ONLINE UPDATE no. 1

AcSB Exposure Draft – Business Combinations (August 2005)

(Amendments to Chapter 5 – Non-Wholly Owned Subsidiaries)

Overview

In August 2005, the CICA Accounting Standards Board (AcSB) issued an exposure draft (ED) on Business Combinations. This ED proposes a new CICA Handbook section 1582 to replace the current section 1581.  


This new exposure draft was issued in cooperation with FASB and the IASB.  The new business combinations standards proposed by these three different standard-setters are essentially identical. 


The Exposure Draft proposes a significant change in the way that non-wholly-owned subsidiaries are reported when they are acquired in a business combination. The major change is that the “parent company” approach will no longer be used. Instead, an acquired subsidiary will be accounted for at its full fair value, including goodwill.


The proposed standard will affect the textbook Chapter 5, Consolidation of Non-Wholly Owned Subsidiaries.  The following sections of this online update will explain the impact of the full fair value method on consolidation at the date of acquisition. 
The new Section 1582 will be effective for fiscal years beginning on or after January 1, 2007, if final approval goes according to plan.


The FASB, IASB and AcSB have not yet issued an exposure draft on consolidation after acquisition. Consolidation subsequent to acquisition will be dealt with in an ED to be issued in 2006. The anticipated ED will amend or replace Section 1600, Consolidated Financial Statements. 

A Change in Conceptual Approach

Pages 199 and 200 of Chapter 5 discuss the Conceptual Alternatives for business combinations when the acquirer buys less than 100% of the outstanding shares of the acquired company. Briefly, the three alternatives are:

1.  Consolidate only the parent’s share of the fair value of the subsidiary’s assets and liabilities – the proportionate consolidation method.

2.  Consolidate the subsidiary’s assets and liabilities at fair value for the parent’s share and book value for the non-controlling interest’s share – the parent-company method. 

3.  Include the subsidiary’s asset and liabilities at their full fair value – the entity method. The entity method has two variations concerning goodwill:

a.  Include goodwill only on the portion paid by the parent in excess of the proportionate net fair value acquired.

b.  Calculate goodwill for the enterprise as a whole, including non-controlling interest.

Historically, Canada and the U.S. have used the parent company method (the 2nd approach above).  The parent company method also has been widely used internationally. 


Since this is an international effort and since the FASB and IASB have agreed on the proposal, the new approach almost certainly will be approved. If there is no significant delay in the approval process, we will change from method 2 to method 3b. The AcSB refers to this approach as the full fair value method; the older term entity method is not used. 


Exhibit 5-4 (page 202 of the Beechy/Farrell text) shows a comparison of the three methods. The second column (parent company) contains the relevant amounts under Section 1581. The third column (new entity) is the relevant column under the proposed Section 1582.  Goodwill is “grossed up” to include the implicit goodwill attributable to non-controlling interests.  Consequently, the offsetting liabilities-side amount for non-controlling interest includes their proportionate share of not only the net assets, but also of goodwill. 


The proposed methodology for imputing non-controlling interest goodwill is not as simple as is discussed on page 204 of the text.  We will discuss the recommended approach later in this update. 

Consolidation at Date of Acquisition

The textbook illustrates consolidation at the date of acquisition in Exhibits 5-5 (p. 205) and 5-6 (p. 207).  The example assumes that Purchase Ltd. buys 70% of the outstanding shares of Target Ltd. by issuing shares valued at $840,000.  The net book value of 100% of Target’s net assets is $800,000.  The book value of 70% therefore is $560,000 (i.e., $800,000 × 70%).  The purchase price discrepancy is $280,000 (that is, $800,000 – $560,000), which is allocated to FVIs ($210,000) and goodwill ($70,000). 


When Purchase Ltd. acquires Target Ltd., the entry on Purchase Ltd.’s books will always be the same: 

	Investment in Target Ltd.
	840,000
	

	
	Common shares
	
	840,000

	[to record issuance of 28,000 common shares at a market value of $30 each to acquire Target Ltd.]


Once the acquisition has taken place, all approaches to consolidation must eliminate the investment account.  The switch to a full fair value approach does not change this basic requirement. 


Exhibit UD1-1 summarizes Target Ltd.’s net assets at the date of acquisition, at both book value and fair value.  These are the same numbers as shown in the textbook – Exhibit 5-2, p. 201. 

EXHIBIT UD1-1

Target Ltd. net asset values

December 31, 2005

(date of acquisition)

	
	Book values

[Dr./(Cr.)]
	
