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Preface

This seventh edition of Advanced Accounting contains 21 chapters plus two appendices
and is designed for financial accounting courses above the intermediate level. The
seventh edition has been updated to reflect recent business developments and
changes in accounting standards and regutatory requirements. The chapter content
is revised for better and more efficient coverage.

An important feature of this book is its student orientation, and special effort
was expended to maintain that emphasis in this seventh edition. The student-oriented
features include the shading of working paper entries, presenting working papers on
single upright pages, and integrating excerpts from business publications and corpo-
rate annual reports in the text. A student orientation is also reflected in the assign-
ment material, which is designed to provide variety and maintain student interest.
The text includes many exhibits that summarize complex material and both clarify
and reinforce the underlying concepts. All exhibits should be read and reviewed in
conjunction with the text. The assignment material, including items from past CPA
Examinations, is closely aligned with chapter coverage. In addition, the names of par-
ent and subsidiary companies begin with P and S for convenient identification and
reference.

NEW TO THIS EDITION

The most important changes in this seventh edition of Advanced Accounting include:

¢ Chapter 10 has been updated to include changes in the handling of eamnings per share
introduced in Statement No. 128. The tax section was also modified to incorporate the de-
ductibility of goodwill in “taxable” business combinations.

¢ Chapter 13 has been updated to incorporate the new hedging rules introduced in State-
ment No. 133, “Accounting for Derivative Instruments and Hedging Activities.”

o Chapter 15 has been updated for the modification of scgment reporting according to
Statement No. 131.

¢ Chapters 19 through 21 have been totally reorganized and updated. The addition of a
government and notfor-profit expert in Dr. Craig Shoulders has provided a very signifi-
cant improvement in the handling of the not-for-profit area of accounting.



ORGANIZATION

X Preface

The first 11 chapters cover business combinations, the equity and cost methods of ac-
counting for investments in common stock, and consolidated financial statements.
This emphasis reflects the importance of business combinations and consolidations
in advanced accounting courses, as well as in financial accounting and reporting
practlces.

Accounting standards for business combinations under the purchase and pool-
ing of interests methods are introduced in Chapter 1, along with applicable account-
ing and reporting standards. Chapter 1 also provides relevant background material
relating to the form and economic impact of business combinations. The Financial
Accounting Standards Board (FASB) has indicated that it plans to move toward align-
ing the standards of U.S. generally accepted accounting principles with those of other
nations, particularly those of our NAFTA trading partners. For example, the standard-
setting boards of the United States and Canada held joint meetings in their delibera-
tions on revised segment reporting principles (Statement No. 13I), and the FASB's
stated objectives for the earnings-per-share standard (Statement No. 128) include mak-
ing EPS computations similar to those of other countries. In light of this trend, it is
likely that the long-awaited standards for consolidation principles will also reflect
some movement toward international standards. Differences in international ac-
counting related to business combinations are introduced in Chapter 1.

The equity method of accounting as a one-line consolidation is discussed in
Chapter 2 and integrated throughout subsequent chapters on consolidations. This
parallel one-line consolidation/consolidation coverage permits alternate computa-
tions for such key concepts as consolidated net income and consolidated retained
earnings and helps the instructor explain the objectives of consolidation procedures.
It also permits students to check their logic by alternative approaches to key computa-
tions.

The one-line consolidation is established as the standard for a parent company
in accounting for its subsidiaries, but the coverage does not ignore situations in which
the parent company uses the cost method or an incomplete equity method to account
for its subsidiaries and other investees. These methods are illustrated in the text and
included in assignment material so that students are prepared for consolidation as-
signments regardless of the method used by the parent company in accounting for its
subsidiary investments.

Accounting and reporting matters related to pooled subsidiaries are integrated
into Chapters 3 through 11. Consolidated financial statements and push-down ac-
counting are introduced in Chapter 3. Chapter 3 also includes an illustration of two
methods considered by the FASB for allocating the purchase price to (1) the total fair
values of the subsidiary’s identifiable net assets and purchased goodwill and (2) the
total fair values of the subsidiaries identifiable net assets and implied goodwill.

