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, CHAPTER I

\ < - -

~ INTRODUCTION . ~
When two or more accouz:;t!.n.g alternatives exist for x'ecox'd.ix;s

'u specific transaction, the method ultimately selected to account for
the transaction could have a significant impact on the reported .
financial position and an the [future Tesults of operaticns. Although R
two methods of accounting for business combinations (pooling and
purchase) are not considered alternatives because they are not
elective, these two methods are both in use and, depending on which
method 1s used, could’produce vastly different financial statements.

1 Because of these differing resulLs,‘ the as~~ounting for bus!.z{as
combinations is extremeLv. controversial and has plagued the accounting
profession and financial commmity for alms{y years. The contro-
versy is far from settled! In fact, the American Institute of
Certified Public Accountants' (AICPA) Pinancial Accounting Standards
Board (FASB) placed the accounting for business combinations on its
technical agenda during November 1973, where it still remains. On Au-
sust 19, 1976, almost three years later, the PASB issued a Discussion
Memorandum entitled "Accounting for Business Combinations and Purchased
Intangibles.” °The Discussion Memorandum presents the ;ssues pertaining .
to the problem, but offers no solution to the problen.. Gae state of
the art of accounting for business comrZnations will be the object
of this reseaz-ah; ’

When 3 firm purchases an asset for cash, generally accepted -~
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- accounting principles (GAAP) mandate th‘at. ®Assets acquired in exchanges
are measured at the exchange price, that 1§, acquisition t:qst.."1
The raticnale for this treatment is that the cash price is assumed
. to be arrived at by amm's-length bargaining and represents the current
- market value at the exchange date. It is also an objective valuation.
The purchase of a group of assets vfll not &lﬁr t.his_uutment;
however, an allocaticn will be required Acc;:tmting Priciples Board
(APB) Statement No. 4 'states: "A group of assets acquired in a
single exchange is measured at the exchange price. The ‘wta.l price .
is allocated to the 1nd.1:vidun.1 assets based on their relative fair
vulues."2 This procedure ignores the se.llet's book values; they v
N\_/" are considered irrelevant to the exchange ransaction, since a new
basis for accountability exists. The previous owners are not
involved in the business where the assets are presently employed; the
new owners z-e'responsible 1'91' the utilization of the aésets, acquired.
Frequently property other than cash is used to acquire assets.
Where this is done, ' the measurement of the exchange price is ". . . the
fair value of the assets given up. However, if the fair value of
the assets received is more c'.].early evident, the assets acquired are
measured ;t that nmmt:“3 .Smila.r wording exists in Accounting

Research Bulletin (ARB) No. 163“ and APB Opinion No. 29.5
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Present Methods of Accounting
for Business Combinations _

vf‘ business combination Is classified as a merger i one,
and only one, of the parties survives; 2s a consolidation 1if all
parties to the combination are .mcrgcd intc a new surviving corpora-
tion, or as an acquisition if a parent corporation acquires more
than 50% of the stock of other corporaticns and all parties
continue in existence. -

Presently, two methods of ceccounting t:o:' business combinaiions
are sanctioned by GAAP. One method, called “purchase accounting,”
requires that the transacticn be recorded at its fair value since
2 new basis for accountability is sald to exist. This method 13
used where cash, debt and/or securities other than common stock are
used, or if these uzre used in conjunction with common stock. If a
small amount of cash, debt and/or securities other than cormon stock
(10% or less, as explained in Chapter VI) is used in conjuncticn with
common stick, an cxczption will.bc’ made, a:'.a:. tue sther method (pooling)
will be used.

The seccnd method of accounting for a business combination,
called “pocling aecounting,” is used where only ccmmon ctoex (or at
least 90% ic common Stock, as explained in Chapter VI) is used to
effect the combination and ceriain other criteria are met. Vhen
peoling accounting is used, a new basis for acccuntability is said

nct to exisi. In pooling, the book values of the parties tc the

combination are combined for reporting purposes, and the fair market
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values are not used as in purchase accounting. Eack method will

now be explored.

‘Purchase Accounting
The treatment of a business tion as a pur is

compatible with the treatment of any asset acquired by a business
e entity; the fair value of the transaction is the basis of recording

the When M ac is used:

1. It is assumed that cne party to the transaction is the
dominant one (in practice, this is true for poolings but theoreti-
cally need not bes).

2, The parties have bargained m good faith using fair
values rather than book valnes (this is true for poolings).

3. The transaction is recorded at the fair value of the
price paid (cash, debt, preferred sto’ck. etc., or combinations of
these with common stock). )

4. The components of the assets acquired will be recorded
at their respective fair values. Any excess of cost over the fair
-—alues of total tangibles will be assigned to intangibles.

5. The Retained Earnings of the former owners shown on the
balance sheet is not carried forward to the books of the acquiring.

corporation.

6. The r 1y & d by the acquired assets
are matched with the expired costs, using prices paid for the assets

rather than the book values of the selling corporation.
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Pooling
The ‘treatment of a business comb:fntiun as a pooling is a

special case of accounting for a business on. This tr it

mst be used when the attributes of the combination meet the specified
criteria discussed later in Chapter VI. A major attribute is that
the combination be effectuated by the exchange of common stock {90% -
or more of the selling stockholders must accept common stock). When
common stock is exchanged for conﬁon stock, arguments ‘ha.ve been
advanced to suppert the poolins concept. Proponents of pooling
maintain that:

1. A pooling of interests is a transaction taking place
between the stockholder groups of the part’2ss to the combination.
The entities have not changed; the stockholder interests have merely
been realigned. )

2. The stockholders have pooled their risks and resources
and now each stockholder group shares the risks of each other while
continuing to share a part of its former risks.

'A 3. No assets or liabilities of the firms are altered.. Common
stock is not an asset, and consequently no assets have been disbursed.
(This argument is considered specious by "purchase” advocates. They
maintain that, while it is-true ﬂ;at unissued capital stock.is not
an asset, issued capital stock has an opportunity cost equal to the
cash it could have brought into the firu. In fact, if issued shares
are issuéd for less than fair value, the stockholders of the firm

would consider managewment derelict in the performance of its duties
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since the kholders' will be diluted by the shares

issued for less than fair value.)
4. The income sgreans of the sepnx;n.tc entities converge into

one income stream, that of the combined entity. Therefore, there

+ iIs no need to revalue the assets producing the income stream. (This
argument is valid for Joint ventures, but is questicnable when an
exchange of stock has taken place which alters the rights of the
shareholders. This question will also be examined more closely
in the next section dealing with the "entity approach” vs. the

" "stockholder approach.”)

"Operating (Entity) Agﬁ.ﬂg_h"
vs. Stockholder Approach’

Part of the controversy. regarding the accounting for business N
combination hinges on whether the combination is viewed from the “oper-
ating (entity) approach® or from the ™stockholder appreach.® The
former approach views a business entity ais_ being a wnit :epuatc.

" and distinct from its stockholders, with stockholders supplying part -
of the capital to operate the entity and creditors supplying t.hn
balance. Accordingly, when an entity‘bomb;neu with another entity,

a new basis of accountability is said not to exist, since there has
been no change in the operntion; of the separate entities, except
that they are now additive.

The "stockholder approach” views the results of operations
as an adjustment of stockholders' equity and any 2sset acquisition

as being stockholder oriented. Therefore, any asset acquisition
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requires 2 new accountability, and this is equally true for a2 bundle
of assets such as a complete operating business.

. -
An analysis of the conflicting approaches can best begin

by the ng tr for 2 Joint venture. Each
p;n‘ty'boﬂn.!olntvmhme contributes to the venture and, when ‘the
venture is completed, each party will participate to the extent of
his share. The operating approach is clearly relevant here, since
the parties have jolned forces in the operatiocns of the venture
without any stockholder realignments.

Where separate entities contimue to operate 28 one unit after
a combination, a realignment of stockholder interests has taken
p]jace based on many factors. Some of these are: (1) market values
of the respective companies, (2) désinbility of sharing in each
other's future, (3) ability to negotiate, (4) risk factors, (5)
urgency, etc. When factors such 2s’these are i.ntz'aducad, it appears
that the "stockholder approach” is more relevant since: .

1. The market vaiues of the respective shares represent
stockholder evaluations of the worth of the combining parties. This
is best borme out by the fact that, when a combination is announced
publicly, the market prices of the respective shares of stock change,

sometimes radically (a realignment of stockholder interests).

IZ the combination is tly ab d, price ch usually
revert to former levels. These price chonges camnot be  Justified
solely upon expected economies of scale. In fact, many times the

entities are co.nts.nued as aepﬁmte segpents, and economies of scale
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are nil. Obviously, the exchange ratio will be a factor that affects
wl‘:et price behavior. /

2. If the "operating approach” were the relevant ore, market
price behavior would reflect only the etpectéd economies of scale,
aud, if present value techniques were .applied to the economies, market

- price changes would be much smaller.

3. If a combining stockholder is free to terminate his
association with the combined entity immediately after the exchange
of shares, this indicates "stockholder" behavior rather than "entity”
behavior. In "entity" behavior, a termination of interest usually

N involves a termination of operationms.

Need for S of Problem

An examination of Table 1 will reveal that the current (1960
to present) level of business combinations is high in relation to
earlier periods. i

This study was undertaken for the following reasons:

1. The level of business combinations is high in relation
t. earlier periods.

2. A major overhaul of the accounting for business combina-
tions was made in 1970 when APB Opinions No. 16 and No. 17 were
issued (the historical development of these Opinfons will be dis-
cussed in Chapter IT). Thus far, no empirical evaluation of these

Opinions has been made.
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Years Rumber Years Number
1920-24 2,235 1965 1,008
1925-29 4,583 1966 995
1930-3% 1, 1967 | 1,496
1935-39 571 1968 2,%7
19%0-44 - %06 1969 2,307
1945-49 1,505 1970 1,351
1950-54 1,424 1971 1,011
1955-50 3,365 ig72 L
1960-6% 3,366 973 874

[}
Source: U.S. Bureau of the Census, Statisti-
' cal Abstract of the United States: 1975 (96th
Edition). Washingten, D.C., 1975. :
3. On July 12, 1973, the FASB invited interested parties
to comment on the need to replace or revise existing pronouncements
of the AFB. In November 1973, Marshall S. Armstrong, FASB chairman, o
sald that "the letters of comment indicated that the overall subject
of business combinations is one that most urgently required the

o7

Board's attention."’ Three yedrs later (1976), the FASB is no

closer to a solution desiaite the issuance of a Discussion Memorandum
on the topic. ' ‘
4. This study will evaluate the present treatment of accounting
for business combinations to determine i, in fact, the present
treatment provides investors and decision-makers with financial

information that is reliable and useful.
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Research Methodology

It is generally agreed that financial reporting should provide
information that is both useful and relisble for economic and
invesmt‘dacision-mking. The information should show the entity's

& 1esources, its obligations, its economic progress, any changes in
resources and obligations, and information that is useful for
predicting future performance. In addition, the information must
be reliable, neutral and as free from bias as pessible, relevant,
understandable, verifiable, timely, consistent (comparable) and
<:<>m;>].et:e.8 '_

Chapter TIT of this inquiry discusses the parameters that will
be used to determine if current repcrting .ractices for business
combinations meet the previously stated objectives of financial
reporting in situations involving combinations.