	Fair values

[Dr./(Cr.)]
	
	Fair value increments

(100%)

	Cash
	$   50,000
	
	$     50,000
	
	–

	Accounts receivable
	150,000
	
	150,000
	
	–

	Inventory
	50,000
	
	50,000
	
	–

	Land
	300,000
	
	400,000
	
	$ 100,000

	Buildings and equipment
	500,000
	
	550,000
	
	50,000

	Accumulated depreciation
	(150,000)
	
	–
	
	150,000

	Accounts payable
	(100,000)
	
	(100,000)
	
	–

	Net asset value
	$ 800,000
	
	$ 1,100,000
	
	$ 300,000


Direct method

Using the full fair value method, the consolidated balance sheet is prepared as shown in Exhibit UD1-2.  To get the consolidated asset and liability balances, we:

1. take the book value of each of Purchase Ltd.’s assets and liabilities,  

2. add Target Ltd.’s book values, and 

3. add 100% of the fair value increments (or decrements, if any).   


It might seem easier to take the fair values of Target Ltd. and add them to the book values of Purchase Ltd.  At the date of acquisition, that approach would be simpler.  However, Target Ltd.’s assets and liabilities are dynamic – they will change at each balance sheet.  Therefore, it is easier to use book values at each balance sheet date plus the fair value increments at the date of acquisition. 


To complete the consolidated balance sheet, we must eliminate Purchase Ltd.’s investment account and add goodwill.  The goodwill on Purchase Ltd.’s 70% share was $70,000 (as summarized above).  We can extrapolate this amount.  If 70% is worth $70,000, then 100% is probably worth $100,000.


The one other amount to be added to the balance sheet is the credit amount for Non-controlling interest in Target Ltd.  In the parent-company method, the non-controlling interest would be 30% times the net book value of Target Ltd.’s net assets: 

$800,000 × 30% = $240,000 

In the full-fair-value approach, in contrast, the non-controlling interest is 30% of the full fair value of Target Ltd., including goodwill: 

($1,100,000 + $100,000) × 30% = $360,000

The higher amount has been offset by the additional 30% of fair value increments and goodwill that are included in the consolidated net assets.

EXHIBIT UD1-2

Purchase Ltd. 

Balance Sheet

December 31, 2005

(Date of acquisition)

	
	

	Assets
	

	Current assets:
	

	Cash [1,000,000 + 50,000]
	$ 1,050,000

	Accounts receivable [2,000,000 + 150,000]
	2,150,000

	Inventory [200,000 + 50,000]
	250,000

	
	3,450,000

	Property, plant and equipment:
	

	Land [1,000,000 + 300,000 + 100,000]
	1,400,000

	Buildings and equipment [3,000,000 + 500,000 + 50,000]
	3,550,000

	Accumulated depreciation [1,200,000 + 150,000 – 150,000]
	(1,200,000)

	
	3,750,000

	Other assets:
	

	Investments [800,000 – 800,000]
	–

	Goodwill [70,000 ÷ 70%]
	100,000

	Total assets
	$ 7,300,000

	
	

	Liabilities and shareholders’ equity
	

	Liabilities:
	

	Accounts payable [1,000,000 + 100,000]
	$ 1,100,000

	Long-term notes payable [400,000 + 0]
	400,000

	Total liabilities
	1,500,000

	Non-controlling interest in Target Ltd. {[(1,100,000 + (70,000 ÷ 70%)] × 30%}
	360,000

	Shareholders’ equity:
	

	Common shares
	3,440,000

	Retained earnings
	2,000,000

	Purchase Ltd. shareholders’ equity
	5,440,000

	Total liabilities and shareholders’ equity
	$ 7,300,000


Worksheet approach

Exhibit UD1-3 shows the spreadsheet for consolidation at the date of acquisition.  Unlike the textbook Exhibit 5-6 (p. 207), there is only one acquisition adjustment and elimination: 

· 100% of the fair value increments on Target Ltd.’s assets are added to the relevant asset accounts, 

· goodwill is added, 

· the investment account is eliminated, 

· 30% of the full fair value (including goodwill) is allocated to non-controlling interest, and

· Target Ltd.’s shareholders’ equity accounts are eliminated. 


