acquired in-process research and development
is recognized as an asset in business combinations and is subject to subsequent impairment
reviews.

3. If the consideration transferred for an acquired firm exceeds the total fair value of the acquired
firm’s net assets, the residual amount is recognized in the consolidated financial statements
as goodwill, an intangible asset. When a bargain purchase occurs, individual assets and lia-
bilities acquired continue to be recorded at their fair values and a gain on bargain purchase is
recognized.

4. Particular attention should be given to the recognition of intangible assets in business combina-
tions. An intangible asset must be recognized in an acquiring firm’s financial statements if the
asset arises from a legal or contractual right (e.g., trademarks, copyrights, artistic materials,
royalty agreements). If the intangible asset does not represent a legal or contractual right, the
intangible will still be recognized if it is capable of being separated from the firm (e.g., customer
lists, noncontractual customer relationships, unpatented technology).

18 Chapter 4 of this text provides further discussion of noncontrolling interest accounting differences across
U.S. GAAP and IFRS. Other differences are presented in chapters where the applicable topics are covered.

19See KPMG, In the Headlines, *Consolidation: a new single control model,” May 2011. Also see Patrick
Finnegan, IFRS May 2011 perspectives, “At Long Last—A Single Model for Consolidation.” Evaluation of the
existence of control is a complex and evolving issue. This textbook emphasizes financial reporting for com-
bined firms under the assumption that one company controls one or more other companies.
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COmprehensive (Estimated Time: 45 to 65 Minutes) Following are the account balances of Miller Company and
ustration Richmond Company as of December 31. The fair values of Richmond Company’s assets and
liabilities are also listed.
Problem Miller Richmond Richmond
Company Company Company
Book Values  Book Values Fair Values
12/31 12/31 12/31

CaSh o $ 600,000 $ 200,000 $ 200,000

Receivables 900,000 300,000 290,000

Inventory 1,100,000 600,000 820,000

Buildings and equipment (net) ........c..cccoeveeennn 9,000,000 800,000 900,000

Unpatented technology .........ccccoceiiiiiiiiiinne —0- —0- 500,000

In-process research and development................. -0- -0- 100,000

Accounts payable.........ccoooiiiiiiiiii (400,000) (200,000) (200,000)

Notes payable ..o (3,400,000) (1,100,000) (1,100,000)

TOAIS oottt $ 7,800,000 $§ 600,000 $1,510,000

Common stock—3$20 par value................ccc...... $(2,000,000)

Common stock—$5 par value..............cc..cco...... $ (220,000)

Additional paid-in capital ...............coccooeiiii (900,000) (100,000)

Retained earnings, 1/1 .....ccccooiviiiiiiiiiiiiiicee (2,300,000) (130,000)

REVENUES ... (6,000,000) (900,000)

EXPENSES ..ot 3,400,000 750,000

TOtAIS et $(7,800,000) $ (600,000)

Note: Parentheses indicate a credit balance.

Additional Information (not reflected in the preceding figures)

*  On December 31, Miller issues 50,000 shares of its $20 par value common stock for all of the
outstanding shares of Richmond Company.

* As part of the acquisition agreement, Miller agrees to pay the former owners of Richmond
$250,000 if certain profit projections are realized over the next three years. Miller calculates the
acquisition-date fair value of this contingency at $100,000.

+ In creating this combination, Miller pays $10,000 in stock issue costs and $20,000 in accounting
and legal fees.

Required

a. Miller’s stock has a fair value of $32 per share. Using the acquisition method:

1. Prepare the necessary journal entries if Miller dissolves Richmond so it is no longer a sepa-
rate legal entity.

2. Assume instead that Richmond will retain separate legal incorporation and maintain its own
accounting systems. Prepare a worksheet to consolidate the accounts of the two companies.

b. If Miller’s stock has a fair value of $26 per share, describe how the consolidated balances would
differ from the results in requirement (a).

Solution a. 1. In a business combination, the accountant first determines the total fair value of the con-

sideration transferred. Because Miller’s stock is valued at $32 per share, the 50,000 issued
shares are worth $1,600,000 in total. Included in the consideration transferred is the $100,000
acquisition-date fair value of the contingent performance obligation.

This $1,700,000 total fair value is compared to the $1,510,000 fair value of Richmond’s
assets and liabilities (including the fair value of IPR&D). Miller recognizes the $190,000
excess fair value ($1,700,000 — $1,510,000) as goodwill. Because dissolution occurs, Miller
records on its books the individual fair values of Richmond’s identifiable assets and liabili-
ties with the excess recorded as goodwill.

The $10,000 stock issue cost reduces Additional Paid-In Capital. The $20,000 direct com-
bination costs (accounting and legal fees) are expensed when incurred.
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Miller Company’s Financial Records—December 31

Cash . . 200,000
Receivables . . ... ... . 290,000
Inventory . . .. 820,000
Buildings and Equipment. . ... ... . 900,000
Unpatented Technology. . .. ... . . 500,000
Research and Development Asset. . .. ....................... 100,000
GoodWwill . . . 190,000
Accounts Payable . . ... ... .. .. ... 200,000
Notes Payable. .. ... ... .. ... .. . .. ... 1,100,000
Contingent Performance Obligation . .. .................. 100,000
Common Stock (Miller) (parvalue) . ..................... 1,000,000
Additional Paid-In Capital (fair value in excess of par value). . . . 600,000
To record acquisition of Richmond Company.
Professional Services EXpeNnse. . .. ... 20,000
Cash (paid for combination costs). .. .................... 20,000
To record legal and accounting fees related to the combination.
Additional Paid-In Capital. . .. ......... ... ... 10,000
Cash (stock issuance Costs) . . ... ... 10,000

To record payment of stock issuance costs.

. Under this scenario, the acquisition fair value is equal to that computed in part (al).

50,000 shares of stock at $32.00 each. . . ................ $1,600,000
Contingent performance obligation. . ................... 100,000
Acquisition-date fair value of consideration transferred . . .. .. $1,700,000

Because the subsidiary is maintaining separate incorporation, Miller establishes an invest-
ment account to reflect the $1,700,000 acquisition consideration:

Miller’s Financial Records—December 31

Investment in Richmond Company. . ........................ 1,700,000
Contingent Performance Obligation . .. .................. 100,000
Common Stock (Miller) (par value) .. .................... 1,000,000
Additional Paid-In Capital (fair value in excess of par value). . . . 600,000

To record investment in Richmond Company.

Professional Services EXpense. . .. ... 20,000

Cash (paid for combination costs). .. .................... 20,000
To record legal and accounting fees related to the combination.

Additional Paid-In Capital. . .. ........ ... .. ... 10,000

Cash (stock issuance costs) . . ... ... ... . 10,000

To record payment of stock issuance costs.

Because Richmond maintains separate incorporation and its own accounting system, Miller
prepares a worksheet for consolidation. To prepare the worksheet, Miller first allocates Rich-
mond’s fair value to assets acquired and liabilities assumed based on their individual fair values:

Fair value of consideration transferred by Miller . . .. .................. $1,700,000
Book value of Richmond . . .. ... .. . . . . . . 600,000
Excess fair value over book value . . . .. ... ... $1,100,000

Allocations are made to specific accounts based on differences in fair values and book values:

Receivables ($290,000 — $300,000) ... ................. $(10,000)
Inventory ($820,000 — $600,000) . . ... ................. 220,000
Buildings and equipment ($900,000 — $800,000) . ......... 100,000
Unpatented technology (500,000 = 0) ................. 500,000
In-process research and development. .. ................. 100,000 910,000

Goodwill . ... $ 190,000
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The following steps produce the consolidated financial statements total in Exhibit 2.8:

* Miller’s balances have been updated on this worksheet to include the effects of both the
newly issued shares of stock, the recognition of the contingent performance liability, and
the combination expenses.

* Richmond’s revenue and expense accounts have been closed to Retained Earnings. The
acquisition method consolidates only postacquisition revenues and expenses.

*  Worksheet Entry S eliminates the $600,000 book value component of the Investment in
Richmond Company account along with the subsidiary’s stockholders’ equity accounts.

