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Basic purchase accounting for acquisitions:

The accounting is similar to that for buying a land and building for a single price in that 

· the cost gets allocated to the assets acquired, 

· those assets will add to income from the date of acquisition onwards

· they are carried on the books at what the acquiror paid for them

Same deal holds for one company buying another. 

· purchase cost (including out of pocket costs, like advisor fees) is allocated to the assets and liabilites bought, at fair value

· If cost > sum of the fair values of identifiable assets, the excess is called goodwill

· Goodwill is not amortized. It is written down when impaired.

· If less than 100% ownership is bought, the rights of noncontrolling shareholders to income are shown on the income statement, and their claim to assets is shown on the balance sheet, usually as a liability.

· Various income/balance sheet items are shown at 100%, not just the parent’s percent ownership.

· Consolidated income contains the income of the parent for years, plus the income from the sub since acquisition.

An older method, called pooling, is no longer used.

Issues that arise:


Innocent, but confusing:

· trends in sales and earnings

· changes in carrying values of assets and laibilities

· immediate write-off of in-process research & development costs

Possibly not innocent:

· excessive reserves at time of acquisition allows manipulation of earnings 

· acquisitions made to show misleading eps growth

· goodwill impairments not recognized

Issue 1 – trends in sales and earnings


Example: WPP Group revenues

	Year
	Reported
	pro forma % growth

	1985
	4
	na

	1986
	24
	na

	1987
	284
	bought JWT
(3%)

	1988
	547
	1%

	1989
	1006
	bought Ogilvy
15%

	1990
	1264
	1%


What’s going on? The group is getting bigger, but the underlying companies are not growing that fast. 

How do you get a handle on this issue?  The footnotes will show the pro forma impact of a major acquisition on the current and prior year on revenues, earnings, and eps.

This is not manipulation!


Issue 2 – Changes in assets and liabilities


GAAP values for numerous assets and liabilities are normally not fair value:

· land is historical cost

· buildings are depreciated historical costs

· intangible assets are what the organization paid for them. Often, such as for brand names, that can be zero.

· Research and development is generally expensed, not capitalized

· Pension obligations may have fair values much higher than the balance sheet liability

At acquisition, the parent revalues these assets and liabilities.

This may make comparison of competing organizations difficult:


Dallas Cowboys and Green Bay Packers

Consumer products company after acquisition (brand names valued) compared to one that has not been acquired.


Total assets very different


Amortization of intangibles may affect income


Ratios affected include: eps, roa, profit margin, debt/equity

Issue 3 – Immediate write-off of in-process R&D costs


This is a fluke of GAAP – 



Part of the acquisition price gets allocated to in-process R&D



That R&D is immediately written off, as a charge to income.



It shows as a non-recurring income item in the period of acquisition



Future periods will not be burdened with these costs.

Issue 4
-- Excessive reserves at the time of acquisition become “cookie jars”


Illustrate how the accounting works.


Assume 100 million acq. price, and assume assets have fair value of 350 and liabilities have fair value of 280, so the true fair value of net assets acquired is 70.  Goodwill = 100 -70=30. Then, the right entry would be:



Various identified Assets 

350



Goodwill



  30




Various liabilities


280




Cash




100

Over time, the assets would get used up, and the liabilites would get paid.

Assume that the acquiror undervalues the assets at 320 (instead of 350) , and overvalues the libilities at 310 (instead of 280). Thus, the acquiror says the net fair value of assets acquired = 320-310=10, leaving goodwill of 100-10=90.  The net entry to book the acquisition would be:


Various assets

320


Goodwill

90



Various liabilities

310



Cash



100

As the assets get used up, and the liabilities get paid, the assets get charged against income, and the liabilities serve as reserves to cushion income. In scenario 2, income will be 60 better off, over some period of time, as long as the goodwill doesn’t get written off….



Conservatism is tricky here….



Disney made major reserves when it bought ABC



Tyco made major reserves even before title passed

WorldCom used this strategy for years. Only when it was unable to buy Sprint did WorldCom turn to more blatant fakery.

Issue 5 – Acquisitons made to mislead the market into believing there is eps growth.


Assume the market thinks Company A has high growth prospects. Then it will have a high p/e. Assume a p/e of 30.


Assume the market thinks Company B has mediocre. Its stock sells at an p/e of 15.


Now make the following extra assumptions:


Company B has 2 million shares outstanding, at a market cap of  30 million. Its earnings for this year were 2 million. (remember, p/e = 15.). Its eps = 2/2=1.


Company A has 2 million shares outstanding, at a market cap of 30*2 = 60 million. Its earnings for the year were also 2 million. Its eps also = 1.


Now, on Jan 1 of the next year, Company A issues enough stock at 30 per share to buy company B. They both operate at exactly the same level in year 2 as they did in year 1. What is year 2 eps?


The number of shares issued to buy B = 30 million market cap/$30=1,000,000


A’s outstanding shares now = 3 million = original 2 +1


The earnings = 2 + 2 = 4 million


EPS = 4/3 = $1.33


Growth in eps = (1.33-1)/1=33%!


The math works as long as the market does not reduce its multiple for A’s stock….

Issue 6 – goodwill impairments not rcognized on a timely basis


Income should measure a return on equity, not a return of equity. 


The assumption is that goodwill lasts forever, so no diminution of goodwill should be matched against earnings unless, due to some sudden event, goodwill is impaired.


I find it implausible that goodwill reductions would normally come in lumps, instead of being something that should be matched smoothly against income.


AOL Time Warner recognized about 100 billion of write-offs in one year. Do you believe maybe some of this problem accrued in prior years?


Where some Sarbanes-Oxley provisions came from

1. PCAOB – the prior self-regulation was seen as being lax, especially on the issue of splitting consulting and auditing services

2. prohibiting ancillary services 

a. Enron – more in consulting than audit fees

b. Waste Management – audit fees had been capped for years, audit firms’ fees grew through special projects

3. requirement for independent directors on audit committees

a. numerous scandals had insufficient oversight.

b. Enron, ironically, had some big names on its audit committee

4. requiring ceo’s and cfo’s to certify reports

a. Enron hearings featured Skilling saying he wasn’t an accountant

b. This provision was the idea of Treasury Secretary O’Neill. 

c. In my opinion, cosmetic.

5. enhanced financial disclosures

a. Enron’s disclosures were opaque.

6. prohibiting personal loans to company executives

a. occurred in both WorldCom and Enron

b. helped executives avoid reporting of insider sales.

7. rules on analysts and conflicts of interest

a. Enron – Andy Fastow pressured analysts

b. Dot-com boom – numerous examples of analysts touting stocks they didn’t believe in