In textbook Exhibit 5-6, using the parent-company method, adjustment a1 establishes the non-controlling interest at 30% of Target Ltd.’s net asset book value.  Adjustment a2 then adds 70% of the fair value increments and the goodwill included in Purchase Ltd.’s acquisition cost.  When we use the full-fair-value method, there is no need to use a 2-step approach. 
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consolidated

Purchase Ltd.Target Ltd.Dr/(Cr)key balance sheet

Cash 1,000,000        50,000            1,050,000          

Accounts receivable2,000,000        150,000           2,150,000          

Inventory200,000           50,000            250,000            

Land1,000,000        300,000           100,000       a11,400,000          

Buildings and equipment3,000,000        500,000           50,000         a13,550,000          

Accumulated depreciation(1,200,000)       (150,000)          150,000       a1(1,200,000)         

Investments840,000           -                     (840,000)      a1-                      

Goodwill100,000       a1100,000            

Accounts payable(1,000,000)       (100,000)          (1,100,000)         

Long-term notes payable(400,000)          (400,000)           

Non-controllling interest(360,000)      a1(360,000)           

Common shares(3,440,000)       (200,000)          200,000       a1(3,440,000)         

Retained earnings(2,000,000)       (600,000)          600,000       a1(2,000,000)         

-                     -                     -                  -                      

EXHIBIT UD1-3

Consolidation worksheet

December 31, 2005 (date of acquisition)

Adjustments

Trial balances

Dr/(Cr)

Purchase Ltd.


Consolidation Subsequent to Acquisition

The new exposure draft deals only with business combination issues, not with consolidation issues.  The IASB and FASB will issue another exposure draft in 2006 to cover post-acquisition consolidation.  Undoubtedly the AcSB will follow along.


One point to note is that the current Canadian standard provides much more extensive guidance on post-acquisition consolidation than does the U.S. standard, which pre-dates the creation of the FASB in 1972.   The U.S. standard does not address many issues arising from intercorporate transactions, such as the treatment of unrealized gains.  The forthcoming ED will almost certainly be a major step forward for consolidated reporting in the U.S.  We can speculate that the revisions will not cause major changes in the Canadian standard, although there no doubt will be some adjustments. 


Therefore, without waiting for issuance of the consolidation ED, we can discuss the implications of the new full fair value approach for subsequent years.
 


The essential question for post-acquisition consolidation is:  What do we do with the fair value increments that relate to the non-controlling interest?  Clearly, for example, the full fair value increments (FFVIs) relating to amortizable assets must be amortized.  


The answer to this question is fairly obvious.  FFVIs must be accounted for in keeping with their nature; non-controlling interest must bear its share of any amortizations or write-downs.  This is hardly surprising, since non-controlling interest is being stated initially as the proportionate part of the acquiree’s full fair value, including goodwill.  


We will illustrate post-acquisition consolidation by extending the above example to one year after acquisition.  This discussion is parallel to the example given on textbook pages 208 through 216.  

Basic information

The following information relates to the year ended December 31, 2006 (one year following the acquisition of Target Ltd. by Purchase Ltd.):

1.  Target Ltd.’s buildings and equipment are being amortized straight-line over 10 years following the date of acquisition.

2.  During 2006, Target Ltd. sold goods of $55,000 to Purchase Ltd.  Target Ltd.’s gross margin is 40% of sales.

3.  On December 31, 2006, $20,000 of the upstream intercompany sales are still in Purchase Ltd.’s inventory.  Unrealized profit is $20,000 × 40% = $8,000.

4.  During 2006, Target Ltd. paid dividends of $30,000.  Of this amount, $21,000 (i.e., 70%) were received by Purchase Ltd. and credited to dividend income. 

5.  Purchase Ltd. accounts for its investment in Target Ltd. on the cost basis. 

Exhibit UD1-4 shows the separate-entity financial statements for 2006. This exhibit is identical to textbook Exhibit 5-7. 


[image: image2.emf]Purchase Ltd.Target Ltd.

Revenue:

Sales2,400,000$      300,000$        

Dividend income21,000            -                    

2,421,000        300,000          

Expenses:

Cost of sales1,750,000        180,000          

Amortization expense100,000          35,000            

Other expenses250,000          20,000            

2,100,000        235,000          

Net income321,000          65,000            

Retained earnings, December 31, 20052,000,000        600,000          

Dividends declared-                    (30,000)           

Retained earnings, December 31, 20062,321,000$      635,000$        

Purchase Ltd.Target Ltd.

