Chapter 5

Business Combinations

HIGHLIGHTS OF THE CHAPTER

1.
A business combination occurs when an entity acquires net assets that constitute a business or acquires equity interests of one or more other entities and obtains control over that entity or entities.

2.
A combined enterprise is an entity that results from a business combination of constituent companies, the combinor and the combinee. The owners of the combinor end up with control of ownership interests in the combined enterprise.

3.
In a friendly takeover business combination, terms of the combination are worked out by the boards of directors of the constituent companies. A target company in a hostile takeover typically resorts to one or more defensive tactics that have colorful designations such as white knight and shark repellent.

4.
In recent years, business combinations have been a popular method for a corporation to diversify its product lines and to enlarge its share of the market for its products. Growth through business combinations often is referred to as external growth.

5.
The four most common methods for carrying out a business combination are statutory merger, statutory consolidation, acquisition of common stock, and acquisition of assets.

6.
In a statutory merger, one corporation issues its common stock for the common stock owned by stockholders of one or more other corporations, which then cease to exist as separate legal entities. The surviving corporation thus obtains the assets and assumes the liabilities of the liquidated corporations.

7.
A statutory consolidation is similar to a statutory merger, except that a new corporation is formed to issue its common stock for the common stock owned by stockholders of two or more existing corporations, which then go out of existence.

8.
In the other two methods for carrying out a business combination, the combinor issues its common stock, cash, debt, or a combination thereof, to acquire the common stock or the net assets of the combinee. These two methods do not involve the liquidation of the combinee.

9.
The amount of cash or debt securities, or the number of shares of common stock, to be issued in a business combination usually is established by capitalization of the expected average earnings of the combinee at a desired rate of return and/or determination of the current fair values of the combinee’s assets and liabilities.

10.
If common stock is issued by the combinor for the outstanding shares of common stock of the combinee, the price is expressed as the ratio of the number of shares of the combinor’s common stock to be exchanged for each share of the combinee’s common stock. For example, if 100,000 shares of Port Corporation common stock are to be issued in a business combination for the 40,000 outstanding shares of Strode Company common stock, the exchange ratio is 2½ to 1.

11.
Under current generally accepted accounting principles, there is one permissible method of accounting for business combinations: purchase. 

12.
The combinor in a business combination is the constituent company that distributes cash or other assets or incurs liabilities to acquire the common stock or assets of the other constituent company or companies. In a business combination involving an exchange of common stock, the combinor generally is the constituent company whose former stockholders retain or receive the larger portion of the voting rights of the combined enterprise.

13.
In a business combination, the cost of the combinee includes the total of the consideration paid by the combinor, the direct out-of-pocket costs of the business combination, and any contingent consideration that is determinable on the date of the combination. Other contingent consideration is recognized when the contingency is resolved.

14.
The cost of a combinee in a business combination first is allocated to the identifiable assets acquired and liabilities assumed, based on their current fair values on the date of the combination. Any remaining cost not allocated is recognized as goodwill. If the total of the current fair values assigned to acquired assets and assumed liabilities exceeds the cost of the combinee, the bargain-purchase excess is applied pro rata to reduce the values initially assigned to specified assets.
15.
The balance sheet issued on the date of a business combination includes the assets and liabilities of all constituent companies involved in the combination; the retained earnings is that of the combinor only. The income statement issued by the combinor for the accounting period in which a business combination is completed includes the operating results of the combinee after the date of the combination only.

16.
The complexity of business combinations and their effects on the financial position and operating results of the reporting entity necessitate extensive disclosure of business combinations in a note to the financial statements.

17.
Purchase accounting for business combinations has been criticized by accountants. The principal criticism of purchase accounting centers on its recognition of goodwill (a) on a residual basis and (b) for the combinee only. 

QUESTIONS

True or False

For each of the following statements, circle the T or the F to indicate whether the statement is true or false.

T
F
1.
Business combinations provide a method for achieving rapid growth in assets and sales.

T
F
2.
In a statutory merger, a new corporation is formed to issue its common stock for the common stock of two or more existing corporations, which then are liquidated.

T
F
3.
A combinee is a corporation that acquires all or part of the common stock of another corporation.

T
F
4.
The exchange ratio expresses the relationship of the number of shares of the combinor’s common stock exchanged for outstanding common stock of the combinee.

T
F
5.
Purchase accounting must be used for all business combinations.