Entry A adjusts all of Richmond’s assets and liabilities to fair value based on the allocations

determined earlier.

b. If the fair value of Miller’s stock is $26.00 per share, then the fair value of the consideration
transferred in the Richmond acquisition is recomputed as follows:

Fair value of shares issued ($26 X 50,000 shares) ................... $1,300,000
Fair value of contingent consideration .. .............. ... ......... 100,000
Total consideration transferred at fairvalue . . ... ........ .. ... ...... $1,400,000

Because the consideration transferred is $110,000 less than the $1,510,000 fair value of the net
assets received in the acquisition, a bargain purchase has occurred. In this situation, Miller

EXHIBIT 2.8 Comprehensive Illustration—Solution—Acquisition Method

MILLER COMPANY AND RICHMOND COMPANY
Consolidation Worksheet
For Period Ending December 31

Miller Richmond Consolidation Entries | ¢n0lidated
Accounts Company Company Debit Credit Totals
Income Statement
Revenues (6,000,000) (6,000,000)
Expenses 3,420,000* 3,420,000*
Net income (2,580,000) (2,580,000)
Statement of Retained Earnings
Retained earnings, 1/1 (2,300,000) (2,300,000)
Net income (above) (2,580,000) (2,580,000)
Retained earnings, 12/31 (4,880,000) (4,880,000)
Balance Sheet
Cash 570,000* 200,000 770,000
Receivables 900,000 300,000 (A) 10,000 1,190,000
Inventory 1,100,000 600,000 (A) 220,000 1,920,000
Investment in Richmond Company 1,700,000* -0- (A) 1,100,000 -0-
(S) 600,000
Buildings and equipment (net) 9,000,000 800,000 (A) 100,000 9,900,000
Goodwill —0- -0- (A) 190,000 190,000
Unpatented technology -0- -0- (A) 500,000 500,000
Research and development asset —0- —0- (A) 100,000 100,000
Total assets 13,270,000 1,900,000 14,570,000
Accounts payable (400,000) (200,000) (600,000)
Notes payable (3,400,000) (1,100,000) (4,500,000)
Contingent performance obligation (100,000)* -0- (100,000)
Common stock (3,000,000)* (220,000) (S) 220,000 (3,000,000)
Additional paid-in capital (1,490,000)* (100,000) (S) 100,000 (1,490,000)
Retained earnings, 12/31 (above) (4,880,000)* (280,000)" (S) 280,000 (4,880,000)
Total liabilities and equities (13,270,000) (1,900,000) 1,710,000 1,710,000 | (14,570,000)

Note: Parentheses indicate a credit balance.

*Balances have been adjusted for issuance of stock, payment of combination expenses, and recognition of contingent performance obligation.
TBeginning retained earnings plus revenues minus expenses.
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continues to recognize each of the separately identified assets acquired and liabilities assumed
at their fair values. Resulting differences in the consolidated balances relative to the require-
ment () solution are as follows:

* The $110,000 excess fair value recognized over the consideration transferred is recognized as
a “gain on bargain purchase.”

» Consolidated net income increases by the $110,000 gain to $2,690,000.

» No goodwill is recognized.

»  Miller’s additional paid-in capital decreases by $300,000 to $1,190,000.

+ Consolidated retained earnings increase by the $110,000 gain to $4,990,000.

Also, because of the bargain purchase, the “Investment in Richmond Company” account bal-
ance on Miller’s separate financial statements shows the $1,510,000 fair value of the net iden-
tified assets received. This valuation measure is an exception to the general rule of using the
consideration transferred to provide the valuation basis for the acquired firm.

Appendix

Identify the general characteris-
tics of the legacy purchase and
pooling of interest methods of
accounting for past business
combinations. Understand the
effects that persist today in
financial statements from the
use of these legacy methods.

Legacy Methods of Accounting For Business
Combinations

The acquisition method provides the accounting for business combinations occurring in 2009
and thereafter. However, for decades, business combinations were accounted for using either the
purchase or pooling of interests method. From 2002 through 2008, the purchase method was
used exclusively for business combinations. Prior to 2002, financial reporting standards allowed
two alternatives: the purchase method and the pooling of interests method. Because the FASB
required prospective application of the acquisition method for 2009 and beyond, the purchase
and pooling of interests methods continue to provide the basis for financial reporting for
pre-2009 business combinations and thus will remain relevant for many years. Literally tens of
thousands of past business combinations will continue to be reported in future statements under
one of these legacy methods.

The following sections describe the purchase and pooling of interests methods along with com-
parisons to the acquisition method.

The Purchase Method: An Application of the Cost Principle

A basic principle of the purchase method was to record a business combination at the cost to the
new owners. For example, several years ago MGM Grand, Inc., acquired Mirage Resorts, Inc.,
for approximately $6.4 billion. This purchase price continued to serve as the valuation basis for
Mirage Resorts’s assets and liabilities in the preparation of MGM Grand’s consolidated financial
statements.

Several elements of the purchase method reflect a strict application of the cost principle. The
following items represent examples of how the cost-based purchase method differs from the fair-
value-based acquisition method.

» Acquisition date allocations (including bargain purchases).
» Direct combination costs.

» Contingent consideration.

» In-process research and development.

We next briefly discuss the accounting treatment for these items across the current and previous
financial reporting regimes.

Purchase-Date Cost Allocations (Including Bargain Purchases)

In pre-2009 business combinations, the application of the cost principle often was complicated
because literally hundreds of separate assets and liabilities were acquired. Accordingly, for asset
valuation and future income determination, firms needed a basis to allocate the total cost among
the various assets and liabilities received in the bargained exchange. Similar to the acquisition
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method, the purchase method based its cost allocations on the combination-date fair values of
the acquired assets and liabilities. Also closely related to the acquisition method procedures, any
excess of cost over the sum of the net identified asset fair values was attributed to goodwill.

But the purchase method stands in marked contrast to the acquisition method in bargain pur-
chase situations. Under the purchase method, a bargain purchase occurred when the sum of the
individual fair values of the acquired net assets exceeded the purchase cost. To record a bargain
purchase at cost, however, the purchase method required that certain long-term assets be recorded
at amounts below their assessed fair values.

For example, assume Adams Co. paid $520,000 for Brook Co. in 2008. Brook has the following
assets with appraised fair values:

Accounts receivable ... ... ... $ 15,000
Lland. ... .. ... ... ...... 200,000
Building .................. 400,000
Accounts payable . ... ....... (5,000)
Total net fair value .. ........ $610,000

However, to record the combination at its $520,000 cost, Adams cannot use all of the above fair val-
ues. The purchase method solution was to require that Adams reduce the valuation assigned to the
acquired long-term assets (land and building) proportionately by $90,000 ($610,000 — $520,000).
The total fair value of the long-term assets, in this case $600,000, provided the basis for allocating
the reduction. Thus, Adams would reduce the acquired land by (2/6 X $90,000) = $30,000 and the
building by (4/6 X $90,000) = $60,000. Adams’s journal entry to record the combination using the
purchase method would then be as follows:

Accounts Receivable . . . ............. 15,000

Land ($200,000 — $30,000). . ........ 170,000

Building ($400,000 — $60,000) .. .. ... 340,000
Accounts Payable. .. .......... .. 5,000
Cash ... . ... ... ... . ...... 520,000

Note that current assets and liabilities did not share in the proportionate reduction to cost. Long-term
assets were subject to the reduction because their fair-value estimates were considered less reliable than
current items and liabilities. Finally, in rare situations firms recognized an extraordinary gain on a
purchase, but only in the very unusual case that the long-term assets were reduced to a zero valuation.

In contrast, the acquisition method embraces the fair-value concept and discards the consid-
eration transferred as a valuation basis for the business acquired in a bargain purchase. Instead,
the acquirer measures and recognizes the fair values of each of the assets acquired and liabilities
assumed at the date of combination, regardless of the consideration transferred in the transaction.
As a result, (1) no assets are recorded at amounts below their assessed fair values, as is the case
with bargain purchases accounted for by the purchase method, and (2) a gain on bargain purchase
is recognized at the acquisition date.