Assets

Current assets:

Cash971,000$        100,000$        

Accounts receivable2,200,000        250,000          

Inventory250,000          70,000            

3,421,000        420,000          

Property, plant, and equipment:

Land1,000,000        300,000          

Buildings and equipment3,000,000        500,000          

Accumulated amortization(1,300,000)       (185,000)         

2,700,000        615,000          

Other assets:

Investments (at cost)840,000          -                    

Total assets6,961,000$      1,035,000$      

Liabilities and shareholder's equity

Liabilities:

Accounts payable800,000$        200,000$        

Long-term notes payable400,000          -                    

1,200,000        200,000          

Shareholders' equity:

Common shares3,440,000        200,000          

Retained earnings2,321,000        635,000          

5,761,000        835,000          

Total liabilities and shareholders' equity6,961,000$      1,035,000$      

Separate Entity Financial Statements

EXHIBIT UD1-4

Balance Sheets

December 31, 2006

Year Ended December 31, 2006

Income Statements


Direct method

Exhibit UD1-5 shows the Purchase Ltd. consolidated income statement and balance sheet for 2006.  The eliminations and adjustments are similar to those shown in textbook Exhibit 5-8 (page 210 of the textbook) except for the FVIs and the related amortization.  The adjustments that remain unchanged from Exhibit 5-8 are indicated in blue.  Changed adjustments are in red.  The changes are as follows: 

a. Under the new full fair value approach, the full amount of fair value increments is added to consolidation book values.  Therefore, the FVI amortization on the buildings and equipment is $20,000 instead of $14,000.

b. Since amortization now includes the non-controlling interest’s share of FVIs, 30% of the FVI amortization is deducted when calculating the non-controlling interest in consolidated earnings.  NCI share of earnings decreases from $17,100 in Exhibit 5-8 to $11,100 in Exhibit UD1-5, below.  The $6,000 difference is the $20,000 FVI × 30%.

c. Land and Buildings and Equipment are increased by their full FVIs instead of just Purchase Ltd.’s 70% share.  Notice that the elimination of $150,000 for Accumulated Amortization is not changed.  That is because under any method, the acquiree’s accumulated depreciation is not carried forward.  The net result is that the elimination of $150,000 accumulated amortization plus FVI $50,000 directly added to buildings and equipment yields the full $200,000 FVI relating to buildings and equipment.  In Exhibit 5-8, in contrast, the $140,000 FVI relating to Purchase Ltd.’s 70% share can be achieved only by eliminating the $150,000 accumulated amortization and then decreasing the buildings and equipment account by $10,000. 

d. Goodwill is recorded at the grossed-up amount of $100,000 instead of Purchase Ltd.’s cost of $70,000. 

e. Accumulated amortization is increased by one year’s amortization on the full FVI for buildings and equipment.

f. Non-controlling interest (on the balance sheet) is increased because the FVI relating to NCI is included in the consolidated assets.  NCI is decreased by 30% of the unrealized inventory profit and of the $20,000 FVI amortization. 


Note that the year-end consolidated retained earnings is not affected by these differences.  The methodological change from the parent-company approach to the full fair value approach affects only the valuations of the individual assets and liabilities.  The offsetting net difference is absorbed by non-controlling interest.  The full fair value method does not alter the consolidated earnings or consolidated retained earnings.


[image: image3.emf]Revenue:

Sales (2,400,000 + 300,000 - 55,000)2,645,000$   

Dividend income (21,000 + 0 - 21,000)-                 

2,645,000    

Expenses:

Cost of sales (1,750,000 + 180,000 - 55,000 + 8,000)1,883,000    

Amortization expense (100,000 + 35,000 + 20,000)155,000       

Other expenses (250,000 + 20,000)270,000       

Non-controlling interest in earnings of Target Ltd. [(65,000 - 8,000 - 20,000) 

x

 30%]11,100        

2,319,100    

Net income325,900       

Retained earnings, December 31, 2005 (2,000,000 + 600,000 - 600,000)2,000,000    

Dividends declared (0 + 30,000 - 30,000)-                 

Retained earnings, December 31, 20062,325,900$   

Assets

Current assets:

Cash (971,000 + 100,000)1,071,000$   

Accounts receivable (2,200,000 + 250,000)2,450,000    

Inventory (250,000 + 70,000 - 8,000)312,000       

3,833,000    

Property, plant, and equipment:

Land (1,000,000 + 300,000 + 100,000)1,400,000    

Buildings and equipment (3,000,000 + 500,000 + 50,000)3,550,000    

Accumulated amortization (1,300,000 + 185,000 - 150,000 + 20,000)(1,355,000)   

3,595,000    

Other assets:

Investments (840,000 + 0 - 840,000)-                 

Goodwill (70,000 

÷ 

70

%)

100,000       

Total assets7,528,000$   

Liabilities and shareholder's equity

Liabilities:

Accounts payable (800,000 + 200,000)1,000,000$   

Long-term notes payable (400,000 + 0)400,000       

1,400,000    

          [(835,000 + 100,000 + 50,000 + 150,000 + 100,000) - (20,000 + 8,000) 

x

 30%]362,100       

Shareholders' equity:

Common shares3,440,000    

Retained earnings 

          [2,321,000 + (635,000 - 600,000) - (35,000 

x

 30%)  - (20,000 + 8,000 ) 

x

 70%]2,325,900    

5,765,900    

Total liabilities and shareholders' equity7,528,000$   

Non-controlling interest in Target Ltd.