Chapter 4 introduces the student to consolidation working paper techniques
and procedures. The three-section, financial statement working paper approach is
presented as basic, but the trial balance approach is also illustrated and included in
the problem material. Consolidation working papers for a parent company that
uses the equity method as a one-line consolidation are presented first to set the
standard. Subsequently, working papers are illustrated under an incomplete (or
simple) equity method and the cost method, both for the year of acquisition and
the following year.

Consolidation under the cost and incomplete equity methods is illustrated using
both the traditional approach (alternate working paper entries) and the conversion-
to-equity approach (adjusted to the equity method through a schedule and a working
paper entry).

Intercompany transactions involving inventories, plant assets, and bonds are
covered in Chapters 5, 6, and 7. Chapter 8 covers ownership changes in subsidiaries.

Chapter 9 covers complex affiliation structures, and Chapter 10 covers sub-
sidiaries with preferred stock, consolidated earnings per share, and income taxation
for consolidated entities.

Chapter 11 covers consolidation theories, leveraged buyouts, push-down ac-
counting, and corporate joint ventures. An appendix to the chapter discusses current



cost implications for consolidations. Chapters 9, 10, and 11 cover specialized topics,
so their coverage is not essential background for assignment of subsequent chapters.

Chapter 12 covers accounting and reporting practices for branch operations, in-
cluding the use of perpetual inventory practices in the combining working papers.
The use of perpetual inventory procedures makes the combining working paper en-
tries for branches compatible with those for consolidations.

Foreign currency issues continue to be important to American business enter-
prises. The survival of many American businesses depends on access to foreign mar-
kets, suppliers, and capital. Chapter 13 covers foreign currency transactions, includ-
ing imports and exports and forward or similar contracts to hedge against exchange
losses. It has been updated for FASB Statement 133. Chapter 14 covers translation and
remeasurement of foreign-entity financial statements, one-line consolidations of eq-
uity investees, consolidation of foreign subsidiaries for external reporting purposes,
and combining foreign branch operations.

Chapter 15 examines disclosures for industry segments and interim financial re-
porting and has been updated for FASB Statement 131. Chapter 16 covers organiza-
tion, operations, and dissolution of partnership entities, and Chapter 17 extends part-
nership coverage to liquidations.

Chapter 18 covers corporate liquidations, reorganizations, and debt restructur-
ings for financially distressed companies.

Chapters 19 and 20 provide an introduction to governmental accounting, and
the final chapter (Chapter 21) introduces accounting for voluntary health and wel-
fare organizations, hospitals, and colleges and universities. These chapters have been
totally reorganized and updated to provide the best available assistance for the stu-
dent to gain a basic grasp of not-for-profit accounting.

Appendix A provides an overview of SEC accounting requirements, and Appen-
dix B provides a review of fiduciary accounting for estates and trusts.

SUPPLEMENTARY MATERIALS

The supplementary materials for the seventh edition of Advanced Accounting include
three manuals:

¢ The solutions manual

¢ A resource manual that contains (a) comprehensive outlines of all chapters; (b) class il-
lustrations; (c) descriptions of all exercises and problems, including estimated times for
completion; (d) alternative lesson plans covering different chapters; and (e) a checklist
for students of key figures in the problems

¢ A test bank manual

The following additional material is available to adopters:

¢ Transparencies for solutions to exercises and problems

¢ A diskette containing test material (This is the same as the material contained in the
manual.)

* Excel spreadsheet templates for consolidation and other working paper problems

* Partially completed working papers for consolidation and other working paper problems
in the textbook (These working papers are hard copy of the Excel templates included on
the diskettes.)

ACKNOWLEDGMENTS

Many people have made valuable contributions to the seventh edition of Advanced Ac-
counting and we are happy to recognize their contributions. We are indebted to the
many users of prior editions for their helpful comments and constructive criticism.
We also acknowledge the help and encouragement that we received from our stu-
dents at Virginia Tech who, often unknowingly, participated in class-testing of various
sections of the manuscript.

I also want to thank Wayne E. Leininger, Larry Killough, and Richard E.
Sorensen of the Pamplin College of Business at Virginia Tech for the understanding
and support that made seven editions of Advanced Accounting possible.

Preface  Xxi



xii

Preface

Our gratitude goes to the reviewers who helped us shape this edition: Charles
Fazzi, Robert Morris College; Saleha B. Khumawala, University of Houston; Donaid E.
Keller, University of California-Chico; and Frederic M. Stiner, University of Delaware.

