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 2011,
Cisco Systems, Inc., reported more than 70 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 com-
panies (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 under-
standing the theoretical logic that underlies the creation of a business
combination. Furthermore, a variety of procedural steps must be mas-
tered to ensure that proper accounting is achieved for this single report-
ing entity. The following coverage introduces both of these aspects of
the consolidation process.

The FASB Accounting Standards Codification (ASC) contains the cur-
rent accounting standards for business combinations under the follow-
ing topics:

* Business Combinations (Topic 805).

* Consolidation (Topic 810).
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After studying this chapter, you
should be able to:

LO1 Discuss the motives for
business combinations.

LO2 Recognize when consolida-
tion of financial informa-
tion into a single set of
statements is necessary.

LO3 Define the term business
combination and differen-
tiate across various forms
of business combinations.

LO4  Describe the valuation
principles of the
acquisition method.

LO5 Determine the total fair
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transferred for an acquisi-
tion and allocate that fair
value to specific subsidiary
assets acquired (including
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assumed or to a gain on
bargain purchase.

LO6  Prepare the journal
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accounts of a subsidiary if
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solidate the accounts of two
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ness combination if dissolu-
tion does not take place.
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for recognizing intangible
assets apart from goodwill
in a business combination.

LO9 Appendix: Identify the
general characteristics of
the legacy purchase and
pooling of interest meth-
ods 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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LO1

Discuss the motives for
business combinations.

The Business Combinations topic provides guidance on the accounting and reporting for
business combinations using the acquisition method. The acquisition 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 Consolidation topic provides guidance on circumstances that require a firm to
prepare consolidated financial reports and various other related reporting issues. Basi-
cally, consolidated financial reports must be prepared whenever one firm has a control-
ling 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 agree-
ment 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 al-
lowed either the purchase method or the earlier pooling of interests method of account-
ing for business combinations. Neither of these methods is now permitted for reporting
the formation of new business combinations. However, because of the prospective ap-
plication 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
single 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
2010 exceeded 40,000, with a total value of more than $2.4 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
Merck Schering-Plough $41.1 billion
Comcast NBC Universal 24.1 billion
Century Link Qwest Communications 22.1 billion
MetLife American Life Insurance 16.0 billion
The Coca-Cola Company Coca-Cola Enterprises 13.1 billion
Intel McAfee 7.7 billion
Oracle Sun Microsystems 7.4 billion
United Airlines Continental Airlines 7.0 billion
Walmart Massmart 2.3 billion
Nike Umbro 565 million

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 inter-
esting examples of distinct motivations to combine: United Airlines and Continental Air-
lines, Merck and Schering-Plough, and Nike and Umbro. Each is discussed briefly in turn.

2 Ben Worthen, Cari Tuna, and Justin Scheck, “Companies More Prone to Go ‘Vertical,” The Wall Street
Journal, November 30, 2009.
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United Airlines and Continental Airlines

On September 17, 2010, shareholders approved the business combination of U.S. airline
giants United and Continental. The agreement created United Continental Holdings,
Inc., which replaced Delta as the world’s largest airline. The deal, valued at $7 billion,
was completed through an exchange of stock. United shareholders received approxi-
mately 55 percent of the equity of the combined company and Continental shareholders
received approximately 45 percent. The airline maintained the “United” name while the
new logo combined the features of each company’s design.’

At the time of the merger, United and Continental were the third and fourth largest
airlines in the United States, respectively, each servicing over 2,700 daily flights to more
than 230 destinations around the world. Despite the vast number of routes and destina-
tions, there was minimal overlap between these two airlines. Domestically, the companies
did not share a hub in any city, which made for very few shared routes. Outside the United
States, the airlines had no overlap at all. Continental had an extensive network throughout
Latin America and Europe, while United was stronger in Asia.* The surprising absence of
duplicate routes made the two companies a great fit, according to United’s CEO.?

The merger is expected to generate annual net synergies of $1.0 to $1.2 billion starting
in 2013—composed of $800 to $900 million in estimated additional revenue, and $200 to
$300 million in cost reductions. The combined network of hubs and destinations is expected
to generate revenue from new international routes, while providing improved options for
customers on existing routes. The cost savings are expected to come through streamlining
of corporate functions and elimination of duplicate jobs and marketing expenses. Addition-
ally, the combined fleet of airplanes should allow the company to operate its routes more
efficiently. With a greater number of planes and plane sizes to select from, the new company
should be able to better match demand and reduce the number of empty seats on its flights.°

The erratic circumstances faced by the airline industry in 2010 also likely served as
a motivation for the merger. Both companies had reported significant losses in 2009
and were rebounding from a decade of terrorism fears, volatile oil prices, and the 2008
economic crisis. Faced with uncertain industry conditions, United and Continental de-
termined that they could better handle these challenges as a combined entity.