Consolidated Balance Sheet

December 31, 2006

EXHIBIT UD1-5Purchase Ltd.

Consolidated Statement of Income and Retained Earnings

Year Ended December 31, 2006



Worksheet approach

Consolidation using a spreadsheet is illustrated in Exhibit UD1-6. This exhibit is comparable to Exhibit 5-9 (page 214) in the textbook.  The format is identical. 


In Exhibit UD1-6, the red adjusting entries indicate amounts that are affected by using the full fair value approach.  In every instance, the differences are caused by recognizing the full fair value increment (including the grossed-up goodwill) instead of just Purchase Ltd.’s 70% share.  NCI’s interest in Target Ltd.’s earnings is $6,000 less than in Exhibit 5-9 due to NCI’s 30% share of the $20,000 amortization:  

($65,000 Target Ltd. earnings – $8,000 unrealized profit – $20,000 FVI amortization) × 30%

= $11,100
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PurchaseTargetDr/(Cr)keyDr/(Cr)keyconsolidated

Cash 971,000       100,000       1,071,000      

Accounts receivable2,200,000    250,000       2,450,000      

Inventory250,000       70,000        (8,000)       c2312,000         

Land1,000,000    300,000       100,000    a11,400,000      

Buildings and equipment3,000,000    500,000       50,000      a13,550,000      

Accumulated amortization(1,300,000)   (185,000)      150,000     a1(20,000)     c3(1,355,000)     

Investments840,000       -                 (840,000)   a1-                   

Goodwill100,000    a1100,000         

Accounts payable(800,000)      (200,000)      (1,000,000)     

Long-term notes payable(400,000)      (400,000)        

Non-controlling interest(360,000)   a1(11,100)     c4

9,000        c5(362,100)        

Common shares(3,440,000)   (200,000)      200,000     a1(3,440,000)     

Retained earnings (beg.)(2,000,000)   (600,000)      600,000     a1(2,000,000)     

Dividends declared-                 30,000        (30,000)      c5-                   

Sales(2,400,000)   (300,000)      55,000       c1(2,645,000)     

Dividend income(21,000)       -                 21,000       c5-                   

Cost of sales1,750,000    180,000       (55,000)      c1

8,000        c21,883,000      

Amortization expense100,000       35,000        20,000      c3155,000         

Other expenses250,000       20,000        270,000         

Non-cntrl. int. in earnings11,100       c411,100           

-                 -                 -               -               -                   

Acquisition

Trial balances

Dr/(Cr)

Adjustments

Operations

EXHIBIT UD1-6

Purchase Ltd.

Consolidation worksheet

December 31, 2006


Other Issues

Balance sheet presentation of non-controlling interest

In the examples above, notice the positioning of Non-controlling interest in the balance sheet.  In Exhibits UD1-2 through UD1-6, we have put the account in its usual position between total liabilities and shareholders’ equity.  We can expect this positioning to change, once the forthcoming 2006 exposure draft on consolidation is issued.  

     The FASB and the IASB have agreed in principle to treat non-controlling interest as a component of shareholders’ equity.  IAS 27 already states that non-controlling interests should be “presented in the consolidated balance sheet within equity, separately from the parent shareholder’s equity” [para. 33].  In the U.S., the FASB had tentatively decided as far back as 2000 that non-controlling interest should be shown as a separate component of consolidated shareholders’ equity.  The new agreement, although not yet final, seems destined to make shareholders’ equity the preferred classification world-wide. 


The current Canadian (and U.S.) classification does not fit the conceptual framework.  Under the conceptual framework of all three jurisdictions, an amount on the right side of the balance sheet must be either a liability or a part of shareholders’ equity. 


Historically, non-controlling interest has been classified as neither.  It is not a liability, because the consolidated entity owes neither monetary resources nor provision of services.  It has not been viewed as part of shareholders’ equity because the consolidated statements are prepared for the parent’s shareholders, and the parent’s shareholders do not “own” the non-controlling interest’s share of the subsidiary’s net assets.