Direct Combination Costs

Almost all business combinations employ professional services to assist in various phases of the
transaction. Examples include target identification, due diligence regarding the value of an acqui-
sition, financing, tax planning, and preparation of formal legal documents. Prior to 2009, under
the purchase method, the investment cost basis included direct combination costs. In contrast,
the acquisition method considers these costs as payments for services received, not part of the fair
value exchanged for the business. Thus, under the acquisition method, direct combination costs
are expensed as incurred.

Contingent Consideration

Often business combination negotiations result in agreements to provide additional payments
to former owners if they meet specified future performance measures. The purchase method ac-
counted for such contingent consideration obligations as postcombination adjustments to the pur-
chase cost (or stockholders’ equity if the contingency involved the parent’s equity share value)
upon resolution of the contingency. The acquisition method treats contingent consideration ob-
ligations as a negotiated component of the fair value of the consideration transferred, consistent
with the fair-value measurement attribute.
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In-Process Research and Development (IPR&D)

Prior to 2009, financial reporting standards required the immediate expensing of acquired IPR&D
if the project had not yet reached technological feasibility and the assets had no future alternative
uses. Expensing acquired IPR&D was consistent with the accounting treatment for a firm’s ongo-
ing research and development costs.

The acquisition method, however, requires tangible and intangible assets acquired in a business
combination to be used in a particular research and development activity, including those that
may have no alternative future use, to be recognized and measured at fair value at the acquisi-
tion date. These capitalized research and development costs are reported as intangible assets with
indefinite lives subject to periodic impairment reviews. Moreover, because the acquirer identified
and paid for the [IPR&D, the acquisition method assumes an expectation of future economic ben-
efit and therefore recognizes an asset.

The Pooling of Interests Method: Continuity
of Previous Ownership

Historically, former owners of separate firms would agree to combine for their mutual benefit and
continue as owners of a combined firm. It was asserted that the assets and liabilities of the former
firms were never really bought or sold; former owners merely exchanged ownership shares to be-
come joint owners of the combined firm. Combinations characterized by exchange of voting shares
and continuation of previous ownership became known as pooling of interests. Rather than an ex-
change transaction with one ownership group replacing another, a pooling of interests was charac-
terized by a continuity of ownership interests before and after the business combination. Prior to its
elimination, this method was applied to a significant number of business combinations.?’ To reflect
the continuity of ownership, two important steps characterized the pooling of interests method:

1. The book values of the assets and liabilities of both companies became the book values reported
by the combined entity.

2. The revenue and expense accounts were combined retrospectively as well as prospectively. The
idea of continuity of ownership gave support for the recognition of income accruing to the
owners both before and after the combination.

Therefore, in a pooling, reported income was typically higher than under the contemporaneous
purchase accounting. Under pooling, not only did the firms retrospectively combine incomes, but
also the smaller asset bases resulted in smaller depreciation and amortization expenses. Because
net income reported in financial statements often is used in a variety of contracts, including mana-
gerial compensation, managers considered the pooling method an attractive alternative to pur-
chase accounting.

Prior to 2002, accounting and reporting standards allowed both the purchase and pooling of
interest methods for business combinations. However, standard setters established strict criteria
for use of the pooling method. The criteria were designed to prevent managers from engaging in
purchase transactions and then reporting them as poolings of interests. Business combinations
that failed to meet the pooling criteria had to be accounted for by the purchase method.

These criteria had two overriding objectives. First, to ensure the complete fusion of the two or-
ganizations, one company had to obtain substantially all (90 percent or more) of the voting stock
of the other. The second general objective of these criteria was to prevent purchase combinations
from being disguised as poolings. Past experience had shown that combination transactions were
frequently manipulated so that they would qualify for pooling of interests treatment (usually to in-
crease reported earnings). However, subsequent events, often involving cash being paid or received
by the parties, revealed the true nature of the combination: One company was purchasing the
other in a bargained exchange. A number of qualifying criteria for pooling of interests treatment
were designed to stop this practice.

Comparisons across the Pooling of Interests, Purchase,
and Acquisition Methods
To illustrate some of the differences across the purchase, pooling of interests, and acquisition

methods, assume that on January 1, Archer Inc. acquired Baker Company in exchange for 10,000
shares of its $1.00 par common stock having a fair value of $1,200,000 in a transaction structured

20 Past prominent business combinations accounted for by the pooling of interests method include ExxonMobil,
Pfizer-Warner Lambert, Yahoo!-Broadcast.com, and Pepsi-Quaker Oats, among thousands of others.
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EXHIBIT 2.9

Precombination Information
for Baker Company

January 1 Book Values Fair Values
Current assets $ 30,000 $ 30,000
Internet domain name 160,000 300,000
Licensing agreements —0- 500,000
In-process research and development —0- 200,000
Notes payable (25,000) (25,000)

Total net assets $165,000 $1,005,000

Note: Parentheses indicate a credit balance.

as a merger. In connection with the acquisition, Archer paid $25,000 in legal and accounting fees.
Also, Archer agreed to pay the former owners additional cash consideration contingent upon the
completion of Baker’s existing contracts at specified profit margins. The current fair value of the
contingent obligation was estimated to be $150,000. Exhibit 2.9 provides Baker’s combination-
date book values and fair values.

Purchase Method Applied

Archer’s valuation basis for its purchase of Baker is computed and allocated as follows:

Fair value of sharesissued. . . ........................ $ 1,200,000
Direct combination costs (legal and accounting fees). . .. ... 25,000
Cost of the Baker purchase. . ........................ $ 1,225,000
Cost allocation:
CUMENT @SSELS .« v v e e e e e e $ 30,000
Internet domainname. .. ... ... ... ... ... ... ... 300,000
Licensing agreements . . ... ... .. ... 500,000
Research and development expense . ................ 200,000
Notespayable . .. ........ .. ... ... .. .. ... ... .. ... (25,000)
Total net fair value of items acquired . . . ............ 1,005,000
Goodwill . ... $ 220,000

Note the following characteristics of the purchase method from the above schedule.

» The valuation basis is cost and includes direct combination costs, but excludes the contingent
consideration.

» The cost is allocated to the assets acquired and liabilities assumed based on their individual
fair values (unless a bargain purchase occurs and then the long-term items may be recorded as
amounts less than their fair values).

*  Goodwill is the excess of cost over the fair values of the net assets purchased.
» Acquired in-process research and development is expensed immediately at the purchase date.

Pooling of Interests Method Applied

Because a purchase-sale was deemed not to occur, the pooling method relied on previously re-
corded values reflecting a continuation of previous ownership. Thus, the following asset would be
recorded by Archer in a business combination accounted for as a pooling of interests.

Values Assigned

CUMENT @SSETS. .« v v vt e e e e $ 30,000
Internet domainname ... ... ... ... ... 160,000
Licensing agreements . . ... ... ... .. ... —0-
In-process research and development . .. ........... —0-
Notes payable. . ...... ... ... .. ... .. ... ... .. ... (25,000)
Total value assigned within the combination. ... ... .. $165,000

Note the following characteristics of the pooling of interests method from the above schedule.

» Because a pooling of interests was predicated on a continuity of ownership, the accounting
incorporated a continuation of previous book values and ignored fair values exchanged in a
business combination.
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» Previously unrecognized (typically internally developed) intangibles continue to be reported at
a zero value postcombination.

* Because the pooling of interests method values an acquired firm at its previously recorded book
value, no new amount for goodwill was ever recorded in a pooling.
Acquisition Method Applied

According to the acquisition method, Archer’s valuation basis for its acquisition of Baker is com-
puted as follows:

Fair value of sharesissued. . .. ... ... ... ... ... ... ...... $1,200,000
Fair value of contingent performance obligation. ... ........ 150,000
Total consideration transferred for the Baker acquisition. . . . .. $1,350,000
Cost allocation:
CUMENt @SSETS . .« o v e e e $ 30,000
Internet domain name. . . ... ... ... 300,000
Licensing agreements .. ... ... ... 500,000
Research and developmentasset. . .................... 200,000
Notes payable. ......... ... ... .. .. .. .. ... (25,000)
Total net fair value of items acquired . . .. ............. 1,005,000
GoodWill . . oo $ 345,000

Note the following characteristics of the acquisition method from the above entry.