, Chapters IV and V discu.;s and interpret the results of an =
empirical study of corporate reporting pmtices. relative to account- -

ing for business combinations. The purpose of the empirical study

was to determine if corporate reporting practices meet the previously

stated objectives of financial reporting.

;u.l New York Stock Exchange listing applications for 1972
and 19’{3’were examined for those listings involving a Dusiness
combination. - The listings were then categorized between pooling
treatment and purchase treatment. Each combination was also analyzed
and categorized tér: (1) size of participants, (2) market value of

shares exchanged, (3)-bock value of company acquired, (4) return .
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" on investwent using market value as the base, (5) return on invest-
ment u.sms book value a2s the base, (6) analysis of treasury stock
transactions, and various other factors. :

¥ Chapter VI analyzes APB Opinions No. 16 and No. 17 and
‘nterpretations of these Opinions, and Agcoununs Series Releases
(ASR) of the Securities and Exchange Commission (SEC) relating to
business cousmatlcns. Each of these s then evaluated in light
of the empirical stud.e-~ of Chapters IV and V.

Conclusions and recommendations follow Chapter VI.
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CHAPTER II

SIGNIFICANT HIS'NQZ‘GP POOLING ACCOUNTING N
- -
With the exception of some brother-sister (different corpon‘s—

Lions owned by the same stockholders) poolings in the 1920's, the
first significant pooling made its debut shortly after World War II.
The chairman of the American Institute of Accountants' Committee

on Co-operation with the Securities and Exchange Commission, a
partner in Peat, P!arwick, Mitchell & Co., published a paper about

a petition his firm filed with the SEC regarding the merger of the
Celanese Corporation and Tubize Rayon Corporatim.l The paper

was concerned with the following:

1. The merger was consummated because the two firms would
operate me‘:“e efficiently under one management.

2. Since the firms had actually "pooled" their opex-a.‘s_ions
and resources, it seemed unfair that the earned surplus of Tubize
Rayon Corporation would be capitalized and not be available for
dividends.

3. A large goodwill account would be created. if purchase
accounting were used, and, since it appeared that the combined entity
had little or no goodwill, it would require an immediate write-oft
of the goodwill account to surplus. (This argument advauced _by
the author of the petiticn appears to bc specious. If there was
no goodwill implicit in the transaction, the price paia should be

for tangibles only. Hence, there should not be any goodwill in the
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transaction.) ,

With these seemingly immocuocus reasons to justify the birth
of a new method of accounting for business combinations, William
M. Black, the author of the paper and brief, created a flood of
inquiry that became one of the most pervasive and controversial
topfcs written about in recent accounting literature and that
occupied the mi:r:ds and talents of many important leaders of the
accourtting profession.

It was not too long (three years) after the Celanese brief
that the Con:nittee on Accounting Procedure of the American Institute
of Accountants (chaired by Samuel J. Broad, a partner in Peat,
Marwick, Mitchell & Co.) issued Acccuntirns Research Bulletin No. 40
(September 1950). This bulletin attempted to differentiate the
eriteria to be used'in accounting for pc;oling of interests versus
purchase accounting. Mentioned therein were the following poc;ll.ng
requirements:

1. Continuance of the former ownership--shares x~e<_:e1ved by
the several owners of the predecessor companies should be substan-

< tially proportionate to their respective interests in the predecessor
companies. .

2. A plan or fi:-;n.intention o retire capital stock issued
tc any of the parties--otherwise, any substantial changes in owrer-
ship immedilately before or after the counination would require a
‘ purchase treatment.

3. Relative slze--having a party o the combination that is
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N minor in size would warrant purchase accounting.

.- 4. Management--if either of the are el

or the ability to influence the surviving management is swmall,
purchase accounting is indicated.

This bulletin contained an interesting caveat. One is
warned t.haf"'hw to a variety of conditions under which a pooling
of interests may be carried out it is not practicable to dea.:L with
the accounting presentation except in gemeral terms.”

The draftsmen of ARB No. 40 were prophetic indeed. The variety
8¢ conditions where pooling was applied, specifically in the area

of the size of the combining parties, led the 1956-57 Committee on

A Pr to pt a more scrh'sticated delineation
of the criteria for-pooling accounting. Accounting Research Bulletin
No. 48, issued in Jamuary 1957, retained most of ARB No. 40 (revised .
and restated in A!B No. 43, Chapter 7, Section C), but deleted the
relative-size concept which was stated in general terms in ARB
40(43) and substituted a definitive range. If a participant obtains _
less than 5{ to 105 of the combined voting interests, purchase
accounting 1s presumed. ARB No. 48 did state, however, ;hynt "Relative
size of the constituents may not nocesm‘;];v be determinative. . . ."
This attempt to.delineate relative size had:‘the following effects:
1. 'PMC Corporation combined with Buffalo Electro-unemical

Company, Inc., in 1952 (before the issuzice of ARB No. 48), and -

. "Buffalo stockholders recsived 10.5% of the combined voting interests.

This was recorded as a purchase, which was in accordance with SEC
s
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guidelines at the time. Intangibles of $8.2 million were recorded
.out of a total price of $13.6 million. When ARB No. 48 was issued
(£ive years later), this purchase was Muun recorded as a
pooling, using the 1952 bock values of Buffalo. The previously
ocked $8.2 million of intangibles was thereby eliminated, and the
explanation given was tl;at this was in accordance with generally
accepted accounting principles. °

2. Similar results were achieved with Philip Morris and

Benson and Hedges with 15.4% of the voting in being

.Out of avtotal price of $21 million, $14 million of intangibles
recorded in 1954 was wiped off in 1957 as a result of the issuance
of ARB No. 48. .

3. In fact, during the period 1957-63 np;;roximtely )
companies amended their original listing applications to change from
purchase accounting to pooling, indicating that ARB No. 48 permitted
a p'ooling. :

4. The ARB No. 48 size criterion efoded with time, as
evidenced by. these previously recorded purchases that were changed

to poolings retroactively. 2
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TABIE 2

PURCHASES RETROACTIVELY CHANGED TO POOLINGS
1957-1959

Acquirer

Size of Pooling
Based on Shares Issued

American Machine & Foundry
American Machine & Foundry
Aluminum Corporation of America
Raytheon Company

Riegel Paper Corporation

ny.ve!‘sal Match Corporation

4.2%
5.3%
° 1.6%
1.2%
4.1%
1.7%

5. Finally, the erosion of the size criterion continued

until poolings were bocked where

stock was issued to acquirees.

less than 1/10 of 1% of the voting

Py

.
ARB No. 48 also made the following acceptable for pooling:

1. A parent-subsidiary relationship.

2. Senior securities and

3. Retirement, redemption or conversion of senior

securities.

restricted stock.

The following table"’ appeared in Accounting Research Study

. No‘. 5:

Reproduced with permission of the copyright owner.

. Further reproduction prohibited without permission.



SIZE RELATIONSHIP OF CONSTITUENTS IN
BUSINESS COMBINATIONS N

Business Combination Accounted for as

; Pooling of Interests Purchase o
Relative Size of
Smaller Company 1949- 1954- 1958- 1949- 1954 1958-
in Surviving Co. 1952 1956 1960 1952 1956 1960
Under 3¢ 1 1 22 3 7 33
3%-5% 0 2 15 2 € 1
5%-10% 5 3 23 ’ 26 22 13
10%-15% 5 6 12 12 T 4
15%- 0 4 10 6 S 2
20%_—305 9 5 o 5 3 1
Over 0% 6 15 7 0 2 2
Total 26 36 89 54 55 &6

From the foregoing table it is apparent that:

1. Most business combinations during the periods 1949-1952
and 1954-1956 were accounted for as purchases.

2. For the period 1958-1960 a shift from purchase account-
ing to pooling accounting occurred.

3. Poolings during 1949-1952 and- 1954-1956 generally exceeded
a size relationship of 5%-10%, whereas for the period 1958-1960

the bulk of poolings were less than 10% in size.
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4. Since ARB No. 48 was issued in 1957 for clarification
purposes, and a drastic change in accounting for business com-
binations occurred in the immediately following period of
1958-1960 as indicated above, it is evident that ARB No. 48 proved
%o be a boon to pooling users instead of the clarification that
was needed. ..

Between 1957, when ARB No. 48 was issued, and 1970, when
AFB Opinion No. 16 was issued, several astute academicians and
practitioners apprehensively witnessed the development of various
kinds of abuses of the pooling accounting cv:mcept. The eminent

/
George C. May called attention to some potential abuses in his
article "Business Combinations: Ar Altermate View."h Other
practitioners saw some of the pitfalls of pooling, but it was
Prof. Abraham J. Bz'ilo-ff who apprised the academic and financial
commnities of the seriousness of the pooling abuses in his article
"Dirty Poolings, w5 an address before the New York Society of
Security Analysts on January 10, 1968, and subsequently published
in Barron's.s Various kinds of abuses emerged during this period,
the more notables ones being: .

1. Retrospective pooling: Combining with a compn.xiy after
the close of the fiscal year but before a report is issued. A
company with 2 loss could combine with a compa‘n.y showing .. profit
and the loss could be buried in the comrined (restated) report.
This treatment was mandated by APB Opinion No. 10, issued in

December 1966.
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2. Part purchase/part pooling: Using cash and securities
and treating each as a separate transaction. The cash portion
(purchase accounting) can be applied to cash, receivables and ’
other assets whose book values are stated at fair market values.
The stock portion (pooling accounting) can be- applied to inventories
and plant ass.ets whose book values may be significantly below
fair market values, and r.hes‘e assets co;xld then be carried forward
at book value. ' ’

3. Instant earnings: Combining with a ¢ompany having low
book values for certain assets (marketable securities, LIFO
inventories, amortized assets) and then selling them at substantial
gains after the combination. Since the fa’r market val;xe of tnese
assets was not booked, the reporting of a gain is virtually
assured. Admittedly, some of these gains would appear as separ-
ately disclosed, but any gains on LIFO- inventory disposals would
be incorporated into operating income, with nc apparent separate
disclosure. ) .

4, . Punny memey: Using securities which are not common
stoek, but have ccmmon stock properties (warrants, etc.) which
did not dilute the earnings per share (EPS) statistic, prior to
the issuance of APB Opinions No. 9 and 15.

5. Contingent payouts: Issuing additional shares of stock
after th;! combination is completed. Th=z mﬂber of additional
shares of stock would be contingent upon the earnings of the seller

and/or the market price per share of the purchaser.
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6. Treasury stock: Acquiring treasury stock either before
or after a combination. If one considers this a "step tramsaction,”
then the combination was actually effectuated with cash, the two
steps being: ’

a. Using cash to acquire the treasury stock,

b. Using the stock to combine as a pooling of interests.