However, if we view the consolidated statements as entity statements, reporting on the assets and liabilities under the control of the consolidated entity, then the non-controlling interest is a contributor to those net assets.  Although there has not yet been an exposure draft on presentation, the most likely scenario is that non-controlling interest will be segregated from the parent company’s shareholders’ equity, perhaps as follows:

	Consolidated shareholders’ equity:
	
	
	

	Common shares
	$ 3,440,000
	
	

	Retained earnings
	   2,000,000
	
	

	Shareholders’ equity in Purchase Ltd.
	
	
	$ 5,440,000

	Non-controlling interest in Target Ltd.
	
	
	     360,000

	Total consolidated shareholders’ equity
	
	
	$ 5,800,000


Measuring goodwill 

In the above example, we have assumed that the amount of goodwill attributable to non-controlling interest is proportional to the goodwill included in Purchase Ltd.’s acquisition cost.  That is, if there is goodwill of $70,000 for a 70% share of Target Ltd.’s net assets, we gross up that amount proportionately, $100,000 goodwill for 100%.  This may be the usual situation in Canada, due to protection given to minority shareholders by the securities acts.  If a buyer makes an offer of a given price for a controlling share, the buyer must also be prepared to offer the same price to the remaining minority shareholders. 


In other jurisdictions, however, a buyer often pays a control premium for a controlling interest, leaving the minority shareholders to more or less fend for themselves and accept a lower price for their non-controlling interest. 


When there is a control premium, non-controlling interest may attract a smaller amount of goodwill, or none at all.  The ED recognizes this possibility by stating that goodwill (for 100% of the acquiree) must be measured

... as the excess of the fair value of the acquiree, as a whole, over the net amount of the recognized identifiable assets acquired and liabilities assumed. [ED 1582.49]

If a control premium existed in the acquisition, the amount of goodwill attributed to the controlling interest will not be proportional to the percentage non-controlling ownership share. 


For example, suppose that the fair value of Target Ltd. (the acquiree) as a whole is $90,000.  The goodwill in Purchase Ltd.’s 70% share is $70,000.  That leaves $20,000 as the goodwill attributable to non-controlling interest: 
 

The amount of goodwill allocated to the acquirer is measured as the difference between the acquisition-date fair value of the acquirer’s equity interest in the acquiree and the acquirer’s share in the acquisition-date fair value of the separately recognized assets acquired and liabilities assumed. The remainder of the goodwill is allocated to the non-controlling interests. [ED 1582.A62, italics added]


The ED does give an example of when a control premium might exist.  For example, if an offer for a control block of shares is made at a price that is significantly higher than the current market price of the shares, then a control premium may exist.  In that case, an estimate of the fair value of the acquiree may be “based on market comparisons of companies similar” to the acquirer and “its best estimate as to the likely synergies that might be achieve[d]” [ED 1582.A15(a)].  Valuation techniques must be used to test the hypothesis that total acquiree goodwill is not proportional to the controlling interest’s share.  After all, it could be that the company’s shares are currently under-priced in the public market. 
Goodwill valuation techniques

How is the fair value of the acquiree to be determined, as a whole?  The ED Appendix states that the fair value of the acquiree as a whole is to be determined “through valuation techniques”:

Measurement is based on observable prices for a business that is similar to the acquiree, if such information is available.  Otherwise, fair value is estimated using techniques that are relevant and for which reliable data are available. The results of the techniques would then be evaluated considering the relevance and reliability of the inputs used to estimate the fair value of the acquiree. The techniques applied and evaluated might be the market approach, the income approach, or several variations of each on the basis of the relevance of the approach and the extent of the available data. [ED 1582.A63]
In other words, the possible techniques are:

· using the value of a similar business, if possible;

· using “market valuation techniques based on traded equity shares or prices in other business combinations involving comparable businesses” [ED 1582.A20], known as the market approach; and

· using an income approach, in which “the basic steps involve estimating the value of future cash flows or other income-related valuation measures such as residual income.” [ED 1582.A22]


This update will not explore these methodologies.  These are business valuation techniques, and entire courses are based on studying valuation methodology. 

Negative goodwill

The proposed IASB, AcSB, and FASB recommendations change the allocation of negative goodwill.  The current CICA Handbook section 1581 states that negative goodwill should be eliminated (1) by reducing the fair values of the assets acquired (except for current assets, income tax assets, and available for sale assets) and, if goodwill still remains after reducing the fair value of the assets to zero, (2) by recognizing an extraordinary item for the remainder. (See pages 91-92 of the textbook.)