* The valuation basis is fair value of consideration transferred and includes the contingent con-
sideration, but excludes direct combination costs.

» The assets acquired and liabilities assumed are recorded at their individual fair values.

*  Goodwill is the excess of the consideration transferred over the fair values of the net assets
acquired.

* Acquired in-process research and development is recognized as an asset.
» Professional service fees to help accomplish the acquisition are expensed.
The following table compares the amounts from Baker that Archer would include in its

combination-date consolidated financial statements under the pooling of interests method, the
purchase method, and the acquisition method.

Values Incorporated in Archer’s
Consolidated Balance Sheet Resulting
from the Baker Transaction

Pooling of Purchase  Acquisition
Interests Method Method Method

Current assets $ 30,000 $ 30,000 $ 30,000
Internet domain name 160,000 300,000 300,000
Licensing agreements —0— 500,000 500,000
In-process research and development asset* -0- —0- 200,000
Goodwill -0- 220,000 345,000
Notes payable (25,000) (25,000) (25,000)
Contingent performance obligation —0- —0- (150,000)
Total net assets recognized by Archer $165,000 $1,025,000 $1,200,000

*Acquired in-process research and development was expensed under the purchase method and not recognized at all under the pooling
of interests method.

Several comparisons should be noted across these methods of accounting for business combinations:

» In consolidating Baker’s assets and liabilities, the purchase and acquisition methods record
fair values. In contrast, the pooling method uses previous book values and ignores fair values.
Consequently, although a fair value of $1,350,000 is exchanged, only a net value of $165,000
(assets less liabilities) is reported in the pooling.
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The pooling method, as reflected in the preceding example, typically shows smaller asset values
and consequently lowers future depreciation and amortization expenses. Thus, higher future
net income was usually reported under the pooling method compared to similar situations that
employed the purchase method.

Under pooling, financial ratios such as Net Income/Total Assets were dramatically inflated.
Not only was this ratio’s denominator understated through failure to recognize internally
developed assets acquired (and fair values in general), but the numerator was overstated
through smaller depreciation and amortization expenses.

Although not shown, the pooling method retrospectively combined the acquired firm’s rev-
enues, expenses, dividends, and retained earnings. The purchase and acquisition methods
incorporate only postcombination values for these operational items. Also all costs of the com-
bination (direct and indirect acquisition costs and stock issue costs) were expensed in the period
of combination under the pooling of interests method.

Finally, with adoption of the acquisition method, the FASB has moved clearly in the direction
of increased management accountability for the fair values of all assets acquired and liabilities
assumed in a business combination.

Questions 1.

. Describe the different types of legal arrangements that can take place to create a business

10.

I1.

What is a business combination?

combination.

. What does the term consolidated financial statements mean?
. Within the consolidation process, what is the purpose of a worksheet?
. Jones Company obtains all of the common stock of Hudson, Inc., by issuing 50,000 shares of

its own stock. Under these circumstances, why might the determination of a fair value for the
consideration transferred be difficult?

. What is the accounting valuation basis for consolidating assets and liabilities in a business

combination?

. How should a parent consolidate its subsidiary’s revenues and expenses?
. Morgan Company acquires all of the outstanding shares of Jennings, Inc., for cash. Morgan

transfers consideration more than the fair value of the company’s net assets. How should the
payment in excess of fair value be accounted for in the consolidation process?

. Catron Corporation is having liquidity problems, and as a result, it sells all of its outstanding

stock to Lambert, Inc., for cash. Because of Catron’s problems, Lambert is able to acquire
this stock at less than the fair value of the company’s net assets. How is this reduction in price
accounted for within the consolidation process?

Sloane, Inc., issues 25,000 shares of its own common stock in exchange for all of the outstand-
ing shares of Benjamin Company. Benjamin will remain a separately incorporated operation.
How does Sloane record the issuance of these shares?

To obtain all of the stock of Molly, Inc., Harrison Corporation issued its own common
stock. Harrison had to pay $98,000 to lawyers, accountants, and a stock brokerage firm in
connection with services rendered during the creation of this business combination. In addi-
tion, Harrison paid $56,000 in costs associated with the stock issuance. How will these two
costs be recorded?

Problems L.

D 2

Which of the following does not represent a primary motivation for business combinations?
a. Combinations as a vehicle for achieving rapid growth and competitiveness.
b. Cost savings through elimination of duplicate facilities and staff.
¢. Quick entry for new and existing products into markets.
d. Larger firms being less likely to fail.
Which of the following is the best theoretical justification for consolidated financial statements?
a. In form the companies are one entity; in substance they are separate.
b. In form the companies are separate; in substance they are one entity.
¢. In form and substance the companies are one entity.
d. In form and substance the companies are separate.
(AICPA)
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. What is a statutory merger?

a. A merger approved by the Securities and Exchange Commission.

b. An acquisition involving the purchase of both stock and assets.

¢. A takeover completed within one year of the initial tender offer.

d. A business combination in which only one company continues to exist as a legal entity.

. FASB ASC 805, “Business Combinations,” provides principles for allocating the fair value of an

acquired business. When the collective fair values of the separately identified assets acquired and
liabilities assumed exceed the fair value of the consideration transferred, the difference should be:

a. Recognized as an ordinary gain from a bargain purchase.

b. Treated as negative goodwill to be amortized over the period benefited, not to exceed 40 years.
c¢. Treated as goodwill and tested for impairment on an annual basis.
d.

Applied pro rata to reduce, but not below zero, the amounts initially assigned to specific
noncurrent assets of the acquired firm.

. What is the appropriate accounting treatment for the value assigned to in-process research

and development acquired in a business combination?
a. Expense upon acquisition.
b. Capitalize as an asset.

¢. Expense if there is no alternative use for the assets used in the research and development
and technological feasibility has yet to be reached.

d. Expense until future economic benefits become certain and then capitalize as an asset.

. An acquired entity has a long-term operating lease for an office building used for central man-

agement. The terms of the lease are very favorable relative to current market rates. However,
the lease prohibits subleasing or any other transfer of rights. In its financial statements, the
acquiring firm should report the value assigned to the lease contract as

a. An intangible asset under the contractual-legal criterion.

b. A part of goodwill.

¢. An intangible asset under the separability criterion.

d. A building.

When does gain recognition accompany a business combination?

a. When a bargain purchase occurs.

b. In a combination created in the middle of a fiscal year.

¢. In an acquisition when the value of all assets and liabilities cannot be determined.
d.

When the amount of a bargain purchase exceeds the value of the applicable noncurrent
assets (other than certain exceptions) held by the acquired company.

According to the acquisition method of accounting for business combinations, costs paid to
attorneys and accountants for services in arranging a merger should be

a. Capitalized as part of the overall fair value acquired in the merger.

b. Recorded as an expense in the period the merger takes place.

¢. Included in recognized goodwill.

d. Written off over a 5-year maximum useful life.

When negotiating a business acquisition, buyers sometimes agree to pay extra amounts to sell-

ers in the future if performance metrics are achieved over specified time horizons. How should

buyers account for such contingent consideration in recording an acquisition?

a. The amount ultimately paid under the contingent consideration agreement is added to
goodwill when and if the performance metrics are met.

b. The fair value of the contingent consideration is expensed immediately at acquisition date.

¢. The fair value of the contingent consideration is included in the overall fair value of the
consideration transferred, and a liability or additional owners’ equity is recognized.

d. The fair value of the contingent consideration is recorded as a reduction of the otherwise
determinable fair value of the acquired firm.

An acquired firm’s financial records sometimes show goodwill from previous business com-

binations. How does a parent company account for the preexisting goodwill of its newly

acquired subsidiary?

a. The parent tests the preexisting goodwill for impairment before recording the goodwill as
part of the acquisition.
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LO 2-5, 2-8

11.

12.

13.

b. The parent includes the preexisting goodwill as an identified intangible asset acquired.

c¢. The parent ignores preexisting subsidiary goodwill and allocates the subsidiary’s fair value
among the separately identifiable assets acquired and liabilities assumed.

d. Preexisting goodwill is excluded from the identifiable assets acquired unless the subsidiary
can demonstrate its continuing value.