Since the above-named practices were extensively used by
pooling-oriented acquirers, it is reasonable to ask, "Why did
the acquirers engage in these abuses?” Two possible reasons are

 worth notin\g. The first reason, an obvious cne, is that the
managements of acquiring firms wished to enhance the reported
results of their firm's operations for purcoses of self-interest.
Reporting a'growth in sales volume, a growth in earnings, and a
favorable trend in ratios commonly used by financial analysts is
bound to have a favorable impact on any incentive compensation
granted to the managers. (These effects are demonstrated in
Chapter IV.) The second reason is to possibly enhance the return
to stockholders. By attempting to fool the marketplace with
earnings growth that is really accounting gimmickry, the managers,

i ful, could enh the market value of the firm. This

area is a topic for future research and is discussed in Chapter ViI
under the heading "Future Research.”

And so, with these abuses hanginz so clearly within the
perspective of the Accounting Principles Board, the Board decided

that & new approach was necessary if faith in the accounting
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profession was to survive. thlé it is true that current-value
accounting would obviate the need for pooling reform, it was equally
true that a proposal for cwrent-value accounting was uniikely

to be adopted in the near future. This meant coming to grips

with the problems associated with ARB No. 48. Accounting Research
Study No. 10 was commissioned and emerged in 1968. Entitled
"Accounting for Goodwill,” the study's conclusions were generally
‘rejected by both academician and practitioner.. Yet, one coaclusion
rea.ched by the authors regarding the accounting treatment of
business combinations was the same as that reached in the earlier,

more sophisticated study (ARS ‘m. 5), namely, that combinations

should be accounted for as purch At ‘ts Sep 10-13,
1969, meeting the APB reached a tentative position that poolings
would be eliminated; it reaffirmed this position at its October
23-25 meeting. A change in thinking occurred between Octcber 25
and Decezber 6 because, after it December meeting, the Board
reversed itself and concluded that pooling would still be permitted,
but under severely restricted usage. The Board stated: "Most
business combinations would be accounted for as purchases. The
pooling method would be ;-emmed on a restricted basis. . . ."7
The goa.rd tnen delineated the criteria for pooling, one of waich
was a size test of 3 to io:‘ 2 minimum of 25% of the comb.ned
outstanding common stock would have to “;: issued. This proposed
size test was met with opposition from the Pinancial Executives

8

1 Institute and the SEC. Langer contends that the SEC's failure «
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to support this size test set the stage for its demise. At this
point, the SEC was indifferent to a 9-to-1 size test, but it
indicated that it would support this test if it were enacted. thn
the 9-to-1 test was proposed in place of the 3-to-l size test, an
ntense lobbying effort against any size test was commenced by

the Organization for Consistent Accounting Principles, and a

class action for $1 billion was commenced agzinst the APB. Again,
the SEC failed to support the 9-to-1 size test, and the final
draft of Opinion No. 16 exciuded any size-test requirenent.g
Finally, after rmch politicking, the acccunting for business com;
binations was-split into two opinions, Nos. 16 and 17 (a two-thirds

majority was otherwise unattainadle).
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CNAPTER ITI
GBJECTIVES OF ACCOUNTING FOR BUSINESS COMBINATIONS

Basic Reporting Objectives

Since the accounting treatment of a business combination
is a part of the overall accounting reporting process, an
examination of the general objectives of financial statements
is useful to determine the objeciives of accounting for business
com!‘:inations.

In 1970, the ATCPA, through its AFB, stated: "General
objectives determine the approprlate content of financial accounting
information. These objectives are to prec-at reliable informa-
tion about enterprise resources and obligations, economic progress,
and other changes In resources and obligations; to present
Information helpful in estlma<ting earnings potential, and to present
other financial information needed by users, particularly owners
and creditors.” >

This statement by the APB nas been questioned by many writers
in the financial community. Prof. Joshua Ranen2 states: "Arguments
were put forth stating that, in view of the generally demonstrated
efficiency of the marketplace, Adam Smith's invisible hand will
cause th'e appropriate kind and quantity of accounting information
to be commmnicated; and tiiat therefore <lie regulation of account-
ing informaticn by a group of interested preparers and users will

be wasteful." In his paper he discusses the implications of the
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efficient-market hypothesis and the need for accounting objectives
and information. He concludes: “"Considering the existing theory
and evidence related to efficient markets, t.he\T:hoice of accounting
alternatives cannot be determined solely through the examination
er market price reactions to accounting information. Explicit
formulation of accounting cbjectives is needed. 3

Professors Dyckman and Downes, after examining the works of
Fama, Jensen, Geonedes, and Beaver and after reviewing the studies
of Ying, Lorie-Niederhoffer, Cheng and_Deets, Kaplan and Roll,
Homa and Jaffe, Douglas; Jacobs and others, state: "Accom:mé

\ information may have a significantly greater societal impact than

current writers on efficient markets would have us believe.
Unfortunately, testing will be difficult . . . because of both
the problems of data availability and valid cost-benefit
mewenmts."u

Prof. Leopold A. Bemuins states: “Financial analysts,
and particularly the academic sector of that profession, relying on
theories such as 'efflcient capital markets,' nave in recent years
veered away from rigorous fundamental analysis which, in the past,
has been the mainstay of a rational approach to investment
decisions. m: is an unwarranted and ominous development from the
point of the accounting profession. . . ." He continues: "Most
serious researchers working at the frontfer of accounting improve-
ment seem to agree that the key to proper accounting stundards

is correct identification and 2ssessment of the objectives and
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needs of users of financial statements.” In challenging Professor
Beaver's hypothesis regarding the FASB role in light of the
efticimt-m:z‘ket theory, Professor Bernstein points out: "It
would, in my 9p1nion, be a grave mistake for the PASB to accept,
at this early stage, the tentative implications of the 'efficient
market hypotnesis' as a basis on which accounting standards are
formulated. Accounting needs a far more solid base. . . ."6
In 1973, the AICPA, through its Accounting Objectives
Study Group (AGSG), stated: "An objective of financial statements
is to provide information useful to investors and creditors for
predicting, comparing, and evaluating potential cash flows to
them in terms of amount, timing, and relst~d uncertainty. 7
The AOSG also concluded that ". . . the information needs of
creditors and investors are essentially the same. Both groups
are concerned with the enterprise's ability to generate cash

8 Prof. George H. SOrfaer9=tates: "Providing

flows to them. . . .
information concerning the ability of an enterprise to generate
cash for payment to creditors and investors is a primary function
of financial statements. . . ."

The cbjectives of special reports for use by special groups
will not be examined in this study; the examination of objectives
will be limited to those pertaining to general purpose fmanciai
statements. Since the mznagement of ar enterprise has access
to mr;mtlm not reported in stockholder and creditor financial

statements, the objectives pertaining to management's needs are
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not pertinent to this study. .

The APB stated: "Certain qualities or characteristics
make financial information useful. Providing information that
has each of these qualities is an objective of financial
accounting. - These qualitative objectives are (1) relevance,

(2) understandability, (3) verifiability, (4) neutrality, (5)

timeliness, (6) comparability, and (7) completeness."m

It
is these objectives, and others enumerated by the ACSG, that

will now be examined.

Problems of Achieving anic.og\[ectives

In many instances, the seven attributes cited in the
preceding paragraph are in conflict. For example, a pervasive
measurement principle states that the acquisition of assets shall
be recorded at the "exchange price.” This principle Is derived
from the third objective, verifiability. Yet a modifying conven-
tion, conservatism, conflicts at times with the "exchange price"
principle, and when this occurs, a trade-off approach will release
‘he stringency of the pirinciple in favor of the modifying conven-
tion. Assets are generally carried at "exchange prices” until
;old, when the earning process is complete and gains are recog-
nized. However, in many cases, if an asset has had a diminution
in market value, conservatism requires the loss to be reflected
priar to:the time when the earning process is complete. This 1..5

an inconsistency bearing on the objectives of comparability and
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7
and verifiability, yet is desirable from the standpoint of
conservatism.
Another prevalent problem is the one dealing with different
methods of recording transactions. There are valid reasons for
sermitting alternative tpeammts of accounting transactions.
Since many accounting alternatives are in use, it is not necessary
to explore’ all of them; two examples will suffice. Although the .
selection of Aa.n alternative for depreciation of plam}. and equip-
ment and/or an alternative for inventory valuation can have a
profound effect on an enterprise's earning power, the alternatives
are permissible for ‘the following reasons:
1. Plant and equipment assets are ~onsumed in different
ways. Some may be consumed uniformly over a period of time where’
the straight-line approach is appropriate, and some are consumed
based on activity usage where a usage approach 1s appropriate.
Gradations in between these alternatives are also ;;qsslble,‘ and
other methods are used for these gradations. .
2. Market corditions vary. In periods of rising prices,
LIFO inventory valuations produce a better matching of cost with N
revenue. Although LIFO causes poor valuztion on the statement of
financial position, the advantage of better matching on the income
statement is considered a proper trade-off. This is true, however,
only where inflationary price changes a-e material. o;.hgrwise,
FIF0 or average valuation would be deemed appropriate.

Much 'has been written about the selection of accounting
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alwmative‘s for purposes other than achieving a proper matching
of cost with revenue. Many writers contend that it Is possible
to select an alternative for the purpose of reporting a desired
net income or for income manipulation. While this mey be true
“o some extent, existing constraints tend to mitigate this

practice. "The imposed constrzints are:

1. When an accounting principle or method is elzcted,
it must be used consistently. If a change in
principle or its application is made, and it is
material, the independent auditor's opinion
will be qualified with respect to consistency.

2. If a change in principle is made, the following
disclosures are required: AN
a. The reason for the change and why the new

principle is preferable.
b. The effect on reported income (before
extraordinary items and net income) for
the period of the change.
¢. Tne cumilative effect on retained earnings
to the beginning of the period of the
change. -
d. The independent auditor rmust either con
with the change in principle cr taxe
exception to it.ll

Other problems associated with the achieving cf basic
objectives which will not be ‘dealz with are: :

1. The tentative nature of 'i’inancvia,. slatements decause
of uncertainty problems.

2. The changing value of the monetary un.: . measure

(price-level problems).
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Reporting Objectives of Business
Combinaticns--Conceptual Ideal

Ideally, the reporting of a business combination should:

1. Reflect the true economic substance of the transaction.

2. Be free from bias.

3', Have substance prevai_l over' form.

Further, the method of accounting-for the combination should
not be a condition precedent in the negotiations for, and the
clu‘si.ng agreement of, the combination.