The ED recommends a completely different approach.  If the fair value of the acquiree’s net assets is greater than the acquirer’s cost of the purchase:

1. The fair value of goodwill is reduced, and if any negative goodwill still exists after goodwill has been reduced to zero, 

2. the excess is recognized as a gain in the acquirer’s income statement in the period of the acquisition.  [ED 1582.61]


The basic reason for this change is that the IASB and FASB (and, following along, the AcSB) do not wish to compromise the fair value approach.  In the future, a bargain purchase will be recognized as such (to the extent it exceeds goodwill) – as a bargain, which implies a gain on the transaction.  


The current standard requires that any gain arising from negative goodwill be recognized as an extraordinary gain [CICA 1581.50(b)].  In contrast, the ED implies that the gain will be reported in ordinary earnings; the ED contains no explicit statement one way or the other, but the examples show a gain, not an extraordinary gain [ED 1582.A64-A70]. 

Acquisition-related costs 

The exposure draft specifies that direct costs incurred to accomplish a business combination will be treated as an expense of the period, and not as part of the consideration given for the acquisition [ED 1582.27].  Such costs include legal fees, valuation or consulting fees, and share issue costs.  


This is a change from current practice.  Currently, direct costs of executing the business combination are added to the cost of the acquisition [CICA 1581.28].  

Step purchases (Chapter 5, Appendix 5A)

Appendix 5A describes the current practice for consolidating purchased subsidiaries when control has been achieved through several purchases.  This is known as a step purchase. 


Section 1581 of the CICA Handbook currently requires a step purchase to be accounted for as a series of fair-value acquisitions.  At each step of the acquisition (once significant influence is achieved), the acquiree’s assets are remeasured at the then-exisiting fair values and FVIs are recognized for the proportionate share of the purchase at that date.  As a result, a step purchase usually results in several layers of fractional FVIs and goodwill.


In proposed Section 1582, quite a different approach is recommended.  Several layers of differing fair values no longer are to calculated and maintained.  Instead, once control has been achieved, the fair value at the date control is achieved is used as the accounting basis.  


By revaluing the acquiree’s net assets as of the date control is achieved, the consolidated statements will reflect the same values as though control was purchased in only one step.  That is, there no longer will be layers of FVIs and goodwill.  There will be only one set of FVIs and one measurement of goodwill at acquisition.


When control is achieved, the prior investments for the step purchases will all be combined into a single amount.  Since the FVIs and goodwill at the date of control will almost certainly be different from the various accumulated values through the step purchases, a gain or loss will probably arise.  This gain or loss is recognized in income in the period in which control was obtained [ED 1582.60]. 

 
The exposure draft states this general principle for step purchases, but provides no further guidance.  As well, the Implementation Guidance section of the Business Combinations exposure draft provides no examples of application.  We can expect further guidance to emerge when the Consolidations exposure draft is issued in 2006. 

The Next Steps

The next step will to finalize the wording of the new section 1582.  If the final document is approved fairly quickly by the AcSB, the FASB, and the IASB, the full fair value method will do into effect for fiscal years beginning on or after January 1, 2007.  Any significant delay in final approval would push the effective date later.


The Exposure Draft comment period ends on October 28, 2005.   According to FASB Report (October 26, 2005), the IASB and FASB plan is to:

1. Discuss the proposed standards with interested constituents at public roundtable meetings to be held in Norwalk, Connecticut and in London, England in late 2005.

2. Analyze comment letters and develop a plan for redeliberations.

3. Begin substantive redeliberations of the proposed statements. 

“The Board’s current goal is to issue final Statements on business combinations and noncontrolling interests in the fourth quarter of 2006.  The Board will assess the reasonableness of that goal when it considers the plan for redeliberations.” 

The AcSB will follow the timing of the IASB and FASB and will finalize the new standard for inclusion in the CICA Handbook at the same time. 


Concurrent with or shortly following finalization of the new Business Combinations standard, the three standard-setting bodies will issue an exposure draft on Consolidations.  That ED will focus on consolidation subsequent to the date of acquisition.  The ED undoubtedly will deal with the complex issues of intercompany transactions and unrealized intercompany profits, among other issues.  


As these steps occur, additional online updates will be posted on this website, www.pearsoned.ca/beechyfarrell.  Stay tuned for further developments!