On June 1, Cline Co. paid $800,000 cash for all of the issued and outstanding common stock

of Renn Corp. The carrying amounts for Renn’s assets and liabilities on June 1 follow:

Cash ... $150,000
Accounts receivable. . ... ... ... ... ... 180,000
Capitalized software costs . . . ........... 320,000
Goodwill .. ... 100,000
Liabilities . . ... ... (130,000)

Netassets. .. ...................... $620,000

On June 1, Renn’s accounts receivable had a fair value of $140,000. Additionally, Renn’s in-
process research and development was estimated to have a fair value of $200,000. All other
items were stated at their fair values. On Cline’s June 1 consolidated balance sheet, how much
is reported for goodwill?

a. $320,000.
b. $120,000.
c. $80,000.
d. $20,000.

Problems 12 and 13 relate to the following:
On May 1, Donovan Company reported the following account balances:

Current assets . ..o $ 90,000
Buildings & equipment (net). .. ........... 220,000
Totalassets . . ..o $310,000
Liabilities . .. ... $ 60,000
Commonstock . ......... ... . . . . ... ... 150,000
Retained earnings . .................... 100,000
Total liabilities and equities .. ............ $310,000

On May 1, Beasley paid $400,000 in stock (fair value) for all of the assets and liabilities of
Donovan, which will cease to exist as a separate entity. In connection with the merger, Beasley
incurred $15,000 in accounts payable for legal and accounting fees.

Beasley also agreed to pay $75,000 to the former owners of Donovan contingent on meet-
ing certain revenue goals during the following year. Beasley estimated the present value of
its probability adjusted expected payment for the contingency at $20,000. In determining its
offer, Beasley noted the following:

* Donovan holds a building with a fair value $30,000 more than its book value.

+ Donovan has developed unpatented technology appraised at $25,000, although is it not
recorded in its financial records.

» Donovan has a research and development activity in process with an appraised fair value of
$45,000. The project has not yet reached technological feasibility.

*  Book values for Donovan’s current assets and liabilities approximate fair values.
What should Beasley record as total liabilities incurred or assumed in connection with the
Donovan merger?

a. $15,000.

b. $75,000.

¢. $95,000.

d. $150,000.

How much should Beasley record as total assets acquired in the Donovan merger?
a. $400,000.

b. $420,000.

¢. $410,000.

d. $480,000.
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14. Prior to being united in a business combination, Atkins, Inc., and Waterson Corporation had

15.

16.

17.

18.

the following stockholders’ equity figures:

Atkins Waterson

Common stock ($1 par value) . ... ... $180,000 $ 45,000
Ad(ditional paid-in capital . . .. .. ... .. 90,000 20,000
Retained earnings . ............... 300,000 110,000

Atkins issues 51,000 new shares of its common stock valued at $3 per share for all of the out-
standing stock of Waterson. Immediately afterward, what are consolidated Additional Paid-
In Capital and Retained Earnings, respectively?

a. $104,000 and $300,000.

b. $110,000 and $410,000.

¢. $192,000 and $300,000.

d. $212,000 and $410,000.

Problems 15 through 18 are based on the following information:

On July 1, TruData Company issues 10,000 shares of its common stock with a $5 par value and a
$40 fair value in exchange for all of Webstat Company’s outstanding voting shares. Webstat’s pre-
combination book and fair values are shown below along with book values for TruData’s accounts.

TruData Webstat Webstat
Book Values Book Values Fair Values
Revenues (1/1to 7/1). .. .. ......... $(250,000) $(130,000)
Expenses (1/1t0 7/1) . . ............ 170,000 80,000
Retained earnings, 1/1............. (130,000) (150,000)
Cash and receivables . . ............ 140,000 60,000 $ 60,000
Inventory .. ......... ... .. ....... 190,000 145,000 175,000
Patented technology (net) .. ........ 230,000 180,000 200,000
Land . ... ... 400,000 200,000 225,000
Buildings and equipment (net). ... ... 100,000 75,000 75,000
Liabilities . . .. ......... ... ... .... (540,000) (360,000) (350,000)
Commonstock . ................. (300,000) (70,000)
Additional paid-in capital . . ... ... ... (10,000) (30,000)

On its acquisition-date consolidated balance sheet, what amount should TruData report as
goodwill?

a. —0—.

b. $15,000.

¢. $35,000.

d. $100,000.

On its acquisition-date consolidated balance sheet, what amount should TruData report as
patented technology (net)?

a. $200,000.
b. $230,000.
c. $410,000.
d. $430,000.

On its acquisition-date consolidated balance sheet, what amount should TruData report as
common stock?

a. $70,000.

b. $300,000.
c. $350,000.
d. $370,000.

On its acquisition-date consolidated balance sheet, what amount should TruData report as
retained earnings as of July 1?

a. $130,000.
b. $210,000.
c. $260,000.
d. $510,000.
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LO 2-6
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19.

20.

21.

22.

Prycal Co. merges with InterBuy, Inc., and acquires several different categories of intangible
assets including trademarks, a customer list, copyrights on artistic materials, agreements to
receive royalties on leased intellectual property, and unpatented technology.

a. Describe the criteria for determining whether an intangible asset acquired in a business
combination should be separately recognized apart from goodwill.

b. For each of the acquired intangibles listed, identify which recognition criteria (separability
and legal/contractual) may or may not apply in recognizing the intangible on the acquiring
firm’s financial statements.

The following book and fair values were available for Westmont Company as of March 1.

Book Value Fair Value

Inventory . .. .................. $ 630,000 $ 600,000
Land . ... ... ... 750,000 990,000
Buildings . .................... 1,700,000 2,000,000
Customer relationships .. ........ -0- 800,000
Accounts payable. . . ......... ... (80,000) (80,000)
Commonstock .. .............. (2,000,000)
Additional paid-in capital . . .. ... .. (500,000)
Retained earnings 1/1 ........... (360,000)
Revenues. .................... (420,000)
Expenses .. ... . ... ... ... 280,000

Arturo Company pays $4,000,000 cash and issues 20,000 shares of its $2 par value common
stock (fair value of $50 per share) for all of Westmont’s common stock in a merger, after
which Westmont will cease to exist as a separate entity. Stock issue costs amount to $25,000
and Arturo pays $42,000 for legal fees to complete the transaction. Prepare Arturo’s journal
entry to record its acquisition of Westmont.

Use the same facts as in problem (20), but assume instead that Arturo pays cash of $4,200,000
to acquire Westmont. No stock is issued. Prepare Arturo’s journal entry to record its acquisi-
tion of Westmont.

Following are preacquisition financial balances for Padre Company and Sol Company as of
December 31. Also included are fair values for Sol Company accounts.

Padre Sol Company
Company
Book Values Book Values Fair Values
12/31 12/31 12/31
Cash ... ... $ 400,000 $ 120,000 $ 120,000
Receivables . ....................... 220,000 300,000 300,000
Inventory . . ................ . ... .. 410,000 210,000 260,000
Land ... ... 600,000 130,000 110,000
Building and equipment (net). . .. ..... .. 600,000 270,000 330,000
Franchise agreements . ............... 220,000 190,000 220,000
Accounts payable. ... ... ... (300,000) (120,000) (120,000)
Accrued expenses . .. ... (90,000) (30,000) (30,000)
Long-term liabilities . . . ............. .. (900,000) (510,000) (510,000)
Common stock—$20 parvalue . .. ... ... (660,000)
Common stock—$5 parvalue . .. ....... (210,000)
Additional paid-in capital . . ... ...... ... (70,000) (90,000)
Retained earnings, 1/1. ... ............ (390,000) (240,000)
Revenues. .............. ... ....... (960,000) (330,000)
Expenses .. ... .. 920,000 310,000

Note: Parentheses indicate a credit balance.

On December 31, Padre acquires Sol’s outstanding stock by paying $360,000 in cash and issu-
ing 10,000 shares of its own common stock with a fair value of $40 per share. Padre paid legal
and accounting fees of $20,000 as well as $5,000 in stock issuance costs.