We would like to thank the Prentice Hall book team for their hard work and
dedication: Annie Todd, Fran Toepfer, Marc Oliver, Lisa DiMaulo, Beth Toland, and
Bob Prokop.

FLoYyD A. BEaMS
JOHN A. BROZOVSKY
CRAIG D. SHOULDERS



Contents

Chapter 1

Chapter 2

Chapter 3

Preface ix

Business Combinations |

The Form of Business Combinations 2

The Accounting Concept of a Business Combination 3

Note to the Student 8

Application of the Pooling of Interests Method 8

Accounting for Business Combinations Under the Purchase Method 13
Pooling and Purchase Methods Compared 19

Disclosure Requirements for a Pooling 22

Disclosure Requirements for a Purchase 22

Summary 23

Stock Investments—Investor Accounting and Reporting 37

Accounting for Stock Investments 37

Equity Method of Accounting—A One-Line Consolidation 41

Interim Acquisitions of an Investment Interest 47

Investment in a Step-by-Step Acquisition 49

Sale of an Equity Interest 49

Stock Purchases Directly from the Investee 50

Investee Corporation with Preferred Stock 50

Extraordinary Items, Cumulative-Effect-Type Adjustments,
and Other Considerations 51

Disclosures for Equity Investees 52

Summary 54

Note to the Student 54

An Introduction to Consolidated Financial Statements 67

Business Combinations Consummated Through Stock Acquisitions 67
Consolidated Balance Sheet at Date of Acquisition 70
Consolidated Balance Sheets After Acquisition 74

iti



Allocation of Excess to Identifiable Net Assets and Goodwill 76
Consolidated Income Statement 83

Push-Down Accounting 84

Allocation of the Purchase Price to Total Fair Values of the Subsidiary 85
Pooled Subsidiaries 86

Summary 90

Chapter 4 Consolidation Techniques and Procedures 106

Consolidation Under the Equity Method 106
Consolidation Under an Incomplete Equity Method 113
Consolidation Under the Cost Method 118

Locating Errors 126

Excess Allocated to Identifiable Net Assets 126

Trial Balance Working Paper Format 131

Summary 134

Appendix: Consolidated Statement of Cash Flows 134

Chapter5 Intercompany Profit Transactions—Inventories 160

Intercompany Inventory Transactions 161

Downstream and Upstream Sales 166

Unrealized Profits from Downstream Sales 168

Unrealized Profits from Upstream Sales 171

Consolidation Example—Intercompany Profits from Downstream Sales 174
Consolidation Example—Intercompany Profits from Upstream Sales 181
Summary 187

Chapter 6 Intercompany Profit Transactions—Plant Assets 205

Intercompany Profits on Nondepreciable Plant Assets 205

Intercompany Profits on Depreciable Plant Assets 210

Plant Assets Sold at Other Than Fair Value 219

Consolidation Example—Upstream and Downstream Sales
of Plant Assets 220

Inventory Items Purchased for Use as Operating Assets 228

Summary 229

Chapter 7 Intercompany Profit Transactions—Bonds 245

Intercompany Bond Transactions 245

Constructive Gains and Losses on Intercompany Bonds = 246

Parent Company Bonds Purchased by Subsidiary 248

Subsidiary Bonds Purchased by Parent 254 ,

‘Consolidation in Years After Intercompany Bond Purchase Under Different
Assumptions 261

Summary 268

Chapter 8 Consolidations—Changes in Ownership Interests 285

Acquisitions During an Accounting Period 285

Pooling of Interests During an Accounting Period = 289

Piecemeal Acquisitions 291

Sale of Ownership Interests 294

Changes in Ownership Interests from Subsidiary Stock Transactions 299
Stock Dividends and Stock Splits by a Subsidiary 304

Summadry 306

iv Contents



Chapter 9 Indirect and Mutual Holdings 325

Affiliation Structures 325

Indirect Holdings—Father-Son-Grandson Structure 327
Indirect Holdings—Connecting Affiliates Structure 332
Mutual Holdings—Parent Stock Held by Subsidiary 337
Subsidiary Stock Mutually Held 347

Summary 349

Chapter 10 Subsidiary Preferred Stock, Consolidated Earnings per Share,
and Consolidated Income Taxation 365