T. H. Beechy

Toronto

November 2005

� Simple extrapolation may not be appropriate in some circumstances. We discuss the imputation of goodwill in a later section of this update.


� A later section of this update will discuss the proposed re-positioning of non-controlling interest in the consolidated balance sheet. 


� This information is identical to that provided at the top of textbook page 208. 


� An additional example is provided in the Appendix to the ED, in paragraphs 1582.A62 and 1582.A63.
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		EXHIBIT UD1-4

		Separate Entity Financial Statements

		Income Statements

		Year Ended December 31, 2006

						Purchase Ltd.				Target Ltd.

		Revenue:

				Sales		$   2,400,000				$   300,000

				Dividend income		21,000				-

						2,421,000				300,000

		Expenses:

				Cost of sales		1,750,000				180,000

				Amortization expense		100,000				35,000

				Other expenses		250,000				20,000

						2,100,000				235,000

		Net income				321,000				65,000

		Retained earnings, December 31, 2005				2,000,000				600,000

				Dividends declared		-				(30,000)

		Retained earnings, December 31, 2006				$   2,321,000				$   635,000

		Balance Sheets

		December 31, 2006

						Purchase Ltd.				Target Ltd.

		Assets

		Current assets:

				Cash		$   971,000				$   100,000

				Accounts receivable		2,200,000				250,000

				Inventory		250,000				70,000

						3,421,000				420,000

		Property, plant, and equipment:

				Land		1,000,000				300,000

				Buildings and equipment		3,000,000				500,000

				Accumulated amortization		(1,300,000)				(185,000)

						2,700,000				615,000

		Other assets:

				Investments (at cost)		840,000				-

		Total assets				$   6,961,000				$   1,035,000

		Liabilities and shareholder's equity

		Liabilities:

				Accounts payable		$   800,000				$   200,000

				Long-term notes payable		400,000				-

						1,200,000				200,000

		Shareholders' equity:

				Common shares		3,440,000				200,000

				Retained earnings		2,321,000				635,000

						5,761,000				835,000

		Total liabilities and shareholders' equity				$   6,961,000				$   1,035,000
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		EXHIBIT UD1-5

		Purchase Ltd.

		Consolidated Statement of Income and Retained Earnings

		Year Ended December 31, 2006

		Revenue:

				Sales (2,400,000 + 300,000 - 55,000)		$   2,645,000

				Dividend income (21,000 + 0 - 21,000)		-

						2,645,000

		Expenses:

				Cost of sales (1,750,000 + 180,000 - 55,000 + 8,000)		1,883,000

				Amortization expense (100,000 + 35,000 + 20,000)		155,000

				Other expenses (250,000 + 20,000)		270,000

				Non-controlling interest in earnings of Target Ltd. [(65,000 - 8,000 - 20,000) x 30%]		11,100

						2,319,100

		Net income				325,900

		Retained earnings, December 31, 2005 (2,000,000 + 600,000 - 600,000)				2,000,000

				Dividends declared (0 + 30,000 - 30,000)		-

		Retained earnings, December 31, 2006				$   2,325,900

		Consolidated Balance Sheet

		December 31, 2006

		Assets

		Current assets:

				Cash (971,000 + 100,000)		$   1,071,000

				Accounts receivable (2,200,000 + 250,000)		2,450,000

				Inventory (250,000 + 70,000 - 8,000)		312,000

						3,833,000

		Property, plant, and equipment:

				Land (1,000,000 + 300,000 + 100,000)		1,400,000

				Buildings and equipment (3,000,000 + 500,000 + 50,000)		3,550,000

				Accumulated amortization (1,300,000 + 185,000 - 150,000 + 20,000)		(1,355,000)

						3,595,000

		Other assets:

				Investments (840,000 + 0 - 840,000)		-

				Goodwill (70,000 ÷ 70%)		100,000

		Total assets				$   7,528,000

		Liabilities and shareholder's equity

		Liabilities:

				Accounts payable (800,000 + 200,000)		$   1,000,000

				Long-term notes payable (400,000 + 0)		400,000

						1,400,000

		Non-controlling interest in Target Ltd.

				[(835,000 + 100,000 + 50,000 + 150,000 + 100,000) - (20,000 + 8,000) x 30%]		362,100

		Shareholders' equity:

				Common shares		3,440,000

				Retained earnings

				[2,321,000 + (635,000 - 600,000) - (35,000 x 30%)  - (20,000 + 8,000 ) x 70%]		2,325,900

						5,765,900

		Total liabilities and shareholders' equity				$   7,528,000
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