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FASB's New Pronouncements on Merger Goodwill ( Some Frequently Asked Questions

On July 20, 2001, the Financial Accounting Standards Board (FASB) issued its long-awaited Statements of Financial Accounting Standards (SFAS) No. 141 and 142. These Standards will markedly change financial reporting methods for acquisitions. SFAS 141 requires that all business combinations be accounted for under a single method - the purchase method. “Pooling” is no longer permitted. It applies to all business combinations initiated after June 30, 2001.

Statement 142 requires that goodwill no longer be amortized to earnings, but instead be reviewed periodically for impairment. 

Many of our friends and clients have asked us about the application of these standards, particularly the valuation procedures related to the goodwill impairment review process. We will try, below, to answer some of the more frequently asked questions. If you have a question, please give us a call.

Q.
When do the new procedures come into effect?

A.
The requirement that purchase accounting be used applies to all business combinations initiated after June 30, 2001. The provisions of SFAS No. 142 relating to goodwill amortization are required to be applied starting with fiscal years beginning after December 15, 2001. Early application is permitted for entities with fiscal years beginning after March 15, 2001, provided that the first interim financial statements have not previously been issued. Previously recognized goodwill and other intangibles arising from acquisitions completed before July 1, 2001 must be accounted for in accordance with the new procedures.

Q.
How is goodwill measured at the time of acquisition?

A.
At the time of an acquisition, goodwill will be recognized as the excess of the cost of an acquired entity over the net of the fair value amounts assigned to the assets acquired and the liabilities assumed.

Q.
Will all intangible assets acquired be considered goodwill?

A.
No. Intangible assets acquired in a business combination will be considered assets apart from goodwill if they arise from contractual or other legal rights. Examples would be trademarks, customer lists, creative intangibles (books, photographs, etc.), licensing agreements, patents, and trade secrets. An intangible asset that does not arise from contractual or other legal rights can be recognized as an asset apart from goodwill only if it is capable of being separated or divided from the acquired entity and sold, transferred, licensed, rented, or exchanged. A subscriber list would be an example of this kind of asset.

Q.
Can the value of an assembled workforce be considered an intangible asset apart from goodwill?

A.
No. SFAS 141 specifically excludes it. (para. 39)

Q.
Are intangible assets apart from goodwill to be amortized?

A.
That depends. If the asset is deemed to have a finite life, it is amortized. If it is deemed to have an indefinite life, it is not amortized. Its carrying value is subject to a periodic impairment test, however.

Q.
What is a reporting unit?

A.
A reporting unit is an operating unit or business unit within the company which has goodwill associated with it which is tested for impairment. 

Q.
How does the goodwill impairment test process work?

A.
The first step is a “carrying amount comparison.” This is a simple comparison of the fair value of the reporting unit to its carrying value on the books. If the carrying value exceeds the fair value, this indicates a potential loss. It then becomes necessary to perform a more detailed analysis of the fair value of the reported assets and liabilities in order to determine the implied fair value of the unit’s goodwill. To determine this value, the fair value of the unit’s net assets (other than goodwill) are subtracted from the fair value of the unit as a whole. The difference is the implied value of the unit’s goodwill. If the implied fair value of the goodwill exceeds its carrying value on the balance sheet, no impairment loss is recognized (nor is the goodwill written up). If the implied fair value of the goodwill is less than its carrying value, an impairment loss equal to the difference must be recognized.

Q.
When must a goodwill impairment analysis be performed?

A.
Within six months of initially applying SFAS 142. For a calendar year company, this would be by June 30, 2002. Fair value is measured as of the first day of the fiscal year. If the carrying amount comparison shows a possible goodwill impairment, the more detailed determination of the amount of the impairment must be completed by year end. Thereafter, goodwill impairment is to be tested annually.

Q.
Do all reporting units in a company have to be tested for goodwill impairment on the same date?

A.
No, as long as all are tested annually.

Q.
Is there any other time that a goodwill impairment test must be performed?

A.
Yes. Goodwill of a reporting unit must be tested for impairment between annual tests if an event occurs or circumstances change that would more likely than not reduce the fair value of a reporting unit below its carrying amount. Examples would be a significant adverse change in the business climate, adverse action by a regulator, or loss of key personnel.

Q.
Where does a goodwill impairment loss appear in the financial statements?

A.
A goodwill impairment loss is reflected on the income statement as a separate line item above the subtotal income from continuing operations. Goodwill impairment losses arising from the initial application of SFAS 142 are recorded as the effect of changes in accounting principal, and appear between the captions extraordinary items and net income.

Q.
Do the goodwill impairment tests apply to goodwill acquired in connection with past acquisitions?

A.
Yes. Previously recognized goodwill and other intangibles arising from acquisitions completed before July 1, 2001 must be accounted for in accordance with the new procedures.