Subsidiaries with Preferred Stock Outstanding 365

Parent Company and Consolidated Earnings per Share 372

Subsidiary with Convertible Preferred Stock 374

Subsidiary with Options and Convertible Bonds = 375

Accounting for Income Taxes of Consolidated Entities 377

Income Tax Allocation 378

Separate Company Tax Returns with Intercompany Gain 380

Effect of Consolidated and Separate Company Tax Returns
on Consolidated Procedures 384

Business Combinations 391

Financial Statement Disclosures for Income Taxes 395

Summary 396

Chapter 11 Consolidation Theories, Push-Down Accounting,
and Corporate Joint Ventures 412

Comparison of Consolidation Theories 413

Illustration—Consolidation Under Parent Company and Entity Theories 416
Push-Down Accounting and Other Basis Considerations 425

Joint Ventures 432

Summary 436

Appendix: Consolidation Under a Current Cost System 436

Chapter 12 Accounting for Branch Operations 455

Sales Agencies and Branches 455

Sales Agency Accounts 456

Branch Accounting Systems 458

Merchandise Shipments in Excess of Cost 461

Freight Costs on Shipments 466

Home Office—Branch Expense Allocation 467
Reconciliation of Home Office and Branch Accounts 468
Tllustration of Home Office and Branch Accounting 469
Summary 473

Chapter 13 Foreign Currency Concepts and Transactions 487

Brief Background on Authoritative Accounting Pronouncements 487
Objectives of Translation and the Functional Currency Concept 488
Foreign Exchange Concepts and Definitions 489

Foreign Currency Transactions Other Than Forward Contracts 493
Foreign Currency Derivatives and Hedging Activities 496

Summary 506

Chapter 14 Foreign Currency Financial Statements 519

Application of the Functional Currency Concept 519
Ilustration—Translation Under Statement No. 52 524

Contents V



Hlustration—Remeasurement Under Statement No. 52 531
Ilustration—Translation with Minority Interest 536
Accounting for a Foreign Branch 545

Summary 548

Appendix: Statement of Cash Flows 549

Chapter 15 Segment and Interim Financial Reporting 575

Evolution of Segment Reporting Requirements 575
Segment Reporting Under FASB Statement No. 131 576
Interim Financial Reporting 581

Guidelines for Preparing Interim Statements 584
Summary 588

Chapter 16 Partnerships—Formation, Operations, and Changes
in Ownership Interests 599

Nature of Partnerships 599

Initial Investments in a Partnership 600
Additional Investments and Withdrawals 603
Partnership Operations 604

Profit and Loss Sharing Agreements 605

Changes in Partnership Interests 611

Purchase of an Interest from Existing Partners 612
Investing in an Existing Partnership 615
Dissolution of a Continuing Partnership Through Death or Retirement 619
Limited Partnerships 621

Summary 622

Appendix: Uniform Partnership Act (1914) 634

Chapter 17 Dissolution and Liquidation of a Partnership 645

The Liquidation Process 645

Safe Payments to Partners 649
Installment Liquidations 651

Cash Distribution Plans 657

Insolvent Partners and Partnerships 660
Summary 662

Chapter 18 Corporate Liquidations, Reorganizations, and Debt Restructurings
for Financially Distressed Corporations 675

Bankruptcy Reform Act of 1978 675

Liquidation 677

Illustration of a Liquidation Case 679
Reorganization 688

Financial Reporting During Reorganization 691
Financial Reporting for the Emerging Company 693
Illustration of a Reorganization Case 695

Troubled Debt Restructurings 702

Illustration of a Troubled Debt Restructuring 704
Summary 707

Chapter 19 An Introduction to Accounting for State and Local
Governmental Units—Part1 719
Historical Development of Accounting Principles for State and Local
Governmental Units 720

Overview of Basic Governmental Accounting Models and Principles 722
The Role of the Budget, Budgetary Accounting, and Budgetary Reporting 734

vi Contents



Budgeting 733

The General Fund and Special Revenue Funds 736
Accounting for the General Fund 737

Summary 745

Chapter 20 An Introduction to Accounting for State and Local
Governmental Units—Part Il 759