Determine the value that would be shown in Padre’s consolidated financial statements for
each of the accounts listed.
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Accounts
Inventory Revenues
Land Additional paid-in capital

Buildings and equipment
Franchise agreements
Goodwill

Expenses
Retained earnings, 1/1
Retained earnings, 12/31

23. On May 1, Soriano Co. reported the following account balances along with their estimated fair values:

LO 2-5, 2-6

Carrying Amount  Fair Value
Receivables .. ........ ... ..... $ 90,000 $ 90,000
Inventory . . ... L. 75,000 75,000
Copyrights. .. ................ 125,000 480,000
Patented technology . .......... 825,000 700,000
Totalassets .. ................ $1,115,000 $1,345,000
Current liabilities . . . ........... $ 160,000 $ 160,000
Long-term liabilities . . ... ....... 645,000 635,000
Commonstock . .............. 100,000
Retained earnings . ............ 210,000
Total liabilities and equities . . . . . . $1,115,000

On that day, Zambrano paid cash to acquire all of the assets and liabilities of Soriano, which
will cease to exist as a separate entity. To facilitate the merger, Zambrano also paid $100,000 to
an investment banking firm.

The following information was also available:

+ Zambrano further agreed to pay an extra $70,000 to the former owners of Soriano only if
they meet certain revenue goals during the next two years. Zambrano estimated the present
value of its probability adjusted expected payment for this contingency at $35,000.

+ Soriano has a research and development project in process with an appraised value of
$200,000. However, the project has not yet reached technological feasibility and the proj-
ect’s assets have no alternative future use.

Prepare Zambrano’s journal entries to record the Soriano acquisition assuming its initial cash
payment to the former owners was

a. $700,000.
b. $800,000.
24. On June 30,2015, Wisconsin, Inc., issued $300,000 in debt and 15,000 new shares of its $10 par value

stock to Badger Company owners in exchange for all of the outstanding shares of that company.
Wisconsin shares had a fair value of $40 per share. Prior to the combination, the financial state-
ments for Wisconsin and Badger for the six-month period ending June 30, 2015, were as follows:

Wisconsin Badger

Revenues. ..................... $ (900,000) $ (300,000)
Expenses . ... ... . ... .. 660,000 200,000

Netincome .................. $ (240,000)0 $ (100,000)
Retained earnings, 1/1............ $ (800,0000 $ (200,000)
Netincome .................... (240,000) (100,000)
Dividends declared. . .. ........... 90,000 -0-

Retained earnings, 6/30 ... ... ... $ (950,000) (300,000)
Cash . ... .. . ... $ 80,000 $ 110,000
Receivables and inventory ... ... ... 400,000 170,000
Patented technology (net) .. ....... 900,000 300,000
Equipment (net). .. .............. 700,000 600,000

Total assets .. ................ $ 2,080,000 $ 1,180,000
Liabilities . .. ......... ... . ... ... $ (500,000) $ (410,000)
Commonstock . ................ (360,000) (200,000)
Additional paid-in capital . . .. ... ... (270,000) (270,000)
Retained earnings . .............. (950,000) (300,000)

Total liabilities and equities. . . . . .. $ (2,080,000) $(1,180,000)
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LO 2-4, 2-7

eXcel

25.

26.

Wisconsin also paid $30,000 to a broker for arranging the transaction. In addition, Wiscon-
sin paid $40,000 in stock issuance costs. Badger’s equipment was actually worth $700,000, but
its patented technology was valued at only $280,000.

What are the consolidated balances for the following accounts?
Net income.
Retained earnings, 1/1/15.
Patented technology.
Goodwill.
Liabilities.
Common stock.

~ 0 AN R

g. Additional paid-in capital.

On January 1, 2015, Casey Corporation exchanged $3,300,000 cash for 100 percent of
the outstanding voting stock of Kennedy Corporation. Casey plans to maintain Kennedy
as a wholly owned subsidiary with separate legal status and accounting information
systems.

At the acquisition date, Casey prepared the following fair-value allocation schedule:

Fair value of Kennedy (consideration transferred). .. ....... $3,300,000
Carrying amount acquired . . ... .. ... . 2,600,000
Excess fairvalue. . . ... .. $ 700,000
to buildings (undervalued) . .......... ... ... ... ... $ 382,000
to licensing agreements (overvalued) .. ............ ... (108,000) 274,000
to goodwill (indefinite life) . . .................... ... $ 426,000

Immediately after closing the transaction, Casey and Kennedy prepared the following postac-
quisition balance sheets from their separate financial records.

Accounts Casey Kennedy
Cash ... $ 457,000 $ 172,500
Accounts receivable. . ... ... 1,655,000 347,000
Inventory . .. ... 1,310,000 263,500
Investment in Kennedy. . .......... ... ... ... .... 3,300,000 -0-
Buildings(net) .. ... .. . 6,315,000 2,090,000
Licensing agreements. . . .. ... ... —0- 3,070,000
Goodwill . ... 347,000 -0-
Total @ssets . . ... $ 13,384,000 $ 5,943,000
Accounts payable. . ... ... ... $  (394,000) $ (393,000)
long-termdebt . ....... .. ... .. ... .. (3,990,000) (2,950,000)
Common stock ... ... ... (3,000,000) (1,000,000)
Additional paid-in capital . . ......... .. ... ... ... == (500,000)
Retained earnings . .......... ... (6,000,000) (1,100,000)
Total liabilities and equities. . .. ... ................ $(13,384,000) $(5,943,000)

Prepare a January 1, 2015, consolidated balance sheet for Casey Corporation and its subsid-
iary Kennedy Corporation.

On January 1, 2015, Marshall Company acquired 100 percent of the outstanding com-
mon stock of Tucker Company. To acquire these shares, Marshall issued $200,000 in
long-term liabilities and 20,000 shares of common stock having a par value of $1 per
share but a fair value of $10 per share. Marshall paid $30,000 to accountants, lawyers,
and brokers for assistance in the acquisition and another $12,000 in connection with
stock issuance costs.

Prior to these transactions, the balance sheets for the two companies were as follows:
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27.
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Marshall Company Tucker Company

Book Value Book Value
Cash . ... $ 60,000 $ 20,000
Receivables . .. ... ... ... . ... ... ... ... 270,000 90,000
Inventory . . .......... ... 360,000 140,000
Land .. ... 200,000 180,000
Buildings(net) .. ......... ... .. ... .. .... 420,000 220,000
Equipment (net). .. ............ ... .. ... 160,000 50,000
Accounts payable. . ......... ... ... (150,000) (40,000)
Long-term liabilities . . . ................... (430,000) (200,000)
Common stock—$1 parvalue . . ............ (110,000)
Common stock—$20 parvalue . .. .......... (120,000)
Additional paid-in capital . . . ........... .. .. (360,000) —0-
Retained earnings, 1/1/15 .. .. ............. (420,000) (340,000)

Note: Parentheses indicate a credit balance.

In Marshall’s appraisal of Tucker, it deemed three accounts to be undervalued on the subsid-
iary’s books: Inventory by $5,000, Land by $20,000, and Buildings by $30,000. Marshall plans
to maintain Tucker’s separate legal identity and to operate Tucker as a wholly owned subsidiary.
a. Determine the amounts that Marshall Company would report in its postacquisition bal-

ance sheet. In preparing the postacquisition balance sheet, any required adjustments to

income accounts from the acquisition should be closed to Marshall’s retained earnings.

Other accounts will also need to be added or adjusted to reflect the journal entries Marshall

prepared in recording the acquisition.

b. To verify the answers found in part (a), prepare a worksheet to consolidate the balance

sheets of these two companies as of January 1, 2015.