Q.
What is the definition of fair value to be employed under the new procedures?

A.
The amount at which that asset could be bought or sold in a current transaction between willing parties, that is, other than in a forced or liquidation sale. (SFAS 142, para.23)

Q.
What methods can be used to determine fair value?

A.
SFAS 142 says that if quoted market prices are not available, the estimate of fair value shall be based on the best information available, including prices for similar assets and liabilities and the results of using other valuation techniques. (para. 24) The Statement goes on to say that the present value technique is often the best available technique with which to estimate fair value (para. 24) and that a valuation technique based on multiples of earnings or revenues or a similar performance measure may be used if that technique is consistent with the objective of measuring fair value. (para. 25)

Q.
Does SFAS 142 provide any further guidance in the use of the present value method of valuation?

A.
Yes. The Statement says that estimates of future cash flow used in the present value technique shall be based on reasonable and supportable assumptions and shall consider all available evidence. Cash flow estimates shall incorporate assumptions that marketplace participants would use in their estimates of fair value. If a range is estimated for the amounts or timing of possible cash flows, the likelihood of possible outcomes shall be considered. (para. 24)

Q.
Can control or synergy value be included in the determination of the fair value of a reporting unit?

A.
Yes. Footnote 16 of SFAS 142 indicates that the control premium is a part of the fair value of a reporting unit.

Q.
Will these accounting changes improve financial reporting?

A.
The FASB hopes that they will. Many securities analysts feel that the amortization of goodwill erroneously penalizes earnings for a presumed wasting of goodwill assets that doesn’t really take place. By eliminating goodwill amortization, companies will report earnings that better reflect the true economics of their business. The necessary tradeoff for eliminating goodwill amortization, however, is the adoption of a method to check and adjust for any goodwill value impairment that might take place, in order to protect the integrity of the balance sheet. That is what these new accounting standards do.

Tax Court Supports 40% Discount in Family Limited Partnership Case

The matter of the Estate of Elma Middleton Dailey v. Commissioner (T.C. Memo 2001-263, October 3, 2001) involved the valuation, for gift tax and estate tax purposes, of limited partner interests in a Texas family limited partnership (“FLP”) holding marketable securities, primarily stock in Exxon Corporation.

In this case, experts for both the taxpayer and the IRS took similar valuation approaches, basing their conclusions upon the applicable pro rata share of the FLP’s net asset value, less discounts to account for minority interest status and lack of marketability. Both compared the FLP to closed end mutual funds, but disagreed on the magnitude of the discounts. The taxpayer’s expert cited published data and a large unrealized capital gain as factors he considered in arriving at an aggregate discount of 40%. The expert for the IRS relied, in part, on an unpublished study that he coauthored as a basis for aggregate discounts of 15.72% on the gift date and 13.51% on the estate valuation date. 

Based upon the language of the Court’s opinion, this decision seems to be more of a defeat for the IRS expert than a victory for the taxpayer: “. . . although neither expert was extraordinary, petitioner’s expert provided a more convincing and thorough analysis than respondent’s expert.”

In disregarding the IRS expert’s opinion, the Court noted that “. . . respondent’s expert could not recall reviewing the Agreement and, although he believed that unrealized capital gains are ‘an important source of discounts,’ he did not review the documents to determine if the FLP had any such gains. Respondent’s expert’s testimony was contradictory, unsupported by the data and inapplicable to the facts.”

Need a Proposal on a Valuation? Use Our Website.

You can now request a proposal from us on a valuation assignment by simply logging on to our website at www.hempsteadco.com. A convenient form asks you for all the needed information.

Our website continues to be a source for other timely business valuation information, as well as past issues of The Hempstead Letter.
Happenings at Hempstead

Mark Penny, ASA, Managing Director, has been elected President of the Philadelphia Chapter of the American Society of Appraisers. The ASA is the leading international professional society for the education and accreditation of business appraisers. Mark also recently attended an ASA-sponsored graduate symposium held in Chicago on family limited partnership valuation.

Tim Burrows, CFA, Senior Appraiser, has received the designation of Chartered Financial Analyst (CFA) from the Association for Investment Management and Research, the leading standard setting organization for securities analysts and other investment professionals.

John Hempstead ASA, CFA, Managing Director, recently served as a panelist at a program on the new Federal tax law held by the Estate and Financial Planning Council of Southern New Jersey.

The material presented in the Hempstead Letter should not be construed as definitive legal, accounting, financial, or business advice nor should it be acted upon without consultation with legal or other professional counsel.

We’d like to hear from you! Please contact us regarding information found in The Hempstead Letter, or with any mailing address updates.
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Hempstead & Co. is a financial consulting firm providing services in the following areas:


• Valuations of Businesses and Corporate Securities


• Valuations of Intangible Assets


• Loss of Business Damage Analysis


• Mergers & Acquisitions

The members of our professional staff have backgrounds in valuation, finance, accounting, economics, engineering, and investment banking. Professional designations include Accredited Senior Appraiser, American Society of Appraisers (ASA), Chartered Financial Analyst (CFA), and Certified Public Accountant (CPA). We welcome the opportunity to serve you. Please call Mark Penny at (800)541-3323 or contact him via e-mail at jmpenny@hempstead.com.