Capital Projects Funds 759

Debt Service Funds 765

Special Assessment Activities 768

Account Groups 768

General Fixed Assets Account Group 769
General Long-Term Debt Account Group 771
Accounting for Leases in Governmental Funds 773
Proprietary Funds 774

Internal Service Funds 775

Enterprise Funds 780

Combining Financial Statements 781
Fiduciary Funds 781

Agency Funds 783

Trust Funds 784

Pension Trust Funds 788

Combined Financial Statements 789
Proposed Reporting Model Changes 797
Summary 800

Chapter 21 Voluntad Health and Welfare Organizations, Health Care Entities,
and Colleges and Universities 817

Sources of Accounting Principles for Nongovernmental, Notfor-Profit Entities 817
Accounting Principles Applicable to Most Nongovernmental,
Not-for-Profit Entities 818
Voluntary Health and Welfare Organizations 825
Hospitals and Other Health Care Organizations 833
Colleges and Universities 842
AICPA College Guide Model 843
Summary 856

Appendix A SEC Influence on Accounting- 867

The 1933 Securities Act 867

The Securities Exchange Act of 1934 868

The Registration Statement for Security Issues 869
The Integrated Disclosure System 869

SEC Developments 871

Summary 872-

Appendix B Estates and Trusts 873

Creation of an Estate 873

Probate Proceedings 874
Administration of the Estate 874
Accounting for the Estate 876
Illustration of Estate Accounting 876
Accounting for Trusts 881

Summary 881

Glossary 883
Index 891

Contents Vil



Business Combinations

In general terms, business combinations unite previously separate business entities.
Although the overriding objective of business combinations must be profitability, the
immediate concern of many combinations is to gain operating efficiencies through
horizontal or vertical integration of operations or to diversify business risks through
conglomerate operations.

Horizontal integration is the combination of firms in the same business lines
and markets. The 1997 business combination between Atmos Energy Corporation
and United Cities Gas Company, both natural gas utilities, is an example of horizontal
integration. The combined company serves more than one million customers in 12
states and expects cost savings from the combined operations of $375 million over the
next 10 years.

Vertical integration is the combination of firms with operations in different, but
successive, stages of production and/or distribution. Tultex Corporation, already a
vertically-integrated company that spins yarn, knits, dyes, cuts, and sews activewear
and sports apparel, acquired California Shirt Sales and T-Shirt City in 1997. Both
companies are apparel distributors and will provide Tultex with distribution outlets
for its manufactured goods.

Conglomeration is the combination of firms with unrelated and diverse prod-
ucts and/or service functions. Firms may diversify to reduce the risk associated with a
particular line of business, or to even out cyclical earnings, such as a utility’s acquisi-
tion of a manufacturing company. Several utilities combined with telephone compa-
nies after the 1996 Telecommunications Act allowed utilities to enter the telephone
business. For example, in November 1997, Texas Utilities Company acquired Lufkin-
Conroe Communications Company, a local-exchange telephone company, to diver-
sify into a communication business.

Reasons for Business Combinations

If expansion is a proper goal of business enterprise, why does a business expand
through combination rather than by building new facilities’ Among the many possi-
ble reasons for electing business combination as the vehicle for expansion are:

Cost Advantage. It is frequently less expensive for a firm to obtain needed facilities
through combination than through development. This is particularly true in periods of
inflation.



Lower Risk. The purchase of established product lines and markets is usually less riskv
than developing new products and markets. Business combination is especially less riskv
when the objective is diversification. For companies in industries already plagued with
excess manufacturing capacity, business combinations may be the only way to grow.
Fewer Operating Delays. Plant facilities acquired through a business combination are op-
erative and already meet environmental and other governmental regulations. The time
to market is critical, especially in the technology industry. Firms constructing new facili-
ties can expect numerous delays in construction, as well as in getting the necessary gov-
ernmental approval to commence operations. Environmental impact studies alone can
take months or even years to complete.

Avoidance of Takeovers. Many companies combine to avoid being acquired themselves.
Smalier companies tend to be more vulnerable to corporate takeovers, so many of them
adopt aggressive buyer strategies as the best defense against takeover attempts by other
companies.

Acquisition of Intangible Assets. Business combinations bring together both intangible
and tangible resources. Thus, the acquisition of patents, mineral rights, research, cus-
tomer databases, or management expertise may be a primary motivating factor in a par-
ticular business combination.