Generally, a nontaxable reorganizafion 1s .accounted for
as a pooling (under Sec. 368, I.R.C. and existing accounting
principles), but need not be, since tax and accou}wm; criteria
differ. For example, the use of preferred stock can qualify for .
2 nontaxable reorganization, b\ft will not qualify for 21 pooling.
Certainly, the tax status of a combination will influence the
terms of the agreement, since the tax attributes will affect the

- future cash flows ar;d earning power. Caé‘n flow (as opposed to

net income) is E affected by the method of acf:ounting for a
marticular combination. The ACSG states: "Enterprise earning
power has as 1ts essence the notion of ability to generate cash
in the future. Cash generating ability and earnings are cJ:osely
relatéd and the longer the period, the closer the relationship.
« - . That is, earnings can only come from cash generated by

. : operations; cash generating ability and earning power are equiv-

.'\ alent."12 Therefore, since cash flow cannot be affected by the
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accounting treatment of a business combination, it follows that -
e.aming power, so computed, should not be affected by the
accounting treatment.

Accounting for Business Combinations--

Dractical Problems R

’ Current practice permits the use of two alfemﬁves,
"purchase" and "pooling" accounting. Although the alternatives
are not elective, the conditions that are prescribed for the use
of either one permit de facto selection of either. For example,
“if a "pooling" is desired, theAa.cquirer can exchange its common -
stock for at least 90$ of the acquiree's common stock. However,

if a "purchase" is desired, the acquirer n2n exchange its common
stock for less than 90% of the acquiree'sA common stock and use
cash, debt, or preferred stock for any rémainder. There are

other ways to trigger a "purchase" such as using "tainted" treasury
shares (discussed in Chapter VI), using contingent agreements,

etc. Suffice it to say that if i'pux'chase" accounting is desired,
the transaction can te easily structured to £it the prescribed
conditions. As will be shown in succeeding chapters, the reported
net income for an enterprise can vary greatly, depencing upon

.
whether purchase or pooling accounting is used. This is inconsistent
with the objectives of financial statements as enunciated oy the -
AQSG, cited previously.
_ Further, where an elective alternative is chosen, constraints
.

are imposed upon the user who wishes to change his election. "However,
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since the ac;ounting for business combinations does not permit
election of an alternmative, no constraint is imposed upon the user
of the alternative. Yet the user can engage in de facto selection
of an alternmative and incur no inconsistency penalty. This,
“‘herefore, permits an acquirer to emhance earnings by usins
purchase accounting or by using pooling accounting in a ﬁiftemt
combination, all in the same fiscal period. This is in ciear
violation of the AGSG report and the AFB Statement No. 4: "An
objective of financial statements is to provide users with informa-
tion 1"or predicting, nomparing, and evaluating enterprise earning
pouer.."ls The repcrt also states: "Users' coniizmmg needs for
asses¥ing performance make the measurement >f periodic earnings
an overriding matter. . . . E_::onomic decision-makers want informa-
tion which.is sufficiently timely to-assist them in assess}.ng a

's 14 ts over relatively short periods. This

information should help decision-makers to predict future

accomplishments. w24
It is interesting to note that the firm of Arthur Andersen

& Co. wrote to the FASB on June.28, 1973, discussing APB Opinions

No. 16 and 17: "™We have reached the point in time when the applica-

tion of‘nhe provisions of these Opinions by our clients results

in an impossible and intolerable situation and one that L. unsup-

portable on any sensible basis.” The swme letter states: "We

beligve that ge application of these Opinions in many cases has

has been inequitable and discriminatory as between ccmpanies, has
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had an adverse effect on our national economy as well as on indi- ’

vidual companies, has been damaging to investors, and has produced

misleading results for the users of financial statements. . . ."

The letter continues: "Opinions No. 16 and No. 17 were docmed

<o failure from the beginning. They were the result of compromises

that were not based on any sound objectives, standards or concepts.

They were the produgt of an ill-advised effort to patch up alleged

abuses in existing practices by establishing a long list of rules

that are inconsistent and unsupportable. This arises in vart

because an effort was made to draw arbitrary lines between forms

of consideration in transactions (such as cash vs. stock) when

such lines can have 2 huge effect or the »rsults. Such arbitrary

lines can only be enforced by many detailed rules that, in turn,

lead to even more such rules, and this goes on endlessly. »15

Tt is now two and one-half years after the receipt of this letter

by the PASB and it has yet *o :akg any action other than to

place the topic of "Business Combinations” on its agenda for -
. consideration. ) -

Despite George R. Catlett's condemmation of pooling in

Accounting Research Study No. 1016 and his firm's (Arthur Ander-
sen & Co. ) indictment of Opinions 16 and 17, his firm commenced
a civil action against the SXC and filed an afidavit wit. the
court when the SEC issued Accounting Sevies Release No. 146
covering treasury stock transacticns.‘ The complaint states

in part: "There are two methods of accounting for a business
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combination--the 'pooling of interests' method and the ! purchase'
method. These tvormethods have substantially different accounting
results in the presentation of a company's financial statements.
Frequently 2 business combination is not considered economically
feasible unless it may be accounted for as a pooling of Lnterests."n
The complaint was dated September 11, 1973, only two months after
the letter to the FASB.

It is dit’t:icult to understand how cash flows resultiag
from 2 business combination can be affected by the accounting
treatment accorded the combination. The snibement quoted above
contradicts the pesition taken in the research study that cash or
stock exchanged in a business combination dnes not change the
nature of the transaction and that all combinations should be
accounted for as purchases. 'I'he same conclusions and similar
wording as used in the research study were stated again in commenis
submitted to the SEC on November 12, 1973 (two months aftier the
complamt).ls This was after the SEC agreed to accept comments
on ASR No. 146 and Arthur Andersen & Co. vacated its complaint.

ASR No. 14§, will be discussed more fully in Chapter VI.

Economic Reality vs. Porm of Transaction

~ .
The current accounting treatment for business combinations
permits bias to occur in favor of acquirers. Pooling accounting
is not a neutral method of accounting for a business combination.

Comparability of statements between years could be distorted by
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the pooling method. Examples are:

1. Treasury Stock--The use of treasury stock acquired
within a short time before or after a pooling is a two-step
trensaction equivalent to the use of cash. (The abuses in this
area will be discussed in greater detail in Chapters IV and VI.)

2. Bailout--A 30-day bailout is hardly different from an
impediate bailout. The 30-day waiting period does not improve
the weakness of not requiring a2 continuity of interest for pooling
accounting.

3. Instant Earnings--Instant earnings (especially from
LIFPO inventories and ﬂppx‘ec!:s‘bed investment portfolios) are not
really earnings. They are reully paid-in capital that has been
omitted in accounting for the business combination. They also
tend to distort growth trends.

4. External Growth vs. Internal Growth--Present procedures
for restating financial statements after a pooling make it difficult,
if not impossible, to separate internal growth from external growth.
The separate companents should clearly be indicated in restatements.
This will enable users to assess probabilities of future growth
patterns.

5. Duplicate and/or Excess Facilities--Permitting a business
combination to be accounted for as a pooling and disposir; of excess
or duplicate facilities can be equivalert to pooling with selected

assets.
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Synthesis

~  The objectives of accounting for business combinations are:

1. They must be compatible with the objectives of financial
statements as di in this p .

2. They must report economic x‘eality.

3. They must be relatively :‘re} from bias.

4. They must reflect substance rather thnn form.

5. The method of accounting for the combination should not

determine whether or not the combination takes place,
since the accounting treatment should be neutral.
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CHAPTER IV

STUDIES OF CORPORATE PRACTICES-~-POOLING

RESEARCH METHODOLOGY

All listing applications filed with the New York Stock
Exchange during the years 1972 and 1973 were examined and
classified according to those applications that contained a
business combination and those that did not. Of the 2,713 listing
applications filed during the two years, 1,086 were listed for
purposes of a business combination. The 1,086 applications were N
analyzed and studied as follows:

Al. Dollar amounts and other inf:-riation were extracted
from the balance sheets of each acquiree and classified as
follows:

a. Total assets.
b. Inventories.
c. Methods of pricing inventories.
d. Total current assets.
e. Plant, property, and equipment.
f. Accumlated depreciation.
B. Methods of depreciation.
- : hs Current liabilities.
1. Deferred taxes.
J. Total liabilities.

k. Total stockholders' equity.
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1. Capital stock.
m. Retained earnings.
n. Dollar value of treasury stock.

A2. Income statement statistics of a2ll acquirees were
cxtracted for the current period (usually less than one year) and
for a full year preceding the combination. This enabled me to
annualize the short-period results immediately preceding the
business combination. The dollar amounts and other data from

~t!'xe income statement included the following:
a. Revemues.
b. Officers' salaries. -
c. Depreciation expense.
d. Net income.
"e. Number of Shares issued.
f. Earnings per share.
g. Number ot‘ months, if less than one year.
A3. Selected data relating to the acquirer were also
extracted. They were as follows:
a.) Listing numBer of application.
b. Name of acquirer.
c. Total shares outstanding.
d. Treasury shares in the treasury.
e. Number of shares issued <o effect the combination.

f. Other ccnsideration issued to effect the
combination, if any.

.
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g. Market price of the acquirer's stock (either .
from the listing application, if contained therein,
or from the Deily Stock Price Index published
by Standard & Poor's).

h. Accounting treatment (purchase or pooling).

> i. Auditing firm of the acquirer.

J. Par value of the acquirer's stock.

k. Type of business.

A4. Selected data of acquirees included:

a. Name of acquirée.

b. Type of business.

For each combination classified as a pooling, the following

’ operations were performed:

Bl. Market value of shares exchanged--The market value of
the price paid was computed. In many cases the market value was
included in the listing application. In other cases, the number
of shares issued in the combination was a function of the specified
market value using the market value per share 2s specified in the
contract. When neither of the above was specified in the listing
~pplication, the market value was computed by using the number
of shares issued in the exchange multiplied by the market price
per share as determined in A3(g).

B2. Size of pooling--The number of shares issued by the
acquirer to effect the pooling was divided by the sum of the total
shares outstanding of the acquirer plus the shares issued to effect

the pooling.
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B3. A frequency distribution (histogram) of B2.

B4.. Amount bocked as a pool".ns——’i'ne :c'.a-l stockholders’
equity was used. In some cases, stockholders' equity was a
negative balance.

~ B5. Excess of market value over bock value not booked

in a pooling--Market value as calculated in B2 minus the book
value as stated in B4.

BS. Net income of seller--Ii‘ available, the published net
income for ine year immediately preceding a pooling was used.
If not, the net income for the snorter pericd was used ‘and was
annuzlized using income data from the full year irmedizately
preceding the short period.

B7. Return on investment based on book value--Net income

computed in B6 divided by the bock value as stated in Bh.

o
a

B88. Frequency cistributicn of 27 using 10% class Intervals.
39. Return cn lnvesiment based on marke: value--Ned income

25 computed In 36 divided by

9

marres value as computed in 33.

Frequeney d.

ributlon of 2§ using 105 cluss Intervals.