T
F
6.
Goodwill in a business combination is valued at an amount representing the capitalized value of the average excess earnings of the combinee.

T
F
7.
Legal fees incurred for the SEC registration statement covering shares of common stock issued in a business combination are included in cost of the combinee.

T
F
8.
Goodwill recognized in a business combination is entered in the accounting records of the combinee.

T
F
9.
Out-of-pocket costs of a business combination are recognized as expenses.

Completion Statements

Fill in the necessary words or amounts to complete the following statements.

1.
The four most common methods for carrying out a business combination are _______________ ____________________, ____________________ ____________________, _______________ _______ _______________ _______________, and _______________ _______ _______________.

2.
A corporation that issues common stock, cash, debt, or a combination thereof, to acquire all or a majority of the common stock of another corporation generally is called a _______________.

3.
Additional cash, other assets, or securities that may be issuable in the future in connection with a business combination are called _______________ ____________________.

4.
A ______________ ________________ ____________ is an excess of current fair values of net assets acquired in a business combination over their cost to the combinor.

5.
On April 1, 2005, Peluca Corporation paid $500,000 for all the outstanding common stock of Socorro Company in a statutory merger business combination. The carrying amounts of the assets and liabilities of Socorro on April 1, 2005, follow:

	
	Cash
	$  10,000

	
	Inventories
	150,000

	
	Plant assets (net of accumulated depreciation of $148,000)
	250,000

	
	Liabilities
	100,000



On April 1, 2005, the inventories of Socorro had a current fair value of $200,000, and the plant assets had a current fair value of $400,000. As a result of the merger with Socorro, Peluca recognizes goodwill of $_______ and plant assets of $_______ in its account records.

Multiple Choice

Choose the best answer for each of the following questions and enter the identifying letter in the space provided.

____  1.
Business combinations often have been challenged under Section 7 of the Clayton Act by:

a.
The U.S. Department of Justice, Antitrust Division

b.
The U.S. Federal Trade Commission

c.
Attorneys general of the several states

d.
Both a and b
____  2.
The amount of cash or debt securities, or the number of shares of common stock, to be issued in a business combination generally is decided by:

a.
Determination of current fair value of the combinee’s tangible and intangible assets (including goodwill) less liabilities

b.
Capitalization of expected average earnings of the combinee at a desired rate of return

c.
Either a or b or both a and b
d.
Neither a nor b
____  3.
Out-of-pocket costs of a business combination were as follows:

	
	CPA audit fees for SEC registration statement
	$10,000

	
	Legal fees:
	

	
	
For the business combination
	4,000

	
	
For SEC registration statement
	7,000

	
	Finder’s fee
	20,000

	
	Printer’s charges for printing securities and SEC registration statement
	2,500

	
	SEC registration fee
	       500

	
	
Total out-of-pocket costs of business combination
	$44,000


The amount to be debited to the Paid-in Capital in Excess of Par ledger account in the business combination is:

a.
$0

b.
$20,000

c.
$24,000

d.
$44,000

e.
Some other amount

____  4.
Seaton Corporation and Marque Company combined in a statutory merger, with Seaton as the combinor. Seaton issued 10,000 shares of its $5 par common stock ($20 current fair value a share) for all 1,000 outstanding shares of Marque’s $2 par common stock. Out-of-pocket costs of the business combination may be disregarded. On the date of the combination, the stockholders’ equity of Marque was as follows:

	
	Common stock, $2 par
	$  2,000

	
	Additional paid-in capital
	60,000

	
	Retained earnings (deficit)
	 (10,000)

	
	
Total stockholders’ equity
	$52,000


The total amount to be credited to Seaton’s Common Stock and Paid-in Capital in Excess of Par ledger accounts is:

a.
$50,000

b.
$52,000

c.
$62,000

d.
Some other amount

____  5.
On March 31, 2005, Meade Company merged into Steele Corporation. Out-of-pocket costs of the business combination totaled $30,000. The separate income statements of the two companies for the fiscal year ended March 31, 2005, prior to any journal entries necessary to record the business combination on that date, showed the following net income: Steele, $500,000; Meade, $100,000. Steele’s postmerger income statement for the year ended March 31, 2005, shows net income in the amount of:

a.
$470,000

b.
$500,000

c.
$570,000

d.
Some other amount

____  6.
Stevens Corporation issued cumulative preferred stock with a current fair value of $500,000 for all outstanding common stock of Mullin Company in a statutory merger business combination. Out-of-pocket costs of the combination included $40,000 directly attributable to the merger and $30,000 attributable to the registration of the preferred stock with the SEC. The carrying amount of Mullin’s identifiable net assets on the date of the combination was $460,000. As a result of the combination, Stevens records an increase in total assets of:

a.
$460,000

b.
$470,000

c.
$540,000

d.
$570,000

e.
Some other amount

____  7.
The bargain-purchase excess in a business combination is:

a.
Recognized as revenue of the combined enterprise

b.
Added to stockholders’ equity of the combined enterprise

c.
Offset against (positive) goodwill of the combined enterprise

d.
Accounted for in some other manner

____  8.
The cost of the combinee in a business combination involving issuance of bonds payable by the combinor does not include:

a.
Bond issue costs

b.
Contingent consideration determinable on the consummation date of the combination

c.
Present value of the bonds payable issued in the combination

d.
Finder’s fee

e.
Any of the foregoing

SHORT EXERCISES

1.
On July 1, 2005, More Company merged into Sheaf Corporation in a business combination in which Sheaf issued 50,000 shares of its $10 par common stock (current fair value $15 a share) for all of More’s outstanding common stock. On that date, Sheaf’s Paid-in Capital in Excess of Par ledger account had a credit balance of $2 million. Data on More’s financial position on July 1, 2005, follow:

	
	
	Carrying amounts
	Current fair values

	
	Total assets
	$1,500,000
	$1,600,000

	
	Total liabilities
	$   900,000
	900,000

	
	Common stock, $1 par
	100,000
	

	
	Retained earnings
	     500,000
	

	
	Total liabilities & stockholders’ equity
	$1,500,000
	


Out-of-pocket costs of the business combination, paid by Sheaf on July 1, 2005, were as follows:

	
	Finder’s, accounting, and legal fees relating to the  

   business combination
	$  90,000

	
	Costs associated with SEC registration statement
	   30,000

	
	Total out-of-pocket costs of business combination
	$120,000


Prepare journal entries for Sheaf Corporation in the space below to record the business combination with More Company.

	
	Sheaf Corporation

	
	Journal Entries

	
	2005
	
	
	

	
	July 1
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
1
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
1
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	

	
	
	
	
	


2.
Merz Company merged into Storz Corporation in a business combination completed June 30, 2005. Out-of-pocket costs paid by Storz on June 30, 2005, in connection with the combination were as follows:

	
	Finder’s, accounting, and legal fees relating to the 

   business combination
	$30,000

	
	Cost associated with notes issued to complete

   the business combination
	  20,000

	
	Total out-of-pocket costs of business combination
	$50,000


The separate balance sheets of the two companies immediately prior to the business combination were as shown below.

STORZ CORPORATION and MERZ COMPANY

Separate Balance Sheets

(prior to business combination)

June 30, 2005

	
	
	Storz Corporation
	Merz Company

	
	Current assets
	$   870,000
	$   600,000

	
	Plant assets (net)
	3,700,000
	2,260,000

	
	Patents (net)
	     120,000
	      40,000

	
	
Total assets
	$4,690,000
	$2,900,000

	
	Liabilities
	$   530,000
	$   420,000

	
	Common stock, $20 par
	2,400,000
	

	
	Common stock, $10 par
	
	750,000

	
	Additional paid-in-capital
	840,000
	640,000

	
	Retained earnings
	1,170,000
	1,090,000

	
	Treasury stock, at cost, 10,000 shares
	   (250,000)
	

	
	
Total liabilities & stockholders’ equity
	$4,690,000
	$2,900,000


Additional Information:

(1)
The current fair values of the identifiable assets and liabilities of Storz and Merz on June 30, 2005, were as follows:

	
	
	Storz Corporation
	Merz Company

	
	Current assets
	$   990,000
	$   680,000

	
	Plant assets (net)
	4,400,000
	2,800,000

	
	Patents (net)
	144,000
	72,000

	
	Liabilities
	   (530,000)
	   (420,000)

	
	
Net assets
	$5,004,000
	$3,132,000


(2)
There were no intercompany transactions prior to the business combination.

(3)
Before the business combination, Storz had 300,000 shares of common stock authorized, 120,000 shares issued, and 110,000 shares outstanding. Merz had 75,000 shares of common stock authorized, issued, and outstanding. 