Merck and Schering-Plough

On November 3, 2009, U.S. pharmaceutical firm Merck completed its acquisition of rival
Schering-Plough in a deal valued at $41.1 billion. For each share held, Schering-Plough
shareholders received a combination of cash and 0.5767 shares in the new company, giving
them an approximate 32 percent stake. The deal makes Merck the world’s second largest
pharmaceutical firm (behind Pfizer), with annual sales of $46.9 billion in 140 countries.’
The acquisition was part of a general movement toward consolidation in the drug in-
dustry. Large pharmaceutical firms that had traditionally centered their businesses on drug
development were looking to diversify as heightened FDA regulations, patent expirations,
and the ongoing recession all threatened their core earnings.® To protect against these risks,
larger firms in the industry like Pfizer and Roche turned to acquisitions to expand their
portfolios. Pfizer acquired Wyeth for $68 billion in January 2009, and Swiss pharmaceuti-
cal giant Roche followed suit by purchasing Genentech for $48.6 billion in March 2009.
Like its rivals Pfizer and Roche, Merck was in a position to benefit significantly from
an expanded product portfolio, facing several patent expirations on key drugs such as
Singulair and Cozaar. Schering-Plough added nine drugs in the later stages of FDA ap-
proval to Merck’s portfolio, doubling Merck’s current pipeline. Schering-Plough also

3 United Airlines press release, March 3, 2010.

4Surojit Chatterjee, “Continental merger to create synergies, cut costs,” International Business Times, May 3,
2010.

> “UAL-Continental Shareholders Approve Merger,” Reuters, September 17, 2010.

6Susan Carey, “UAL-Continental Merger Takes Off,” The Wall Street Journal, September 18, 2010.

7 Jonathan D. Rockoff, “Merck to Buy Rival for $41 Billion,” The Wall Street Journal, March 10, 2009.

8 Natasha Singer, “Merck to Buy Schering-Plough for $41.1 Billion,” The New York Times, March 10, 2009.
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Recognize when consolidation
of financial information into
a single set of statements is
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provided Merck with established consumer products like Coppertone and Dr. Scholl’s,
thus reducing its reliance on drug production.’ Along with the new sources of revenue
from the acquisition, Merck expects significant cost savings. Analysts predicted annual
cost synergies of $3.5 billion starting in 2012, resulting primarily from a 15 percent
reduction in the combined companies’ workforce.!”

Nike and Umbro

On March 4, 2008, Nike completed its acquisition of Umbro, an England-based sports-
wear supplier, for GBP 285 million (approximately $565 million), thus increasing its
presence in the international soccer market. Under the terms of the deal, Umbro main-
tained its brand name and headquarters in England while operating as a wholly owned
subsidiary of Nike.!! Umbro had a strong relationship with Europe’s Football Associa-
tion and supplied soccer equipment to large-market teams throughout Northern Europe.
Umbro also had strong international market exposure, with sales in 90 countries.!?

The deal was attractive from Umbro’s standpoint as well. To Umbro, the buyout
offered an opportunity to grow its brand by leveraging Nike’s unparalleled global
resources. Umbro hoped to achieve similar results as U.S. basketball brand Converse
had when it was bought out by Nike in 2003. With the help of Nike’s brand management
strategies, Converse was able to rebound from near bankruptcy to a position of strength,
achieving a growth rate of 22 percent by 2007. Given Nike’s position atop the sports
apparel industry and track record of successfully growing the brands of smaller acquired
companies, Umbro gladly accepted the takeover bid.!3

The timing of the deal proved to be less than ideal for Nike and demonstrates the risks
inherent in any business combination, despite the promise, excitement, and optimistic
projections surrounding the acquisition. The 2008 financial crisis hit almost immediately
after the acquisition and sales in all of Nike’s sectors suffered as a result. In its third
quarter 2009, Nike reduced its carrying amount of Umbro by over one-third, recogniz-
ing a $199.3 million goodwill impairment charge. The impairment recognized the decline
in Umbro’s fair value in the brief time since the acquisition.

The Consolidation Process

The consolidation of financial information into a single set of statements becomes necessary
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 consolidated
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 consoli-
dated 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:

* How is a business combination formed?
* What constitutes a controlling financial interest?
* How is the consolidation process carried out?

9 Shannon Pettypiece, “Merck to Buy Schering-Plough for $41 Billion,” Bloomberg, March 9, 20009.

°Hiedi N. Moore, “Merck & Schering-Plough: Analysts See a Win-Win Deal for Holders,” The Wall Street
Journal, March 9, 2009.