Reurn ¢on invesiment using market value and amortizing

tne "excess" at 5% per annum

The same as {lem BS except that
net Inccme was reduced by 5§ of B5.
Bl2. Prequency distribution of 21l using 108 clas. intervals.
Bi3. Return cn Investment using mirket value and amortizing
tne "excess” at 2-1/2% per annum--The same 25 ltem BY except that

net income was reduced by 2-1/2% of 35.
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Blk. Prequency distribuiicn of B13, using 10% class intervais.
315. Book value as = percent of. market value--Iten B4 divided
- 5 Bl. . N '
B16. Frequency distr bu..on of B15 u_...ng 10% class intervals. s
In additicn, the follcwing was also dones:
Cl. ill listing applications filed with the New Ycrk Stock
EZxchange for the years 196% and 1G70 were classified for business

- combinaticons and further classified beiween pooling, purchase, and

part pooling/purchase. .
C2. Selected znnual 10-K repcris of acquirers were xnalyzed
nd stock opticn transactions for

Sz 2etlicns were limlted to

1 amount of tre-sury shcres

111

c3 Se ccied S-K repcris were examined where lizilng

posal of shares.

ar perisd preceding a pcoling, an analysis

was made of =il changes In the capital structures of the ucquirer
. . s
ard acquiree.

C5. Ccntiingen rares arrangementis, i1f wny, were ncled where

p
;
B

tne combinatlion was azeoesunted Ior as a2 pooling.

C6. Selectec acquirer's 8-K recorts were exumined In coanec-
tlon with treegury stock iransacilons. .

CT7. Selected ucquirer's &-K reporis were reconclled to all

acquisitions listed in each ccquirer's listing applicaticn filed with

tne New York Stock Exchange during the years 1972-73.
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The Findings .

g'z_\.ﬂ\_x_mcxv of poolings. As I previously mentioned, the
AFB indicated that Opinion No. 16 would significantly curtail &vhe
use of pooling accounting. To determine if the Opinion did, in
.‘aqt, do so, all New York Stock Exchange business combinations »
involving exchange of common stock were tabulated for both a
two-year period preceding Opinion No. 16 (1969-1970) and for a
two-year period following the Opinion (1972-1973).' The results of

the tabulations are as follows:

. ) Table 3

" BUSINESS COMBINATIONS OF NEW YORK STOCK EXCHANGE
LISTINGS IN WHICH COMMON S™OCK WAS USED

: " 1972- -1960-
1973 % 1970 %
Poolings 903 83.15 1,199 79.51
Purchases 183 16.85 28 19.%
Part Pooling/Part Purchase .0 - -- 15 .99
Total . 1,086 200,00 1,508  100.00

Prom the toreéo'ing table it can be.:seen that the total numwer
of business combinations using capital stock decreased fr-m 1,508
to 1,086. The reasons for the decrease in merger activity are
varied and are beyond the scope of this paper; However, it can be

seen that the proportionate number of poolin.ss has, in fact,
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increased in the period “to the 1 ér Opinion

No. 16. While the increase is not materiel, it certainly does
indicate pat a significant decrease in pooling accounting did
not occur. Therefore, a valid inference, based on Table 3, is-that
Npinion No. 16 did not a‘ct as a deterrent %o the use of pooling
accounting in companies whose stock was listed on the New York

Stock Exchange.

Size Test
In Chapter II, both ARB 48 and the APB's abandonment of
the size test were discussed. What would have happened to pooling

accounting if the APB had merely left the ARB 48 size test alome,

instead of first trying to strengthen it and then abandoning it?
The results of my size-test analysis follow in Table 4.

From Table 4 it can be seen that, as a minimum, a 5% size
test would have eliminated approximately 89% of the poolings during
1972-1973. A 10% size test would have eliminated approximately

’ 96% of the 1972-1973 poolings.

Critics of a size-test criterion‘miximin that, if a size
test were imposed, and if corporation A were interested in combin-
ing with both Y and Z who are each too small to qualify individually,
¥ and Z could merge first; then YZ would be large enough to meet the
size test.l While this may be practical in some cases, the AFS,
if it imposed a size test, could mandate a waiting period of two

years before a company such as YZ, which has.pooled, could pool
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7
’ Table 4 _
SIZE GF POOLINGS
1972-1973

Number of Poolings % Cumulative
Less than 1% 514 56.9 56.9
%< % 158 17.5 S THG
3>< k3 61 6.8 81.2
w< 50 5.5 86.7
< % 20 2.2 88.9
5% < 6_% ’ % 2.7 91.6
&< % 9 1.0 92.6
%< 8% 12 ’ 1.3 93.9

&< 9% 13 1.4 95.3 ¥
9% < 10% . 6 7 96.0
108 < 15% 16 1.8 97.8
15% < 20% l ' 9 1.0 98.8
20% < 5% 3 -3 99.1
5% < 30% : 4 4 99.5

0% < 358 1 1 . 99.6 .
% < 0% 0 -- . 9.5
4% < 458 - . 1 a1 9.7
15% < 50% 0 - 9.7
over 50% 1 .1 99.8

I Totals 903

K
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again unless YZ could demonstrate that Y and Z were each large
) enough to meet the size test individually.

In any event, it is safe to infer that, by abandoning the
size test, the APB permitted most of the poolings during 1972-1973
to occurand, 1f the ARB 48 size test were allowed to remain, most
of the poolings during this period would either not have ‘occurved
or would have been accounted for as purchases.

A size test also has a self-limiting feature. As a company
£rows extemaily. the number of pooling candidates gets smaller
and smaller. This is especially relevant to individuals who are

concerned with conglomerate concentration.

Analysis of Revenues
Revenues for the two-year period (1972-1973) were tabulated,

and ;the result of the tabulation is as follows:

Table 5

ANALYSIS OF REVENUES IN BUSINESS COMBINATIONS
(1972-1973)
(Millions of Dollars)

Total Revenues %
Pooling $6,652 76.39
Purchase 2,055 23.61
Total 8,707 100.00
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From the foregoing table it can be seen that almost $9
billion of revenues were added to éorp'ox—a.te concentration from

external growth during the two-year period.

Pooling Accounting

Selected examples of pooling accounting will now be exam-
L) ined. Example A in Tables 6 and 7 is a fast-food chain franchiser
:h;t acquired one of its retail fast-food franchisees in a pooling.
Referring to Table 7, it can be seen that inventories are only
310,090. This amount appears reasonable for a food outlet with
an annual sales volume of $825,600. Equipment has been depreciated
to $66,000 from an original cést of $103,000. Since $326,245
in excess of the net book value of tangible assets was paid, and
this sum cannot be attributed to inventories or equipment, it must
be due to an intangible that the franchiser foresees. The reasons
can be varied. One possibility i{s that the franchiser assigned
a specific territory to the franchisee and permitted the franchisee
to assume the risk of opening the outlet. Now that the franchise
!s established, the franchiser might be desirous of splitting
the territory inta wo or more franchises and thereby increase
franchise fees. By acquiring this outlet and treating it as a
pooling, it could split the territory and sell this outlet at a
book profit since the acquisition was recorded at bock value
($57,265). If purchase accounting were used and the acquisition

were recorded at the market value ($383,510), it is hardly
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Table 6

SELECTED DATA OF THREE POOLINGS

Example
A B c
Shares Outstandfng--Acquirer 18,919,256 4,267,882 62,876,200
Shares Issued in Pooling 5,830 55,000 190,250
Size of Pooling .004% 1.27% .003%
Market Value per Share $ 56.15 $ 50.00 $ 55.00

Market Value of Shares Exchanged $ 383,510 $2,750,000 $10,463,750
Book Value of Acquiree $ 57,265 $ 290,000 3 1,238,000

"Excess" of Market Value Over
Book Value (Not recorded in
a pooling) $ 326,245 $2,460,000 39,225,750

Net Income of Acquiree-- a
After Taxes $ 17,5707 $ 224,000 $ 361,000

Retwrn on Investment--Using
Book Value as Base (Pooling
hd treatiment) 30.7% 77.2% 29.2%

Return on Investment--Using

Market Value as Base and

2-1/2% Amortization of "Excess"

{Purchase treatment) 2.5% 5.9% 1.2% *

2Individual proprietor net income was $35,140. An imputec
tax rate of 50% was used.
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Table 7

BALANCE SHEETS OF THREE ACQUIREES

Exumple
A B c
Current Assets
Inventory $ 10,000 $ 199,000  $3,144,000
~ Other 68,000 627,000 753,000

78,000 S 826,000  $3,897,000

=3

Total Current Asseis

Property, Plant and

Equipment--Cost $ 103,000 $ 78,000 $2, 461,000
Less: Accumulated .
Depreciation 37,000 19,000 649,000

Undepreciated Cost $ 66,000 $ 59,000  $1,812,000

Other Assets

o

30,000 & 5,000 $ 38,000

Total Assets

&

174,006  $ 890,000  $5,747,000

o |

Liabilities 116,735 35 600,000 $4,509,000
Stockholders' Equity 57,265 290,000 1,238,000
" Total Liabilities and .
Stockholders' Equity $ 174,000 $ 890,000 $5,7-7,000
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likely that a profit would be recorded on a subsequent sale. In
any event, even if the cutlet were sold at an economic profit,
the profit would be $321,245 ($383,510 - $57,265) smaller if
purchase accounting were used instead of pooling accounting.
Example B is that of an equipmmt manufacturer that acquired
an incinerator manufacturer and treated the combination as a
pooling. Again, orne must look elsewhere t.han inventories and
plant and equipment to determine the reason% for paying $2,460,000
in excess of book value to acquire the incinerator manufacturer.
Pirst, the acquirer paid $2,460,000 more than the book
value of the acquiree, and, since this "excess"” was not bocked,
future income statements will be relievel .f its amortization.
Had purchase aécomting been used with the entire "excess" being
assigned to an intangible, future income statements, instead of

showing a pooling net income of $224,000, would show the following:

Net Income--as reported $224,000
Amortization ($2,460,000 x 2-1/2%) 61,500
Net Income-—wx:chase accounting $162,500

Clearly the accounting treatment used to record the acquisi-
tion will have a material effect on future income statements for
2 long period of time.

Secondly, if after two years thc acquirer sold the acquired
company for 52.250,000 and the assets and liabilities of the company

remained constant (all earnings were declared as a diviéend), the
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acquirer would reccrd a gain on sale of $1,960,000 if pooling
were used, tead of the economic loss of $500,000 which would
be reported if purchase accounting were used (amortization of

"excess" is ignored). The calculations follow:

Pooling Purchase
Sales Price . $2,250,000 $ 2,250,000
Amounts Booked 290,000 2,750,000

Gain (loss) on Szle $1,960,000 (s 500,000)

In Example C 2 food prscessor acquired a sunflower seed
manufacturer. This case reinforces the points made in the analysis
of Examples # and B. ‘Since the acquiree's inventories were costed
out using a first-in, first-out (FIFO) flow and its plant assets
were depreciated using stralght-line depreciation, most of the
$2,225,750 "excess” must be atiributacle to Some intangible or

other asset not readily discernible. The effects on reported net

income, if purchase accounting were used and the entire "excess"

were treated as goodwill, would be:

Net Income, as reported--pooling . $361,000
fmortization of "Excess” ($9,225,750 x 2-1/2%) 230,644
Net Income--if purchase zccounting were used $130,356

Again, the choice of accounting Zethod has a material effect
on the future reported net income. Also, a similar anaiysis on a .

sale two years after the combination could be made. If the selling
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price were $10 million, a garin on sale of $8.8 million would be
shown if pooling accounting were used, whereas a loss of $0.5
million would be-shown if purchase accounting were used (amortization

of "excess" is ignored).