Pratt Company acquired all of Spider, Inc.’s outstanding shares on December 31, 2015, for
$495,000 cash. Pratt will operate Spider as a wholly owned subsidiary with a separate legal
and accounting identity. Although many of Spider’s book values approximate fair values,
several of its accounts have fair values that differ from book values. In addition, Spider has
internally developed assets that remain unrecorded on its books. In deriving the acquisition
price, Pratt assessed Spider’s fair and book value differences as follows:

Book Values Fair Values

Computer software . . ............................ $ 20,000 $ 70,000
Equipment. . ... ... 40,000 30,000
Clientcontracts . . . ... -0- 100,000
In-process research and development. ... ............. —0- 40,000
Notes payable .. ....... ... ... .. .. ... (60,000) (65,000)

At December 31, 2015, the following financial information is available for consolidation:

Pratt Spider

Cash ... $ 36,000 $ 18,000
Receivables . .. ... ... . . . . . . . .. 116,000 52,000
Inventory . .. ... 140,000 90,000
Investment in Spider ... ... .. ... L. 495,000 -0-
Computer software . .............. ... . ...... 210,000 20,000
Buildings(net) .. ... ... 595,000 130,000
Equipment (net). .. ... ... .. ... ... 308,000 40,000
Clientcontracts . . . ... ... . . . . . . . . ... -0- -0-
Goodwill . ... -0- -0-

Total @ssets . ... ... $ 1,900,000 $ 350,000
Accounts payable. .. ... ... ... ... ... $ (88,000 $ (25,000

) )
Notes payable .. ..... ... ... ... .. .. ... .. ...... (510,000) (60,000)
Common stock .. ... .. (380,000) (100,000)
Additional paid-in capital . . . ........ ... .. ... ... (170,000) (25,000)
Retained earnings . ............ ... ... ... (752,000) (140,000)

) )

Total liabilities and equities. . . . ... ... ... ... ... .. $(1,900,000 $(350,000
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LO 2-4, 2-5, 2-6

LO 2-4, 2-6, 2-9

LO 2-4, 2-5, 2-8

Prepare a consolidated balance sheet for Pratt and Spider as of December 31, 2015.

28. Allerton Company acquires all of Deluxe Company’s assets and liabilities for cash on January
1, 2015, and subsequently formally dissolves Deluxe. At the acquisition date, the following
book and fair values were available for the Deluxe Company accounts:

Book Values Fair Values

CUrrent assets . ..o $ 60,000 $ 60,000
Building. . .......... ... ... ... ... 90,000 50,000
Land .. ... 10,000 20,000
Trademark . .. ... ... .. —0- 30,000
Goodwill . ... 15,000 ?
Liabilities . . ... ... ... ... ... (40,000) (40,000)
Commonstock . ....... ... ... (100,000)

Retained earnings . ...................... (35,000)

Prepare Allerton’s entry to record its acquisition of Deluxe in its accounting records assuming
the following cash exchange amounts:

(1) $145,000.
(2) $110,000.

29. On June 30, 2015, Streeter Company reported the following account balances:
Receivables $ 83,900 Current liabilities $ (12,900)
Inventory 70,250 Long-term liabilities (54,250)
Buildings (net) 78,900 Common stock (90,000)
Equipment (net) 24,100 Retained earnings (100,000)

Total assets $ 257,150 Total liabilities and equities $(257,150)

On June 30, 2015, Princeton Company paid $310,800 cash for all assets and liabilities of
Streeter, which will cease to exist as a separate entity. In connection with the acquisition,
Princeton paid $15,100 in legal fees. Princeton also agreed to pay $55,600 to the former own-
ers of Streeter contingent on meeting certain revenue goals during 2016. Princeton estimated
the present value of its probability adjusted expected payment for the contingency at $17,900.

In determining its offer, Princeton noted the following pertaining to Streeter:

+ It holds a building with a fair value $43,100 more than its book value.

« Tt has developed a customer list appraised at $25,200, although it is not recorded in its finan-
cial records.

« Tt has research and development activity in process with an appraised fair value of $36,400.
However, the project has not yet reached technological feasibility and the assets used in the
activity have no alternative future use.

»  Book values for the receivables, inventory, equipment, and liabilities approximate fair values.
Prepare Princeton’s accounting entry to record the combination with Streeter.
30. SafeData Corporation has the following account balances and respective fair values on June 30:

Book Values Fair Values
Receivables $ 80,000 $ 80,000
Patented technology 100,000 700,000
Customer relationships —0- 500,000
In-process research and development —0- 300,000
Liabilities (400,000) (400,000)
Common stock (100,000)
Additional paid-in capital (300,000)
Retained earnings deficit, 1/1 700,000
Revenues (300,000)
Expenses 220,000

Privacy First, Inc., obtained all of the outstanding shares of SafeData on June 30 by issu-
ing 20,000 shares of common stock having a $1 par value but a $75 fair value. Privacy First
incurred $10,000 in stock issuance costs and paid $75,000 to an investment banking firm for
its assistance in arranging the combination. In negotiating the final terms of the deal, Privacy
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First also agrees to pay $100,000 to SafeData’s former owners if it achieves certain revenue
goals in the next two years. Privacy First estimates the probability adjusted present value of
this contingent performance obligation at $30,000.

a.
b.

‘What is the fair value of the consideration transferred in this combination?

How should the stock issuance costs appear in Privacy First’s postcombination financial
statements?

How should Privacy First account for the fee paid to the investment bank?

. How does the issuance of these shares affect the stockholders’ equity accounts of Privacy

First, the parent?

How is the fair value of the consideration transferred in the combination allocated among
the assets acquired and the liabilities assumed?

What is the effect of SafeData’s revenues and expenses on consolidated totals? Why?
What is the effect of SafeData’s Common Stock and Additional Paid-In Capital balances
on consolidated totals?

If Privacy First’s stock had been worth only $50 per share rather than $75, how would the
consolidation of SafeData’s assets and liabilities have been affected?

LO 2-4, 2-5, 2-6, 2-7, 2-8 31. On January 1, 2015, NewTune Company exchanges 15,000 shares of its common stock for all
of the outstanding shares of On-the-Go, Inc. Each of NewTune’s shares has a $4 par value
and a $50 fair value. The fair value of the stock exchanged in the acquisition was considered
equal to On-the-Go’s fair value. NewTune also paid $25,000 in stock registration and issuance
costs in connection with the merger.

Several of On-the-Go’s accounts’ fair values differ from their book values on this date:

Book Values Fair Values

Receivables .. ... ... .. .. . .. ... ... $ 65,000 $ 63,000
Trademarks . .. ... . ... 95,000 225,000
Record music catalog. . .. ............ ... ... 60,000 180,000
In-process research and development. .. ........ —0- 200,000
Notes payable .. ....... ... ... ... .. ... ... (50,000) (45,000)

Precombination January 1, 2015, book values for the two companies are as follows:

a.

NewTune On-the-Go
Cash ... $ 60,000 $ 29,000
Receivables . .. ... . ... ... . . . . . ... ... ... 150,000 65,000
Trademarks . .. ... ... ... 400,000 95,000
Record music catalog. . ..................... 840,000 60,000
Equipment(net). .. .......... ... .. ... 320,000 105,000
Totals. . .. $ 1,770,000 $ 354,000
Accounts payable. . . ........ ... . ... .. $ (110,000) $ (34,000)
Notes payable . ... ... ... ... ... ........ (370,000) (50,000)
Common stock . . ... (400,000) (50,000)
Additional paid-in capital . ... ............ ... . (30,000) (30,000)
Retained earnings . ............. ... ........ (860,000) (190,000)
Totals. . ... $(1,770,000) $(354,000)

Assume that this combination is a statutory merger so that On-the-Go’s accounts will be
transferred to the records of NewTune. On-the-Go will be dissolved and will no longer
exist as a legal entity. Prepare a postcombination balance sheet for NewTune as of the
acquisition date.

b. Assume that no dissolution takes place in connection with this combination. Rather, both
companies retain their separate legal identities. Prepare a worksheet to consolidate the two
companies as of the combination date.

¢. How do the balance sheet accounts compare across parts () and (b)?

32. On December 31, 2014, Pacifica, Inc., acquired 100 percent of the voting stock of Seguros
exc el Company. Pacifica will maintain Seguros as a wholly owned subsidiary with its own legal and

accounting identity. The consideration transferred to the owner of Seguros included 50,000
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newly issued Pacifica common shares ($20 market value, $5 par value) and an agreement to
pay an additional $130,000 cash if Seguros meets certain project completion goals by Decem-
ber 31, 2015. Pacifica estimates a 50 percent probability that Seguros will be successful in

meeting these goals and uses a 4 percent discount rate to represent the time value of money.

