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PREFACE

Accounting educators are being challenged to revolutionize curriculum struc-
ture, curriculum goals, and the relative emphasis placed on student skills as
compared with student knowledge. Business Combinations and International
Accounting provides the professor with a resource that can be used to teach a
class in different ways. As key components of a course that places greater
emphasis on skills development, this text covers the essential issues in business
combinations and international accounting. In such an environment, this book
would not be the driver of the course in the way that traditional Advanced
Accounting books are written. The set of nine chapters would be used as a
springboard resource in a course that includes research projects, student pre-
sentations, case studies, and role playing exercises.

Alternatively, the Advanced Accounting course can be taught using different
modules to cover only those topics needed to meet the course goals. Business
Combinations and International Accounting is one in a series of modules
from which to choose. This series allows instructors the flexibility of selecting
specific topics for coverage in their course. As of January, 2002, the additional
modules available include Today’s Essentials of Governmental and Not-
For-Profit Accounting and Reporting by Martin and West (0-324-11164-9)
and Accounting for Partnerships by Stokes (0-324-12098-2). Contact the pub-
lisher for information about the availability of other modules.
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Key Features

Focus on Core Content: This innovative module by Hartwell Herring covers the
basic principles of business combinations and international accounting in a straight-
forward manner. Core topics are presented step-by-step so readers can easily under-
stand the concepts and procedures involved in business mergers and consolidations
and in accounting for foreign exchange transactions and reporting.

Current Coverage: The most recent GAAP is applied to the content in this module.
The FASB Statements No. 141 and 142 are clearly presented. The coverage of pool-
ing of interests is presented in its own chapter to allow course content flexibility.

Topical Approach: Using the topical approach allows readers to develop and build
upon their understanding and accounting skills as they proceed through the module.

Interpretive Exercises: Strategically placed within the body of the chapters, these
exercises direct readers to apply what they have learned to a varijety of situations. New
data or other assumptions are provided along with specific questions to be answered.
These exercises assist readers as they gradually increase their understanding of the
chapter content.

Conceptual Questions and Reflection: To enhance reader understanding of the
basic reasoning behind the process, the author has included questions that focus on
how different accounting choices and approaches impact reported information.

Ties to the Real World: Information gleaned from business publications and from
actual financial reports is used to illustrate chapter concepts and the role of account-
ing in the business community.

Objective-based Learning: Each chapter begins with a series of clearly-stated, meas-
urable learning objectives that help readers focus on specific learning goals. These
objectives are repeated at the beginning of the content summary.

Supporting Materials

The printed Instructor’s Resource Manual (0-324-02383-9) presents solutions to
the assignments and the complete test bank.

The Instructor’s Resource CD (0-324-02381-2) contains the electronic files for the
solutions to the assignments, the test bank, and the PowerPoint® slides for display in
the classroom.

Several of these resources and other supporting content are available on the
Advanced Accounting Modular Series Web site (http://advanced.swcollege.com).
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A business combination occurs when two or more companies come under common
ownership. This combining can occur in two ways: (1) one company can acquire all
of the assets and assume all of the liabilities of another company or (2) one com-
pany can acquire a controlling interest in the outstanding common stock of another
company, creating a parent-subsidiary relationship. Chapter 1 of this book explains
the theory and illustrates the procedures for the first type of combination following
the currently accepted purchase method of accounting. Accounting for the second
type of business combination, the parent-subsidiary relationship, is more complex.
The basic theory and practice of accounting for subsidiaries is covered in Chapters 2
through 7. Since subsidiary ownership involves an investment in common stock,
Chapter 2 reviews accounting for common stock investments, particularly the proce-
dures for applying the equity method of accounting. Chapters 3 through 6 explain
the theory and practice of preparing consolidated financial statements for a parent
company and its subsidiaries where the subsidiary was also acquired using the pur-
chase method of accounting. In July 2001, the Financial Accounting Standards
Board finalized rules that make the purchase method of accounting the only accept-
able method for all business combinations. However, a second method of accounting
for business combinations, called the pooling of interest method, was used for
many business combinations until very recently. Chapter 7 explains how this method
affects the balance sheet and results of operations of both types of business combi-
nations. While not permitted under current accounting rules, the pooling of interest
method of accounting will continue to affect financial reporting as long as sub-
sidiaries acquired using this accounting method are owned.
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CHAPTER 4