Relationship of Book Values to Market Values
Table 8 illustrates the relationship of the amount booked

in the three poolings in relation to the "excess" not bocked.

Table 8

UNTS BOOKED IN THREE POOLINGS
. (Thousands of Dollars)

Total A B c

Aart. % fmt. % Amt. % Amt. %
Market Values $13,597 100 3383 100 $2,750 100 $10,464 100
Booked Values $1,58 12 $57 15 $ 20 11 $1,238 12
"Excesses” Not
Booked $12,012 88 $326 8 $2,40 8 $9,226 8

* ' From the foregoing table it can be seen that in some cases
1 2imosb 90% of the market values have been omitted in recording
combinations as poolings. A similar tabulation of all combinations
examined for the two-year period {1972-1973) was also made. The

results of this tabulation are shown in Table G.
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Table 9

ANALYSIS OF BOOK VALUES AND MARKET VALUES OF
ALL BUSINESS COMBINATIONS (1972-1973)
“(Millions of Dollars)

Total % Poolings % Purchases %

Market Value $8,577 100.0 $7,770  100.0 $807  100.0
Book Value $3,008  35.1  $2,497 32.1 $511 63.3
Total Excess $5,569  64.9

Excess Booked $ 296 3.4 $296 36.7

Excess Not Booked $5,273  61.5 $5,2713  67.9

From the foregoing table it can be seen that:

1. The market value of combinations effectuated where some
common stock was used is in excess of $8.5 billion for the two years.

2. Approximately 90% of the above market value was accounted
for as a pooling.

3. Approximately two-thirds of the market value of all
poolings is not recorded.

4. The book value of poolings in relation to market value
is approximately ong=third, while for purchases the reverse is true.
This will be explored further in the next chapter.

5. Although the percentage of "excess" not being booked
is 68% for all poolings examined for 1972-1973, and is considerably
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higher (89%) in Examples A, B and C, both percentages do highlight
the severity of the problem. In some cases book values were
neptive.. Por these cases (29, or 3.2%, of all poolings tor 1972-
1973) retwrn on investment is infinite, and the problems are more
extreme than the problems with Examples A, B and C. For example,
since the book value is negative, it is impossible to record a loss
on a subsequent sale of the business, regardless of what it is

sold for. Admittedly, it is possible to record a loss on_i.ndividm.l
assets when sold, but as a whole, only a net gain can be recorded.
Clearly, when shares of stock having some value can be recorded at
neE.tive amounts, .something must be wrong with the accounting .
system. Table 10 summarizes the market vaiues and negative bock

values of the 29 cases.

Table 10

MARKET VALUES OF POOLINGS HAVING NEGATIVE -
BOOK VALUES (1972~1973)
{Thousands of Dollars)

Amount %
Market Values - $124,476 100
Negative Book Values Y $ 46,329 3
"Excesses" Not Booked ) $170,807 137

It is interesting to note that more than 50% (16) of these

acquirees reported net income aggregating $1.3 million, even though
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they all had negative book values.

Two cases of negative book value will be used to illustrate
the condition of having net income while having negative bock
values. Both of these acquisitions produced infinite rates of
return for the acquirers on these acquisitions.

From Table 11 it can be seen that the acquirer in Case D
paid almost‘SE milllon for ':he acquisition, yet the transaction
was recorded at a nesative stockholders' equity of $99,000.

Case E produced 2 o

lar result. These results came abcut because
the acquirees, pri:r .: the acquisition, were operating unprofit-
ably and nad accumul~r=ed deficits In excess of their paid-in capitals,
but were opere;:;ng prof;t‘;bl;,‘ at the time uney were acquired.

It is Interesilng 10 note ::—.a:‘ these earnings are worth twice the
amount shown tc the nequirer, since carry-forward losses for tax
purposes were ava.lable to offset these earnings (a.SOS tax mbe

is assumed).

While it .

2 _:ha‘. the problems demonstrated in Examples

i, B and C are mate if the acquiree {s used as the base, are

1 if the acqulrér is used as the base? The

the problems ‘matls
answer to this cuestion will depend on the frequency and the size
of the coolings. ’ If an acquirer pools infrequently (once or twice
a year) and the size uf the pooling is minute, then materiality

will be nil. But, I{f the pooling is large or if there are many

2
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Table 11

SELECTED DATA OP TWO POOLINGS

Case D Case E
Number of Shares Issued for Acquisition 35,732 166,977
Market Price per Share (Acquirer) $  8.00 $ 11.43
Market Value of Transaction (Price Paid) $2,859,000 .  $1,908,000.
Balance Sheets (Acquiree)
(Thousands of Dollars)
Assets: .
Current Assets $ 820 $ 487
Plant Assets- ss . 29, 72
Accumilated Depreciation (9) (40)
Other Assets * 84 ——
Total Assets = . $ 2 $ 519
Liabilities: . ' ==
Current Liabilities . $ 425 $ S54
Other Liabilities 600 -—
Total Liabilities $ 1,05 $ 554
Shareholders' Equity: N
Capital Stock $ 200 - $ 373
Other Paid-in Capital - . e 18 a
Deficit H . (299) . (426)
“Total Shareholders' Equity I T ) R T )
Total Liabilities and - :
Shareholders' Equity $ 924 $ 519
- Revenues - o ] 1,713 3 1,368
Net Income--Before Taxes
(Carry-forward losses were available) $_ 124 $ 37
a .
( )--Deduction. .
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small poolings, Q.hen the p_roblems demonstrated in Examples A, B
and C can be material even though the base used is that of the
acquirer. Ta:hle 12 is one example that d—cmcnstrates the frequency/
materiality relationship of an acquirer.

. Prom Table 12 It/cun be seen that $203 million of assets
have been omitted from the acquirer's Bala.nce.Sheet as follows:

Market Value, of Shares Issued in

Two Years (1972-1973) $231,103,000
Book Values of Acquirees 27,558,000
"Excesses" Not Bocked 203,545,000

Additianal’ information from this table is as follows:

1. The acquirer had 75 acquisitions during.1972-1973 and
73 of them were };oolings.

2. The number of shares issued during the two-year period
was 86%;0!’ the total shares outstanding on January i, 1972.

. 3. The average retwrn on investment for the two’yea.:‘s
using book value (pcoling) as the base is 22%, whereas it is less
‘than 0.5% using market value and 40-year .amo:':‘.zution (purchase)
as the base.

‘ 4, The acquirer's annua. report for the year ended Septex.'.oe_r
30, 1972, indicates its total assets were $180 milllon. Since this
is nine months a;fter the start of this study period, a lower figure
should be used for the following comparison. But, using the $180

milliovn makes it obvious that, since an "excess” of $203 mxliicn,

'7:, .

@
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was not booked, more assets were left off the acquirer's balance
sheet than appear on it. . .

5. The acquirer's annual reports show net income for the
fiscal year ended 9/30/71 as $8.3 million and for the fiscal
year ended 9/30/72 as $11.6 million. Since the total acquisition
income for the twowyear period (1972-1973) is $6.1 millicm, it is
clear that acquisition income is a2 very material amount of the
acquirer's total income.

6. Only 2 of the 73 poolings exceeded 5% in size and none
exceeded 10%.

7. One of the poclings in Table 12 involved a negative book
value, yet had 2 net incomc of $53,000. Tae rate cf return using
book value (pooling) is infinite, but if purchase accounting is
used, the rate of return on market value is less than 1%.

8. The market price of these shares fluctuated between
$27.50 and $33.00 per share during the two-year period. I do not
consider this price fluctuation éimificant for valuation purposes.

Table 13 i1s an example similar to Table 12. The acquirer
had 28 acquisitions (all poolings) during 1972-73.

The following is apparent:

1. Stock with a market value of $76 million was 1ss;;d
and 928 of the value of the net assets acquired was never recorded
by the acquirer; only 8% was booked.

2. The acquired companies earned $1.6 million annually;

yet the acquirer paid 46 times earnings for these companies.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.

63



(€1 ) nee 602 'se ML $ 91’9 $ gEG'GLE 162 et vinay

951 ez'es 219 9t 2l oot 00° Ty %®' 810°'% 250'09'9 K

9T LLttl et L Ry 00"ty s 0066 £21'909'9 ‘2

g 66° 0k 180T 2 AL 19'e 00" w org‘Sy £5166E' 92

*'t 19'9 [ 3 13 15 fe2r't 00°L5 € 00L'61 RN ] ‘6

€52 61 Gl9't w 208 g’ 0015 ;1 000°05 £GL66E ‘9 ‘w2

19°). €€ 464 9ut 73 €151 00'29 %" 00y‘NS LNE'06E 'Y ‘t2

't 1916 Ly H] £y 819’2 0089 19° 005k 668'€2.'G ‘2g

%€ 00'pol 0% =2 @ €0g 00'19 12 gy 66g'EeL’S ‘12

28’ 19°0 99 * 6 2l9't 00'8) £6° 00045 ¢sgEeL’ ‘02

31 2t on Gy 2 29 4] 0089 et LR'9 S6gEEL ‘61

YWwe £5'2n 22Ut (3 123 808.€ 0009 'y £10'5 GogEeL ‘gt

90'E S6°ES 91g‘e HZ 95v 0n0'g 0019 %0'2 000021 [N R

g€ LGy n 56 ouE‘T 00'19 [° 00002 ,56n°€eL "9t

%L lg'oL 168 06 &1 ee't 00°l9 e . %2 gu [ RTIN K

_w-.m 9l'ek ote‘e st 1% €40t 00'99 96° 002'65 segUeal’ 514

og'y B2t ar'e "we 60t oL 00°99 98°'1 0By ‘g0t 46g'7aL" €1

(€*5) (=4L) o8yt (orz ) € 096'€ 8.w¢ o't L00'09 568 €2l ‘2t

00'6 19eat 219 et 61t Gyt 00'ES 05° 960°ge 910'0/5" By

. . 230t M2 0z T 12 00°ES 80° 2Ly 910'0l5" ‘ot
'2) (00°GL2) k€ (6 ) (2 ) se 00'09 9lL* 00g'2y 9Mh'0LS" "6

X 00'0 W't -0 XU ozn'g 00'€S we 002 ‘5T 626" 58" ‘g

[ 3¢] 1251 eLo't £8t o1t gLl 00°'€§ 29'e [ [ ‘L

9L'g <9'€S 11 't 92 e 00'2G 6" Y9y @l '9

21t 00°05¢ @y [\ [ a2t 00'2§ e 000’42 pLieEe's 7

R4 2y*o2 2611 G2 a4l 00'2 0015 9L o091 08 L'ZER'S 'y

(th) (Lig1) (3 (Ex ) G2 P [ O6n ‘1T €gLieee’s 't

(] 6605 00L'T 99 oLt 902y 00°16 1383 0g ‘28 Ml.'eEe's K3

19°6 66°Sy 6 ¢ 6t ¢ 2 ¢ Ul ¢ 001G w egl'te wLeEe'S T

Tlowy §2/(-2 ONIEA onyvA (000) {000) oavys (% ur) pRuwyoxy  Sujptmnng  Jdeqeny
¥ OnTEA oMW xooq enuaAcy enyuA Jod Sujtood IXTT soawyg
A9 (#uytood) vareg ApH 99Ty Jo o118 Jo uoquey
F0%ITH

(% u1) AusnueAur WO WMoy

'

;
(€161-TL6) D FOVO--BONII00d 40 BTGATIVRY

€1 o1

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



Evidently, large econumie; of scale were expected by the acquirer.
However, even this cannot explain the reason for this multiple,
since the acquirer paid three times the gross volume and, economies
of scale notwithstanding, this is hardly Justified.