In the space that follows, prepare journal entries for Storz Corporation to record the merger business combination with Merz Company, given that Storz Corporation paid $1 million cash and issued 10% promissory notes at face amount of $3 million for all outstanding common stock of Merz Company. The present value of the promissory notes was $3 million.
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3.
On October 31, 2005, Sump Corporation merged with Mark Company in a business combination. Sump exchanged three of its shares of common stock for each share of Mark’s outstanding common stock. The current fair value of Sump’s common stock on October 31, 2005, was $3.00 a share. October 31 was the fiscal year-end for both companies. There were no intercompany transactions prior to October 31. Out-of-pocket costs of the business combination may be disregarded. The separate balance sheets of Sump and Mark immediately before the merger were as shown below.

SUMP CORPORATION and MARK COMPANY

Separate Balance Sheets

(prior to business combination)

October 31, 2005

	
	
	Sump Corporation
	Mark Company

	
	
	Carrying amounts
	Carrying amounts
	Current fair values

	
	Current assets
	$120,000
	$  80,000
	$110,000

	
	Plant assets (net)
	450,000
	360,000
	420,000

	
	Intangible assets (net)
	    90,000
	    20,000
	    30,000

	
	
Total assets
	$660,000
	$460,000
	$560,000

	
	Current liabilities
	$105,000
	$50,000
	$  50,000

	
	Notes payable
	120,000
	
	

	
	Bonds payable
	
	300,000
	280,000

	
	Common stock, $1 par
	225,000
	
	

	
	Common stock, $5 par
	
	150,000
	

	
	Retained earnings (deficit)
	  210,000
	   (40,000)
	

	
	
Total liabilities & stockholders’ equity
	$660,000
	$460,000
	



Complete the balance sheet below for Sump Corporation immediately after the merger with Mark Company (use the space provided below for computations).

SUMP CORPORATION

Balance Sheet (following business combination)

October 31, 2005

	
	Assets
	
	Liabilities & 

Stockholders’ Equity

	
	Current assets
	$
	
	Current liabilities
	$

	
	Plant assets (net)
	
	
	Notes payable
	

	
	Intangible assets (net)
	
	
	Bonds payable (net)
	

	
	Goodwill
	
	
	Common stock, $1 par
	

	
	
	
	
	Additional paid-in-capital
	

	
	
	
	
	Retained earnings
	

	
	    Total assets
	$
	
	
Total liabilities & 
  stockholders’ 



equity
	$


Computations:

CASE

In a classroom discussion of accounting standards for business combinations, student James expresses puzzlement about the provisions of FASB Statement No. 141, “Business Combinations,” dealing with determination of the combinor in a business combination involving the exchange of common stock for common stock (see page 49, paragraph 12). James states that it is his opinion that the issuer of previously unissued common stock should always be the combinor, regardless of which constituent company’s former stockholder group either retains or receives the largest portion of voting rights in the combined enterprise.

How would you defend the Financial Accounting Standards Board’s standards for identifying the combinor in a stock-for-stock business combination, in response to James? Explain.

SOLUTIONS TO QUESTIONS, SHORT EXERCISES, AND CASE: CHAPTER 5

QUESTIONS

True or False

1. T   2. F   3. F   4. T   5. T   6. F   7. F   8. F   9. F   

Completion Statements

1. Statutory merger, statutory consolidation, acquisition of common stock, acquisition of assets.             
2. Combinor.   3. Contingent consideration.   4. Bargain-purchase excess.   5. $0, $390,000 [$400,000 – ($510,000 – $500,000) = $390,000].

Multiple Choice

1. d   2. c   3. b ($10,000 + $7,000 + $2,500 + $500 = $20,000)   4. d (10,000 x $20 = $200,000)  
5. b   6. b ($500,000 + $40,000 – $70,000 = $470,000)  7. d (Applied to reduce amounts assigned to specified assets)   8. a

SHORT EXERCISES

	1.
	
Sheaf Corporation

	
	Journal Entries

	
	2005
	
	
	

	
	July 1
	Investment in More Company Common Stock 
	
	

	
	
	(50,000 x $15)
	750,000
	

	
	
	
Common Stock (50,000 x $10)
	
	500,000

	
	
	
Paid-in Capital in Excess of Par
	
	250,000

	
	
	To record merger with More Company.
	
	

	
	
	
	
	

	
	
1
	Investment in More Company Common Stock
	90,000
	

	
	
	Paid-in Capital in Excess of Par
	30,000
	

	
	
	
Cash
	
	120,000

	
	
	To record payment of out-of-pocket costs incurred in 
	
	

	
	
	merger with More Company.
	