BUSINESS COMBINATIONS
INVOLVING THE MERGER OR
CONSOLIDATION OF NET
ASSETS

LEAMNMING OBJEOCTIVES

n Explain the business and economic incentives for business combination transactions
m Describe the two basic types of business combinations
m Account for mergers/consolidations using the purchase method

m State the financial statement disclosures required for purchase method
mergers/consolidations



CHAPTER 1 Business Combinations Involving the Merger or Consolidation of Net Assets =

THE BUSINESS AND ECONOMIC INCENTIVES FOR BUSINESS COMBINATIONS

On December 16, 1996, the headlines in USA Today announced, “Aerospace Giants to
Merge.” The related articles went on to describe how The Boeing Company and
McDonnell Douglas Corporation planned to form a single company in an arrangement
whereby Boeing would acquire $13.3 billion of McDonnell Douglas stock. The plan
called for McDonnell Douglas shareholders to receive .65' shares of Boeing common
stock in exchange for each share of McDonnell Douglas common stock. This merger
agreement, which was completed in July 1997, created a major corporation in the defense
industry, rivaling Lockheed-Martin in size. It left only two companies in the world in the
business of manufacturing large commercial jetliners. The remaining competitor is
Airbus Industrie, a consordum of companies in Great Britain, France, Germany, and
Spain. During the decade of the 1990s, the combined Boeing-McDonnell Douglas had
an average market share of about two-thirds of the total worldwide market for large com-
mercial jetliners. The addition of McDonnell Douglas defense contracts also greatly
increased Boeing’s penetration into that segment of the aerospace industry.

The decision to proceed with a business combination is affected by both positive
and negative events. Both types of events were apparent in the Boeing-McDonnell
Douglas plan. After a defense department review of initial proposals, Boeing and
Lockheed-Martin were the two remaining companies competing for the U.S. Military
$350 billion joint strike fighter contract. Boeing will benefit from McDonnell
Douglas’s expertise in competing for this contract. McDonnell Douglas, on the other
hand, was no longer in a strong position to remain independent in a shrinking defense
market, having been eliminated by the defense department as a potential contractor
for a large military contract. Moreover, its share of the large commercial jetliner mar-
ket was less than 5% of the total worldwide market. By combining, these companies
hoped to reduce the risks associated with doing business because the new combined
entity would be more diverse than either company was separately.

This example demonstrates that business combinations are undertaken for a vari-
ety of legitimate business reasons and that several reasons usually exist for any partic-
ular situation. In a business environment where competitive forces are constantly
changing, the ability to form new companies from existing ones is an efficient way for
companies to adjust to these forces, allowing all stakeholders to ultimately benefit.
Following is a summary of some of the important motivations for forming business
combinations, including those apparent in the above example.

» Horizontal and vertical integration—Horizontal integration involves combining
with companies in the same line of business. Recent examples include combinations
in the communications industry such as the Bell Atlantic-NYNEX? combination in
1996. The core business of these two companies is telephone communications. As
the communications industry becomes more deregulated, industry analysts expect
further consolidation of telephone services throughout the United States. Vertical
integration involves acquisition of companies that serve as suppliers to
or customers of the acquiring company. Vertical integration is common in many
industries. An excellent example is the petroleum industry, where all the major
companies have operations in three vertically related segments—exploration and
production, refining, and marketing.

! This exchange ratio was later revised to 1.3 shares of Boeing for each share of McDonnell Douglas
when Boeing stock was split two for one prior to the date the acquisition became final.

? Bell Atlantic changed its name to Verizon Corporation in 2000.