3. If we look at the rate of return on book value (pooling),
we see a handsome 27% average for all combinations with a range
from losses up to a profit of 350%. However, if we look at
purchase accounting, we see an average of 0.11 loss for ali
combinations with a range from losses up to 7.8% profit. Given
that the highest yield under purchase accounting is 7.8%, it is.
difficult to imagine that the acquirer would have acquired any of
these companies if purchase accounting were mandatory.

4, None of the combinations exceeded 5% in size. In fact,
the largest one was only 2.74% in size.

5. Acquisition No. 8 shows thit the price was 7 _times the
annual revenue. Since no income was reported, economies of scale
were obviously expected. However, the transaction was booked at
$135,000, even though the price paid.was over $8 million. Only
1.’_[2 of the price was booked. If this laboratory vére to be sold,
it is clear that a substantial gain will be recorded on the sale,
even though the acquirer may suffer an eccnomic loss. Similar

examples exist In other combinations.
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Effects on Earnings per Share

Earnings per share is a statistic widely published in financial
newspapers as well as investment surveys, such as Value Line,
Standard & Poor's, etc. It is also the most widely used financial

statistic for 1 t decision-maki according to a survey

conducted by Georgeson & Co., a highly regar New York in
2

relations £irm.“ This is true despite sophisticated analysts'

. caveats the "EFS does not tell how much a company owes, or whether
it can raise enough money to keep growing, or whether the earnings
were real or simply the result of inflation and 'arcane' accounting
practices."a Therefore, several pooling acquisitions were investi-’
gated to determine the impact these acquisZiions had on the
acquirer's earnings per share.

In Case H, Table 14, all pooling acfuisitions for this acquirer
were tabulated from its listing ‘applications filed dux'ing 1972-73.
They were broken down to coincide with the acquirer's fiscal year
ending February 28. An examination of the acquirer's 10-K and 8-K
reports was made to reconcile the shares-issued for each year to
make certain that no acquisitions were omitted in the listing appli¥
cation tabulation. The tabulation of acquiree's sales revenués and
net income was then compared to the pooling restatement of the
income statements of the-aequirer. While it is true that the
restated amounts in the acquirer's 10-K are for the year preceding
that in which the poolings took place, the differences between the

restated amounts and the tabulated amounts were not significant
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Table 18
ANALYSIS OP POOLINOS--CASE W (PISCAL 1972-1973)
. (hous of Dollars)
" Book Values
Acquisition  Prico Exceon Salon Not Current  Plant , Accumulated Plant Total
Humber per Market Book * Not Revenue Income Angeta Assets Depreclation Assota Assots
Date  of'Sharea  Share  Valus  Valuo Dooked  Acquires Acquiree Acquires  Acquires  Acquiree --Hot  Aoquires
w2
Natobor 267,000 $25.00 $ 6,615 $ 3,2 $ 3,33 $ 9,00 $ 6H $ K051 $ 1,00 $ TN 3 266§ 4,333
Oatober 63,000  25.00 1,515 53t 1,038 1,631 19 5 135 104 31 106
June 33,000 22,50 7,425 2,106 5,319 7,012 w2 3,678 202 90 12 3,800
August 300,000  23.00 9,200 1,%06 7.79% 5,7 o 1,946 1,3%9 AL 908 2,856
Oatober 266,000 24,00 6,384 2,791 U.Nm 5,315 AL 2,902 906 30 576 3,67
December 372,500 2150 10,244 1,23 9 7.7 361 3,697 2,361 & 1,812 5,047
Auguat %0,000  26.00 5,600 1,39 h,231 4,90 L] 2,29 576 13 A33 2,724
2,098,500
Total FYE 2/28/73  $ 47,103  $12,7%  $ 34,350 $ 4,217
1913
March 6,000 $0.00 $17,6% $ 2,603
March 300,000  28.00 8,%0 3,312
June 160,000 24,00 3,30 1,424
Juwne 2,434,800 23.00 56,000 31,675
July 238,200 22,00 5,152 1,085
July 72,000 22,00 1,584 863
August 3,795,100 21,00 19,691 51,206
Oatober 41,600  25.00 1,0%0 i
Novembor 275,000  23.00 6,3% €0 .
i
. !
7,962,700
Total FYE 2/08/7l . $160,158  $ 93,800 $10,206  $13,32  $66,00 34,172 319,008 $ 30,60 $103,170
Total--2 Years 221,261 $106,6 $190,513 316,52 $ 86,203 $55,83 321,005 $3™8 §127,033

ance nubsldlary,

L9



and could be attributed to the cne-year difference in timing.
Accordingly, an anlysis can be made for Case H for its fiscal years
ended Pebruary 28 as shown in Table 14.
From Table 15 it can be seen that, as a result of the
acquisitions, the acquirer increased its earnings per share in
each of the two years, _nzmeLv $.01 for 1973 and $.02 for 1973.
Continuing the analysis, what were the effects of the acquisi-
tions on the acquirer's earnings per share growth rate? Starting
with fiscal year ended February 29, 1972 earnings as the base
year, Table 16 analyzes the earnings per share growth rates.
Clearly, a n;ore advantageous growth rate of earnings per
share emerged from the acquisitions of 197.. The growth rate, as
shown on the company's armual report, is 15% only We M
accounting was used. N N
7 . Since the preceding analysis ignored the market prices of
the acquisition, it is logical to examine what the result would be
if purchase accounting were used. It is Wssible to reconstruct
these transactions as "purchases" without the market va‘.'l.ues of the
tangible assets required. Therefore, 1t will be assuped that the
entire difference between "book” value and "market” value ("excess")
would have been assigned to an intangible that requires amoriization
at 2-1/2% per anmum, if purchase accounting were used. The pertinent
data are shown in Table 17.
t:onwing Table 17 with Table 15, we can see that pooling

accounting increased earnings per share $.01 and $.02 for 1973 and
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R &
. Table 15
ANALYSIS OF SELECTED DATA--CASE H
(In Thousancs of Dollars Except for Earnings- per Share)
Originally . From Pooling Exclusive

973 Reported Acquisitions of Poolings

e
Net Income Available to

Common Shareholders $ 88,582 $ 3,18 $ 85,402 -
Average Number, of Common .
Shares Outstanding 65,134 2,099- 63,035
Eamings per Share $ 1.3 $ 152 $ 135

74 '
Net Income Available to : .
Common Shareholders $115,932. $13,322 $102,610
Average Number of Common .
Shares Outstanding 74,871 7,963 66,908
Earnings per Share $ 1.55 $ 1.67 $ 1.53¢

Table 16
. ANALYSIS F EARNINGS PER SHARE--CASE H N
(1972-1974) .

Year Earnings per Earnings per
Ended Share--After Growth Share--No Groyth
2/28 Poolings (Restated) £ ~ Acquisitions B 4
1972 $1.23 $1.23
1973 1.35 0 1.35 10

1974 1.55 .15 © 1.53 13
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Table 17

ANAI.YSIS@ SELECTED DATA--CASE B : X
(Thousands of Dollars Except for Earnings per Share)

Other Than
Acquisitions Acquisitions Combined

973
Net Income Available to
Common Stockholders : '$ 3,180 $ 85,402 $ 88,582

Less: Amortization of "Excess"
over 40 Years. (see Table 1%)

(834,354 x 2-1/2%) 859 - 859
Net Income--If Purchase ~
Accounting Were Used $2,321 . $85,402 - $87,73
" Mumber of Shares Outstanding 2,099 63,035 65,134
Earnings per Share $ 1.1 $ 135 - $ 1L.35
1974
Net Income Available to .
Common Stockholders . $13,322 $102, 610 $115,932
Less: Amortization of "Excess” \

over 40 Years (Zee Table 1%4)
1974 ($86,278 x 2-1/2%) plus

1973 ($34,354 x 2-1/2%) 3,016 _— 3,016
Net Income--If Purchase
‘Accounting Were Used . $10;306 $102,610 $112,916
Number of Shaves Outstanding 7,963 66,908 74,871 '
Eamnings per ghf.reg - -, s12 % \1;53 s L5l

-

1974, respectivély, whereas purchase accounting would have at least
kept é}zrn.im per share the same for 1973 (and decreased it by
s.oé for 1974).

.-
I
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In all probability, the results would have been more dramatic
1if more information were available, since amortization of the
"Excess” over 40 years is probably unrealistic from a "capital
budgeting” viewpoint. (This area will be explored in the next
cuapter in the discussion of the accoﬁntin.g treatment of ’—';zrchase"
acquisitions.)

Returning to the growth rate analysis in Table 16, it can be
seen that the growth rate fo‘r purchase accounting would be 10%
for 1973 (the same as for pooling) and 12% for 1974 ($1.51 - $1.35
= $0.16 ¢ $1.35). The 12% is significantly less than the 15%

, . reported in the company's armual report. Another example of the
impact of pooling accounting on earnings pe™ share is that' of
Case F, Table l2. )

Using the example ip.Table 12 in conjunction with the Value

Line Investment Su.rvey,u I analyzed the effects of Case P';

combinations on reporte;i net income and earnings per share. The

- analysis produced the following: '

Shares Outstanaing on 1/1/72 8,588,148
Pooling Shares (1972-1973) ’ . 7,367,067
Other Shares Issued (1972 and 1973) 901,485
Shares Outstanding,” 12/31/73 16,856,700
Reported Net Income —
Year Ended 12/31/71 $'5,400,000
. -
Earnings per Share .
Year Ended 12/31/71 $ .63
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Reported- Net Income
Year Ended 12/31/73 $15,620,000
Earnings per Share
Year Ended 12/31/73 T3 .93
Growth in Earnings per Share
for 2 Years 48%

, if purch ing were used and all of the

/4 Hot

' "excess" was assigned to an intangible requiring amortization over
50 years (a mere 2-1/2% per anmm), the results for the year ended
December 31, 1973 would have been as follows:

Reported Net Income .
Year Ended 12/31/73 - $15,620,000

Amortization of "Excess"--
.025 ($231 million - $27.5 millicm) 5,087,500%

Adjusted Net Income--Purchase Accounting $10,532,500

Adjusted Earnings per Share for
Year Ended 12/31/73 $ .62

#This is not deductible for income tax purposes.
Therefore, no tax effects were imputed.