Immediately prior to the acquisition, the following data for both firms were available:

Seguros Seguros
Pacifica Book Values Fair Values
Revenues. . ............ .. .. ..... $(1,200,000)
Expenses .. ... ... ... 875,000
Netincome . .................. $ (325,000)
Retained earnings, 1/1/14 .. ... ... .. $ (950,000)
Netincome ..................... (325,000)
Dividends declared. . .. ............ 90,000
Retained earnings, 12/31/14. ... ... $(1,185,000)
Cash . ... $ 110,000 $ 85,000 $ 85,000
Receivables and inventory .. ........ 750,000 190,000 180,000
Property, plant, and equipment . . .. .. 1,400,000 450,000 600,000
Trademarks . .................... 300,000 160,000 200,000
Total assets .. ................. $ 2,560,000 $ 885,000
Liabilities . . . ....... ... ... ... .. .. $ (500,000) $(180,000) $(180,000)
Commonstock . ................. (400,000) (200,000)
Additional paid-in capital . . ... ... ... (475,000) (70,000)
Retained earnings . ............... (1,185,000) (435,000)
Total liabilities and equities. . ... . .. $(2,560,000) $(885,000)

In addition, Pacifica assessed a research and development project under way at Seguros to
have a fair value of $100,000. Although not yet recorded on its books, Pacifica paid legal fees
of $15,000 in connection with the acquisition and $9,000 in stock issue costs.

Prepare the following:

a. Pacifica’s entries to account for the consideration transferred to the former owners of
Seguros, the direct combination costs, and the stock issue and registration costs. (Use a
0.961538 present value factor where applicable.)

b. A postacquisition column of accounts for Pacifica.
¢. A worksheet to produce a consolidated balance sheet as of December 31, 2014.

Append| X 33. Ina pre—-2.0.09 business combination, A.cme. Company acquired gll of Brem Company’s ass.e‘Fs
Probl and liabilities for cash. After the combination Acme formally dissolved Brem. At the acquisi-
roblems tion date, the following book and fair values were available for the Brem Company accounts:

Book Values Fair Values
Current assets . . ... ... $ 80,000 $ 80,000
Equipment. ... ... ... 120,000 180,000
Trademark. .. ... .. ... ... ... ... .. -0- 320,000
Liabilities . .. ... ... ... (55,000) (55,000)
Commonstock . ......... . ... ... (100,000)
Retained earnings . ..................... (45,000)

In addition, Acme paid an investment bank $25,000 cash for assistance in arranging the

combination.

a. Using the legacy purchase method for pre-2009 business combinations, prepare Acme’s
entry to record its acquisition of Brem in its accounting records assuming the following
cash amounts were paid to the former owners of Brem:

1. $610,000.
2. $425,000.
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b. How would these journal entries change if the acquisition occurred post-2009 and there-
fore Acme applied the acquisition method?

LO 2-9 34. On February 1, Piscina Corporation completed a combination with Swimwear Company. At
that date, Swimwear’s account balances were as follows:

Book Values Fair Values
INVeNtory . .. ... $ 600,000 $ 650,000
Land ... ... 450,000 750,000
Buildings . .......... ... .. ... ... 900,000 1,000,000
Unpatented technology . . .. ............. —0- 1,500,000
Common stock ($10 par value) . .......... (750,000)
Retained earnings, 1/1.................. (1,100,000)
Revenues. . ............. ... ... . . ... .. (600,000)
Expenses .. ... ... ... 500,000

Piscina issued 30,000 shares of its common stock with a par value of $25 and a fair value of
$150 per share to the owners of Swimwear for all of their Swimwear shares. Upon completion
of the combination, Swimwear Company was formally dissolved.

Prior to 2002, business combinations were accounted for using either purchase or pool-
ing of interests accounting. The two methods often produced substantially different financial
statement effects. For the scenario above,

a. What are the respective consolidated values for Swimwear’s assets under the pooling
method and the purchase method?

b. Under each of the following methods, how would Piscina account for Swimwear’s current
year, but prior to acquisition, revenues and expenses?

* Pooling of interests method.
* Purchase method.

c. Explain the alternative impact of pooling versus purchase accounting on performance
ratios such as return on assets and earnings per share in periods subsequent to the
combination.

Develop Your Skills

FASB ASC RESEARCH AND ANALYSIS CASE—CONSIDERATION
OR COMPENSATION?

NaviNow Company agrees to pay $20 million in cash to the four former owners of TrafficEye for

sﬁs all of its assets and liabilities. These four owners of TrafficEye developed and patented a technol-
ogy for real-time monitoring of traffic patterns on the nation’s top 200 frequently congested high-
ways. NaviNow plans to combine the new technology with its existing global positioning systems
and projects a resulting substantial revenue increase.

As part of the acquisition contract, NaviNow also agrees to pay additional amounts to the
former owners upon achievement of certain financial goals. NaviNow will pay $8 million to the
four former owners of TrafficEye if revenues from the combined system exceed $100 million over
the next three years. NaviNow estimates this contingent payment to have a probability adjusted
present value of $4 million.

The four former owners have also been offered employment contracts with NaviNow to help
with system integration and performance enhancement issues. The employment contracts are
silent as to service periods, have nominal salaries similar to those of equivalent employees, and
specify a profit-sharing component over the next three years (if the employees remain with the
company) that NaviNow estimates to have a current fair value of $2 million. The four former
owners of TrafficEye say they will stay on as employees of NaviNow for at least three years to help
achieve the desired financial goals.

Should NaviNow account for the contingent payments promised to the former owners of Traf-
ficEye as consideration transferred in the acquisition or as compensation expense to employees?
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ASC RESEARCH CASE—DEFENSIVE INTANGIBLE ASSET

LA

Ahorita Company manufactures wireless transponders for satellite applications. Ahorita has
recently acquired Zelltech Company, which is primarily known for its software communications
development but also manufactures a specialty transponder under the trade name “Z-Tech” that
competes with one of Ahorita’s products. Ahorita will now discontinue Z-Tech and projects that its
own product line will see a market share increase. Nonetheless, Ahorita’s management will main-
tain the rights to the Z-Tech trade name as a defensive intangible asset to prevent its use by competi-
tors, despite the fact that its highest and best use would be to sell the trade name. Ahorita estimates
that the trade name has an internal value of $1.5 million, but if sold would yield $2 million.
Answer the following with supporting citations from the FASB ASC:

a. How does the FASB ASC Glossary define a defensive intangible asset?

b. According to ASC Topic 805, “Business Combinations,” what is the measurement principle that
an acquirer should follow in recording identifiable assets acquired in a business combination?

¢. According to ASC Topic 820, “Fair Value Measurement,” what value premise (in-use or
in-exchange) should Ahorita assign to the Z-Tech trade name in its consolidated financial
statements?

d. According to ASC Topic 350, “General Intangibles Other Than Goodwill,” how should Ahorita
determine the estimated useful life of its defensive intangible asset?

RESEARCH CASE—CELGENE’S ACQUISITION OF AVILA THERAPEUTICS

LA,

KAPLAN)

CPA REVIEW

On March 7, 2012, Celgene Corporation acquired all of the outstanding stock of Avila Thera-
peutics, Inc. in exchange for $352.2 million in cash plus contingent consideration. Referring to
Celgene’s 2012 financial statements answer the following questions regarding the Avila Thera-
peutics acquisition.

1. Why did Celgene acquire Avila Therapeutics?
2. What accounting method was used, and for what amount, to record the acquisition?

3. What allocations did Celgene make to the assets acquired and liabilities assumed in the acquisi-
tion? Provide a calculation showing how Celgene determined the amount allocated to goodwill.

4. How did Celgene account for the contingent consideration portion of the deal? What is
the maximum potential contingent consideration payout to the former owners of Avila
Therapeutics?

5. How did Celgene account for the in-process research and development product rights acquired
in the combination?

Please visit the text website for the online Kaplan CPA simulation:

Consolidation

Situation: For each parent-subsidiary relationship, determine the proper accounting treatment.
Topics to be covered:

» Consolidation requirements

» Consolidation exceptions