" Nike Press Release, December 21, 2007.
12Vidya Ram, “Goal! Nike Buys Umbro,” Forbes, October 23, 2007.
13 John Hoke, “Converse’s All-Star Image,” Bloomberg Businessweek, April 25, 2008.
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LO3

Define the term business
combination and differentiate
across various forms of busi-
ness combinations.

Business Combinations—Creating a Single Economic Entity

A business combination refers to a transaction or other event in which an acquirer ob-
tains 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 business combi-
nation is, once again, a statutory merger because only one of the companies maintains
legal existence. This statutory merger, however, is achieved by obtaining equity securi-
ties 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 or-
ganization in existence. A business combination effected in this manner is a statutory
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 me-
chanical process of bringing together the financial records of two or more organizations
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 owner-
ship 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 indepen-
dent accounting system. To reflect the combination, the acquiring company enters the
takeover transaction into its own records by establishing a single investment asset ac-
count. 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. A final 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)

14 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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Business Combinations
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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
liabilities to its own books.

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

Statutory consolidation
through capital stock or

Newly created to receive
assets or capital stock of

Original companies may dissolve
while remaining as separate

asset acquisition. original companies. divisions of newly created

company.

Acquisition of more than Acquires stock that is Remains in existence as legal

50 percent of the voting recorded as an investment; corporation, although now

stock. controls decision making  a subsidiary of the acquiring
of acquired company. company.

Remains in existence as a
separate legal entity—often
a trust or partnership.

Control through ownership Establishes contractual
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 rather than the

equity holders.

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. Because the
specific format is a critical factor in the subsequent consolidation of financial informa-
tion, 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
voting power, one firm can literally dictate the financing and operating activities of an-
other firm. Accordingly, U.S. GAAP traditionally has pointed to a majority voting share
ownership as a controlling financial interest that requires consolidation.

The FASB continues its efforts to develop comprehensive guidance on accounting
for affiliations between entities, including a definition of control. The following control
model has been proposed by the FASB:!

The Control Model: A reporting entity has the power to direct the activities of another
entity when it has the current ability to direct the activities of the entity that significantly
affect the entity’s returns.

15FASB, Consolidation: Policy and Procedures—Joint Project of the IASB and FASB, March 15, 2011, Project
Update.
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Note that this proposed definition focuses on the “power to direct” the activities of
another entity. The power criterion defines control both operationally through majority
voting shares and conceptually through contractual rights. The definition is thus much
more expansive, and it explicitly recognizes that voting interests provide but one among
several potential vehicles for controlling another firm. As the complexity of arrange-
ments between companies increases, defining when one firm controls another firm re-
mains a continuing challenge for financial reporting standard setters.

Nonetheless, the primary way U.S. firms exercise control remains through the ac-
quisition 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,
however, we expand our coverage to include the consolidation of firms where control is
exercised 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 compli-
cated, 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
process, 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 for-
mat employed in creating a business combination. For a statutory merger or a statutory
consolidation, when the acquired company (or companies) is (are) legally dissolved, only
one accounting consolidation ever occurs. On the date of the combination, the surviv-
ing company simply records the various account balances from each of the dissolving
companies. Because the accounts are brought together permanently in this manner, no
further consolidation 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.

When does the consolidation take place?

» If dissolution takes place, a permanent consolidation occurs at the date of the
combination.
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» 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

Current financial reporting standards require the acquisition method to account for
business combinations. Applying the acquisition method typically 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 ac-
quiree, 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 con-
tain provisions to pay former owners upon achievement of specified future performance
measures. For example, GT Solar International disclosed in its 2011 annual report its

16 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.

17.Cain, Denis, and Denis, 2011. “Earnouts: A study of financial contracting in acquisition agreements,”
Journal of Accounting and Economics 51, 151-170.
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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.

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 de-
scribed in Chapter 4, in a less-than-100-percent acquisition, the noncontrolling 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 valuation 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 ac-
quired 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. To estimate
fair values, three sets of valuation techniques are typically employed: the market ap-
proach, the income approach, and the cost approach.

Market Approach The market approach recognizes that fair values can be estimated
using other market transactions involving similar assets or liabilities. In a business com-
bination, 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 refer-
ence 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 dis-
counted 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 ap-
proach 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
cost and the effects of obsolescence. In this sense obsolescence is meant to capture eco-
nomic declines in value including both technological obsolescence and physical deterio-
ration. The cost approach is widely used to estimate fair values for many tangible assets
acquired in business combinations such as property, plant, and equipment.

'8 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.



Consolidation of Financial Information 49

Goodwill, and Gains on Bargain Purchases

In a business combination, the parent records both the consideration transferred and
the individual amounts of the identified assets acquired and liabilities assumed at
their acquisition-date fair values. However, in many cases the respective collective
amounts of these two values will differ. Current GAAP requires an asymmetrical ac-
counting 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 liabili-
ties assumed exceeds the consideration tran