N Based qn the above, it can be seen that pooling accounting
gave an illusion of 45% growth in earnings per share during 1972-
1973, whereas purchase accounting would have produced a slight
decrease. - )

While it may appear that the analysis of Case H showegd
only a small effect on earnings per share, it should be rewembered
that Case H had poolings both pri-or to az=i subsequent to the years
.analyzed for this study. ' The failure to {mortize the "excess” is

. .
a cumulative error which continues in subsequent years. Therefore,
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the effects on earnings per share must be viewed in cumulative

{compounded) terms and not in single-year (static) terms.

Effects on Ratio Analysis
- It is generally accepted ﬁt "Ratios are among the best
nown and widely used tools of financial analysis. "5 I selected
several ratios from those generally u:c:cl6 to dan‘cnstrate the ratio
distortions pooling accounting can produce. The ratios selected are:
‘ 1. Return on total assets

2. Return on e;uity capital

3. Net income to sales

4. Sales to total assets. ) )

Certain assumptions regarding the "excess" were made prior .
to computing these ratios. The next chapter of this study deals
with the "excess"” problem in depth, but some discussion of this
problem is necessary for pu'x-posos of this illustration.  None ‘
of the acquirees listed in Table 14 used the LIFO method for valuing
its inventories; FIFO was used except for one case where Average
w2s used. Therefore very little of the "excess," if any, could be
attributed to the difference between cost and market value of

_ inventories. Upon examination of plant assets it is evident that .

a small part of the "excess" can be attributed to the difference
between the book and market values of élmt assets. However, the
major portion is yet to be accounted for. Examination of each
year's total net income of‘the acquirees reveals that the income

for 1972 and 1973 is approximately 7% of the price paid by the
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acquirer. It is difficult to vi:sua.lize any of the "excess" being
attributed to goodwill. Goodwill is a concept related to "excess
earnings” and none is apparent in any of these acquisitions.
Therefore, the "excess” that was paid and never booked must be due
to factors other than those mentioned. —

Where purchase aécounting 1s illustrated, the "excess” will
be assigned to an intangible that is to be amortized over a period
of 40 years. The acquisition of the unconsolidated insurance
subsidiary will be omitted from a2ll calculations in this section.

Selected ratios are summarized in Table 18.

It is clearly apparent that pooling accounting inflates
these ratios. While the impact of a partic:lar year's distortion
on the acquirer's ratios can be negligible, it must be borne in
mind that this aenquirer has been "pooling" regularly, and the
cumulative effects of distortions over a five-year period can be
material. As evidence of this, the following restated data were
abstracted from the acqm-e;.’s 10-K reports for 1971, 1972 and
1975 as shown in Table 19.

The acquirer reported the following for the years 1970

- and 197%:
(Thousands of Dollars)
Piscal Year Sales Net Income
1974 . 3,541,216 £16,901
1970 1,576,065 52,932

_Growtn 1,965,151 $ 64,059
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Teble 18

SELECTED RATIO ANALYSIS--CASE H
(Piscal Years Ended February 28,1973, and February 28, ]3{4)

Company H Acquisitions Acquisitions
Without Treated Treated
Acquisitions as Poolings = as Purchases

Ratios-11973
1. Return on Total Assets 8.3% 13.3% 4.08
2. Return on Equity Capital 15.1% 24.9% L.og
3. Net Income to Sales ' 3.2% 7.7T% 5.6%
4, sales to Total Assets 2.6 1.7 7
Ratios--1974%
1. Return on Total Assets 8.1% 8.2% 4.2%
2. Retwm on Equity Capital 5.8 13.68 5.5%
3. Net Income to Sales 3.2% 5.7%, L4.68
4, ‘Sales to Total Assets 2.6 1.5 .9

“e
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Table 19
RESTATED DATA FROM POOLINGS--CASE H
(1972-1975)
{Thousands of Dollars)
Piscal Year Sales Net Income

1971 $ T4, 344 $ 3,716
1972 308, 402 8,720
1973 8,217 3,180
1974 149,296 13,322
1954 116,537 5.757
Totals $689,796 $34,695

From Table 19 it is apparent that, for the five-year period,
at least 35% of the sales growth and 54% of the net income growth
came from poolings. If the above data were adjusted for the five-
year change in general purchasing power, thes'e_ percentages would x
be considerably higher.

Although the pooling effects on the EPS’ statistic were small,
as previously noted, sales srowt.h and net income growth are
statistics that are often quoted in. management's letter to stock-
holders ip stockholders' reports. These statistics are also quoted
in firancial newspapers along with EPS. Unless the users of
financial information weed out the data to arrive at the pooling

growth, mi:{leading inferences about future grnwth may be made.

SN | - 5
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It is not safe to assume that a company's future external
growth will be a fumction of past external growth. Conditions
that could affect external growth include:
1. The availability of combination candidates.
2. Stock market conditions as they affect PF/E ratios
and share exchange ratios.
3. Justice Department and Federal Trade Commission anti-
" trust evaluations.
Accordingly, the disclosure of material external growth

is vital to the users of ﬁ_mnciai statements.

Descriptive Data

Percen of book values booked.--One of the operations
performed on the accunmlated data was calculating what percentage
the book value x'oc‘:ord.ed in each pooling was of f}:e fair market value
of the combination. A tabulation of this for all poolings min&d
follows in Table 20. '

Table 20 indicates that 77% of all poo booked the
combination at less than 50% of the price paid (market value) for

the acquisition.

Return on Investment--Book Value

Additional operations performed on the a.cmmu}ated data
were to calculate the return on investmeat using the book value as
:t.hé base, retwrn on investment using market value as the base and

return on investment using 2-1/2% amortization of "Excess of Cost
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N Table 20

FREQUENCY DISTRIBUTION OF POOLING BOCK VALUES AS s
PERCENTAGE OF MARKET VALUES (1972-1973)

Number of & of
% Size Companies Total Cumilative %

Less than 10% 196 21.7 2.7
108 < 20% 178 19.7 41,4
20% < 30% 134 14.8 56.2
30% < 40% 109 12.1 6.3
40% < 50% 81 9.0 7.3
50% < 60% 7 83 85.6
60% < 70% . 48 5‘5’3 90.9
70% < 80% 26 2.9 93.8
80% < 90% 22 2.4 96.2
" 90% and Greater 34 3.8 100.0

Totals 903 100.0

Over Bock Value." The result of this tabulation Is shown in Table 21.
Table 21 illustrates the following:
1. Since pooling accounting was usedbbby the companies in
this tabulation, 76% of them showed rates of return on investment
greater than 108. If purchase accounting had been used, only 158
of the companies would have shown rates of retum-u.ceedi.n.g 10%.

2. Of the total, 55 companies showed rates of return in
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Table 21

FREQUENCY DISTRIBUTIONS OF VARIOUS RATES (F RETURN ON
INVESTMENT (ROI) FOR POOLINGS IN 1972-1973

O Book Value On Market Value

Number of Number of*
ROI & Companies % Companies % Companies %
Less than 10% 215 23.8 735 81.4 769 85.3
10% < 20% 246 7.2 135 15.0 107 11.8
208 <308 15T ) 7.4 23 2.6 17 1.9
30% < 40% 103 11.4 1 .1 1 .1
log <50% 2 4.7 3 3 . 3 -3
50% < so% 37 4.1 1 .1 1 T
60% < 70% 19 2.1 2 .2 2 2
70% < 80% i7 1.9 0 .0 o] .0
80% < 90% 12 1.3 0 .0 o .0
90% and Greater 55 6.1 3 .3 3 -3
Totals .93 100.0 903 100.0 903" 100.0
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excess of 90¥, whereas if purd«é accounting were used, this
number would chd.nd;le to three comp:m.es (0.3%).

3. 'or the poolings,99% would have shown rates of return
less than 30% if purchase accounting had been used, whereas only
60% of the companies show rates of return less than 3% be.oause
pooling accounting was used.

Obviously, there cm\be only one economic reality to a
business combination. However, depending on the accounting treat-
ment used, the reported economic results of a business combination

can and do vary greatly.

Analysis of Auditing Firms

An analysis of acquirer auditing firms was made and is shown
in Table 22.

From Table 22 it can be seen that—Armxr Andersen & Co.'s
clients use pooling accounting more frequently than other firms®
clients. The clients of Arthur Andersen & Co. and Peat, Marwick,
Mitchell & Co. account for 42% of all the combinations and 45% of

all the poolings examined during the two-year period.

Corporate Reporting Practices -
Treasury shares.--Case I concerns a firm's treasury stock

4 R Bé.:-ansacticmx. This company acquired another company in 19;2 for

. 738,660 shares and treated the acquisitio: os a pooling. The

v

acquirer's treasury stock purchases were as follows:
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\
Table 22
\
ANALYSIS OF COMBINATIONS BY A FIRM
. OF ACQUIRER (1972-1973)
. . Total
Firm . - Combinations € Pooling %  Purchase %
Arthur (ﬁxiersen & Co. 05 28 83 31 2 12
Peat, Marwick; .

Mitchell & Co. . 15% 1% 125 14 .2 16

Arthur Young & Co. 124 n 106 12 18 10
Price Waterhouse & Co. 110 10 89 10 21 11. -

Coopers & Lybrand 101 9 88 10 13 7

Ernst & Ernst 100 9 73 8 27 15

Haskins & Sells K 7 62 7 15 8

Touche Ross & Co. 48 5 40 4 8 4

Seidman & Seidmen 15 2 11 1 4 2

ALl Others 52 5 26 % 15

1,086 100 03 100 183 100
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Xear Shares

- 1970 98,700 i’
1971 None
1972 45,226

The acquirer's stock option experia;_ces are shown in Table 23.

Table 23

STOCK OPTION TRANSACTIONS OF FIRM WITH 1972 POOLING

Stock Options (Shares)-~

Year Granted , Cancelled . Exercis&®
1970 178, 400 87,292 0
1971 . o 54,317 3,500
1972 25,250 76,656 1,510
Total 203,650 218,265 5,010

It should be borme in mind that the 98,700 shares of treasury
swock purchased in 1970 were purchased prior to the effective date
of Opinion No. 16 and, therefore, are not "tainted” shares. They
can be further justified, however, by the stock options y‘anted
 4n 1970. Practically all these shares were still listed as treasury
shares in the listing application (96,006 sh