Other Reasons. Firms may choose a business combination over other forms of expansion
for business tax advantages (for example, tax-loss carryforwards), for personal income
and estate-tax advantages, and for personal reasons. One of several motivating factors in
the 1998 business combination of Wheeling-Pittsburgh Steel, a subsidiary of WHX, with
Handy & Harman was Handy & Harman’s overfunded pension plan, which virtually elim-
inated Wheeling-Pittsburgh Steel’s unfunded pension liability. The egos of company
management and takeover specialists may play an important role in some business com-
binations.

Antitrust Considerations

Federal antitrust laws prohibit business combinations that restrain trade or impair
competition. The U.S. Department of Justice and the Federal Trade Commission
(FTC) have primary responsibility for enforcing federal antitrust laws. For example,
in 1997 the FTC blocked Staples’s proposed $4.3 billion acquisition of Office Depot,
arguing in federal court that the takeover would be anticompetitive. Business combi-
nations in particular industries are subject to review by additional federal agencies.
For example, the Federal Reserve Board reviews bank mergers, the Department of
Transportation scrutinizes mergers of companies under its jurisdiction, the Depart-
ment of Energy has jurisdiction over some electric utility mergers, and the Federal
Communications Commission (FCC) rules on the transfer of communication li-
censes. After the Justice Department cleared a $23 billion merger between Bell At-
lantic Corporation and Nynex Corporation, the merger was delayed by the FCC be-
cause of its concern that consumers would be deprived of competition. The FCC later
approved the merger. Such disputes are settled in federal courts.

In addition to federal antitrust laws, most states have some type of statutory
takeover regulations. Some states aim at preventing or delaying hostile takeovers of
the business enterprises incorporated in their states. On the other hand, some states
have passed antitrust exemption laws to protect hospitals from antitrust laws when
they pursue cooperative projects.

Interpretations of antitrust laws vary from one administration to another, from
department to department, and from state to state. Even the same department under
the same administration can change its mind. A completed business combination can
be reexamined by the FTC at any time. Deregulation in the banking, telecommunica-
tion, and utility industries permits business combinations that once would have been
forbidden. In 1997, the Justice Department and the FTC jointly issued new guidelines
for evaluating proposed business combinations that allow companies to argue that cost
savings or better products could offset potential anticompetitive effects of a merger.

THE FORM OF BUSINESS COMBINATIONS

Business combination is a general term that encompasses all forms of combining previ-
ously separate business entities. Such combinations are acquisitions when one corpo-
ration acquires the productive assets of another business entity and integrates those

2 CHAPTER ONE



assets into its own operations. Business combinations are also acquisitions when one
corporation obtains operating control over the productive facilities of another entity
by acquiring a majority of its outstanding voting stock. The acquired company need
not be dissolved; that is, the acquired company does not have to go out of existence.

The terms merger and consolidation are often used as synonyms for acquisi-
tions. However, in accounting there is a difference. A merger entails the dissolution
of all but one of the business entities involved. A consolidation entails the dissolution
of all the business entities involved and the formation of a new corporation.

A merger occurs when one corporation takes over all the operations of another
business entity and that entity is dissolved. For example, Company A purchases the as-
sets of Company B directly from Company B for cash, other assets, or Company A se-
curities (stocks, bonds, or notes). This business combination is an acquisition, but it is
not a merger unless Company B goes out of existence. Alternatively, Company A may
purchase the stock of Company B directly from Company B’s stockholders for cash,
other assets, or Company A securities. This acquisition will give Company A operating
control over Company B’s assets. It will not give Company A legal ownership of the as-
sets unless it acquires all of Company B stock and elects to dissolve Company B
(again, a merger).

A consolidation occurs when a new corporation is formed to take over the assets
and operations of two or more separate business entities, and those previously sepa-
rate entities are dissolved. For example, Company D, a newly formed corporation,
may acquire the net assets of Companies E and F by issuing stock directly to Compa-
nies E and F. In this case, Companies E and F may continue to hold Company D stock
for the benefit of their stockholders (an acquisition), or they may distribute the Com-
pany D stock to their stockholders and go out of existence (a consolidation). In either
case, Company D acquires ownership of the assets of Companies E and F. Alterna-
tively, Company D could issue its stock directly to the stockholders of Companies E
and F in exchange for a majority of their shares. In this case, Company D controls the
assets of Company E and Company F, but it does not obtain legal title unless Compa-
nies E and F are dissolved. Company D must acquire all the stock of Companies E and
F and dissolve those companies if their business combination is to be a consolidation.
If Companies E and F are not dissolved, Company D will operate as a holding com-
pany, and Companies E and F will be its subsidiaries.