	

	
	
	
	
	

	
	
1
	Assets
	1,600,000
	

	
	
	Goodwill
	140,000
	

	
	
	
Liabilities
	
	900,000

	
	
	
Investment in More Company Common Stock
	
	840,000

	
	
	To allocate cost of More Company investment to 
	
	

	
	
	identifiable assets and liabilities, with the remainder to 
	
	

	
	
	goodwill.
	
	


	2.
	
Storz Corporation

	
	     Journal Entries

	
	2005
	
	
	

	
	June 30
	Investment in Merz Company Common Stock ($1,000,000 
	
	

	
	
	+ $3,000,000)
	4,000,000
	

	
	
	
Cash
	
	1,000,000

	
	
	
Notes Payable
	
	3,000,000

	
	
	To record merger with Merz Company.
	
	

	
	
	
	
	

	
	
30
	Investment in Merz Company Common Stock
	30,000
	

	
	
	Note Issue Costs
	20,000
	

	
	
	
Cash
	
	50,000

	
	
	To record payment of out-of-pocket costs incurred in 
	
	

	
	
	merger with Merz Company.
	
	

	
	
	
	
	

	
	
30
	Current Assets
	680,000
	

	
	
	Plant Assets (net)
	2,800,000
	

	
	
	Patents (net)
	72,000
	

	
	
	Goodwill
	898,000
	

	
	
	
Liabilities
	
	420,000

	
	
	
Investment in Merz Company Common Stock
	
	4,030,000

	
	
	To allocate cost of Merz Company investment to 
	
	

	
	
	identifiable assets and liabilities, with remainder to
	
	

	
	
	goodwill.
	
	


3.
SUMP CORPORATION

Balance Sheet (following business combination)

October 31, 2005

	
	Assets
	
	Liabilities & 

Stockholders’ Equity

	
	Current assets
	$   230,000 (1)
	
	Current liabilities
	$   155,000 (5)

	
	Plant assets (net)
	870,000 (2)
	
	Notes payable
	120,000

	
	Intangible assets (net)
	120,000 (3)
	
	Bonds payable (net)
	280,000

	
	Goodwill
	    40,000 (4)
	
	Common stock, $1 par
	315,000 (6)

	
	
	
	
	Additional paid-in-capital
	180,000 (7)

	
	
	
	
	Retained earnings
	     210,000 

	
	
Total assets:
	$1,260,000
	
	
Total liabilities & 
  stockholders’ 
  


  equity
	$1,260,000


Computations:

	
	(1)
$120,000 + $110,000 = $230,000
	(5)
$105,000 + $50,000 = $155,000

	
	(2)
$450,000 + $420,000 = $870,000
	(6) $225,000 + (3 x 30,000 x $1) = $315,000

	
	(3)
$90,000 + $30,000 = $120,000
	(7) $90,000 x ($3 – $1) = $180,000

	
	(4)  (3 x 30,000 x $3) – ($560,000 – $330,000) = $40,000


CASE

To justify the Financial Accounting Standards Board’s standards for determination of the combinor in a stock-for-stock business combination, one must consider the relevant definition of combinor (see page 49, paragraph 12) as a constituent company entering into a combination whose owners as a group end up with control of the ownership interest in the combined enterprise. The obvious combinor in a business combination affected by the issuance of cash or debt securities is the issuer of those financial instruments, because no unissued common stock has been given to the combinee (in an acquisition of assets) or to the combinee’s former stockholders (in a statutory merger, statutory consolidation, or acquisition of common stock). However, the issuer corporation in a stock-for-stock business combination may previously have had few stockholders with minimal stockholdings, as is true for many issuers that are “shell corporations” with only cash and short-term investments, and no operations. To illustrate, assume that Shell Corporation has cash and cash equivalents, $100,000; short-term investments, $400,000; no liabilities; and stockholders’ equity, $500,000, represented by 10,000 shares of $1 par common stock (of 100,000 authorized shares) owned by a single stockholder. If Shell Corporation were to issue 40,000 shares of the $1 par common stock to acquire all the outstanding common stock of Active Company having a current fair value of $2,000,000, the former stockholders of Active would control Shell because they own 80% (40,000 ( 50,000 = 0.80) of the now outstanding common stock of Shell. Thus, Active would be the combinor.
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