Future references in this chapter will use the term merger in the technical sense
of a business combination in which all but one of the combining companies go out of
existence. Similarly, the term consolidation will be used in its technical sense to refer
to a business combination in which all the combining companies are dissolved and a
new corporation is formed to take over their net assets. Consolidation is alsc used in
accounting to refer to the accounting process of combining parent and subsidiary fi-
nancial statements, such as in the expressions “principles of consolidation,” “consoli-
dation procedures,” and “consolidated financial statements.” In future chapters, the
meanings of the terms will depend on the context in which they are found.

THE ACCOUNTING CONCEPT OF A BUSINESS COMBINATION

The accounting concept of a business combination is given in Accounting Principles
Board (APB) Opinion No. 16, “Business Combinations,” which became effective on No-
vember 1, 1970. According to the APB:

A business combination occurs when a corporation and one or more incorporated or un-
incorporated businesses are brought together into one accounting entity. The single en-
tity carries on the activities of the previously separate, independent enterprises.

Note that the accounting concept of a business combination emphasizes the sin-
gle entity and the independence of the combining companies before their union. Al-
though one or more of the combining companies may lose its separate legal identity,
dissolution of the legal entities is not necessary within the accounting concept.

Previously separate businesses are brought together into one entity when their
business resources and operations come under the control of a single management

'APB Opinion No. 16, paragraph 1.
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4 CHAPTER ONE

team. Such control within one business entity is established in business combinations
in which:

1 One or more corporations become subsidiaries,
2 One company transfers its net assets to another, or

3 Each company transfers its net assets to a newly formed corporation.?

A corporation becomes a subsidiary when another corporation acquires a ma-
jority (more than 50%) of its outstanding voting stock.” Thus, one corporation need
not acquire all the stock of another corporation to consummate a business combina-
tion. In business combinations in which less than 100% of the voting stock of other
combining companies is acquired, the combining companies necessarily retain their
separate legal identities and separate accounting records even though they have be-
come one entity for primary reporting purposes.

Business combinations in which one company transfers its net assets to another
can be consummated in a variety of ways, but the acquiring company must acquire
substantially all the net assets in any case. Alternatively, each combining company can
transfer its net assets to a newly formed corporation. Since the newly formed corpora-
tion has no net assets of its own, it issues its stock to the other combining companies
or to their stockholders or owners.

A Brief Background on Accounting for Business Combinations

Accounting for business combinations is one of the most important and interesting
topics of accounting theory and practice. At the same time, accounting for business
combinations is one of the most complex and controversial areas of accounting
thought. Business combinations are important and interesting because they involve fi-
nancial transactions of enormous magnitudes, business empires, success stories and
personal fortunes, executive genius, and management fiascos. By their nature, they
necessarily involve the takeover of entire companies. Business combinations are com-
plex because each one is unique and must be evaluated in terms of its economic sub-
stance, irrespective of its legal form.

Much of the controversy concerning accounting requirements for business combi-
nations involves the pooling of interests method, which became generally accepted in
1950 when the Committee on Accounting Procedure issued Accounting Research Bulletin
(ARB) No. 40. Although there are conceptual difficulties with the pooling method, the
underlying problem that arose with ARB No. 40 was the introduction of alternative meth-
ods of accounting for business combinations (pooling versus purchase). Numerous finan-
cial interests are involved in a business combination, and alternate accounting procedures
may not be neutral with respect to different interests. That is, the individual financial
interests and the final plan of combination may be affected by the method of accounting.

Current accounting requirements for business combinations are found in APB
Opinion No. 16, which continues to recognize both the pooling and the purchase meth-
ods of accounting for business combinations, but not as alternative methods of ac-
counting for the same business combination. Even so, two very different methods of
accounting for business combinations continue to be generally accepted. Currently,
the Financial Accounting Standards Board (FASB) has a number of projects related to
business combinations and consolidations on its agenda, including the possible elimi-
nation of the pooling of interest method of accounting for business combinations.

Methods of Accounting for Business Combinations

There are two generally accepted methods of accounting for business combinations:
the pooling of interests method and the purchase method. However, the two methods
“are not alternatives in accounting for the same business combination.” A business
combination that meets the criteria of APB Opinion No. 16 for a pooling of interests
must be accounted for under the pooling method. All other business combinations

Ibid., paragraph 5.

The Financial Accounting Standards Board favors a consolidation policy based on control of an-
other enterprise, rather than majority ownership.

“Ibid., paragraph 43.



must be accounted for under the purchase method. The two methods are based on
different assumptions about the nature of a business combination.

Pooling of Interests Method An underlying assumption of the pooling of interests
method is that the ownership interests of the combining companies are united and
continue relatively unchanged in the new accounting entity. Because none of the com-
bining companies is considered to have acquired the other combining companies,
there is no purchase, no purchase price, and, accordingly, no new basis of accountabil-
ity. Under the pooling method, the assets and liabilities of the combining companies
are carried forward to the combined entity at book value. Therefore, any goodwill on
the books of the other combining companies will be included as an asset on the books of
the surviving (pooled) entity. Retained earnings of the combining companies are also
carried forward to the pooled entity (subject to certain limitations to be explained later).
Income of the pooled entity includes the incomes of the combining companies for the
entire year, regardless of the date on which the business combination is consummated.

Separate companies in a business combination may have used different account-
ing methods for recording assets and liabilities. In a pooling of interests combination,
the amounts recorded by the separate companies under different accounting methods
“may be adjusted to the same basis of accounting if the change would otherwise have
been appropriate for the separate company. A change in accounting method to con-
form the individual methods should be applied retroactively, and the financial state-
ments presented for prior periods should be restated.” For example, if one company
in a pooling of interests business combination prices its inventories at last-in, first-out
(LIFO) cost and the other company at first-in, first-out (FIFO) cost, the historical cost
data may be adjusted to either LIFO or FIFO to conform accounting methods.

Purchase Method The purchase method is based on the assumption that a business
combination is a transaction in which one entity acquires the net assets of the other
combining companies. Under the purchase method, the acquiring corporation records
the assets received and liabilities assumed at their fair values. The cost of the acquired
company is determined in the same manner as for other transactions. This cost is allo-
cated to identifiable assets and liabilities acquired according to their fair values at the
date of combination. Any excess of cost over the fair value of net assets acquired is allo-
cated to goodwill and amortized over a maximum period of 40 years. Retained earnings
of the acquiring corporation under the purchase method might be decreased as a re-
sult of the business combination, but it could never be increased. The income of the ac-
quiring company includes its own income for the period, plus the income of the ac-
quired companies that is earned after the date of the business combination.

The use of different accounting methods (for example, LIFO versus FIFO) by
the separate companies in a purchase business combination is not a relevant factor in
recording a combination accounted for as a purchase, because all assets and liabilities
of the acquired company are recorded at their fair vaiues.

Although these descriptions of the pooling and purchase methods are short,
they introduce the two methods and indicate the significant differences in accounting
that can result from using one method rather than the other. The two methods are

- covered in more detail in subsequent sections of this chapter.

Conditions for Pooling

The pooling of interests concept is based on the assumption that it is possible to unite
ownership interests through the exchan%e of equity securities without an acquisition
of one combining company by another.® Accordingly, application of the concept is
limited to those business combinations in which the combining entities exchange eq-
uity securities and the operations and ownership interests continue in a new account-
ing entity. In APB Opinion No. 16, the APB sought to prevent pooling of interests ac-
counting for business combinations that were incompatible with the pooling concept.
It did this by specifying (in paragraphs 45 through 48 of Opinion No. 16) 12 condi-

*Ibid., paragraph 52.

The underlying assumptions of pooling have been challenged by many writers in accounting. For
example, see Accounting Research Study No. 5, A Critical Study of Accounting for Business Combinations,”
by Arthur R. Wyatt (New York: American Institute of Certified Public Accountants, 1963). FASB considered
eliminating pooling of interest in 1997.

BUSINESS COMBINATIONS 5



