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Accounting for goodwill has always been an intriguing problem but

the submergence of goodwill in pooll

ings of interests gives it an extra

the AICPA study (ARS No. 10),

"Aecounllng’lnr Goodwill” is timely as is this review of it,

Georgc Catlett and Norman Olson, in
their h study “A ing for
Goodwill,” have proposed solutions to
one of the most difficult and most
urgent problems in modern corporate
reporting. Their proposed solutions
are controversial, as may be expected
of any proposed basic change, but they
are bascd on a thoughtful, thorough
study of the nature of goodwill and its
significance in financial statements.
Businessmen universally recognize
the importance of goodwill. They
understand that these intangibles of
management, labor skills, technical
know-how, brand-names, marketing re-
lationships, competitive position, etc.,
are vital, inseparable and unseparable
so far as the business enterprise is con-
cerned. They consider them valuable to
the extent that they will supposedly
produce future earnings at desirable
levels. They place a value on these
future earnings by paying a price for
securities of the enterprise in excess of
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the underlying net tangible assets.
These values create accounting prob-
lems, however, only when the business
enterprise itself spends money to create
or maintain goodwill or when it enters
into merger transactions to acquire the
existing goodwill of others.

THE NATURE AND VALUE OF GOODWILL

Early in their study the authors in-
quire into the nature of goodwill,
Re izing that both tangible and in-
tangible assets are essential to the op-
eration of every business, they never-
theless find fundamental differences in
the two. Tangible assets can usually be
separated from the business whereas
goodwill cannot. Tangible assets are
usually in the process of being con-
sumed in production (inventories,
plant, equipment, etc.) or have value
of their own apart from the business
(cash, securities, receivables), whereas
intangibles such as goodwill have an
existence only insofar as investors view
their_capacity to_generate earnings. At
the conclusion of chapter 2, the authors

ize certain ct istics which

Arthur And Co., of our
Soclety’s Committee on Accounting Practice,

generally distinguish goodwill from
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other clements of value in a busincss.
Their summary of these characteristics
follows:

1. The value of goodwill has no reliable
or predictable relationship to costs which
may have bheen incurred in its creation.
Some goodwill values may be created by
expenditures which the company absorbs
as operating expenses; many favorable
conditions and factors result without ex-
penditures or cfforts of a company. Some
profit-dirccted activities create values not
measurable and not subject to accountabil-
ity.

2. Individual intangible factors which
may contribute to goodwill cannot be
valued. All of the various intangible factors
which are favorable to a business as a
whole contribute to the value of good-
will but none of them, individually, is sus-
ceptible to the type of measurement that
can be applicd to resources and property
rights whose values exist apart from the
business as a whole. Likewise, no valid
bases exist for allocating costs to the in-
tangible factors, and their values can be
judged only in the aggregate in relation to
a company’s carning power.

3. Goodwill attaches only to a business
as a whole. Goodwill does not c:
value apart from other assets. It is an
separable part of a business and cannot be
sold separately from a business or from a
clearly delineated segment of a business.

4. The value of goodwill may, and does,
fluctuate suddenly and widely because of
the innumerable factors which influence
that value. Many factors affect both earn-
ing power and investor opinion about carn-
ing power. The value of goodwill does not
have the general stability possessed by the
value of most resources and property
rights used to produce earnings.

5. Goodwill is not utilized or consumed
in the production of carnin Rather,
goodwill is the result of carnings. or of
the expectation of them, and its valhic is a
measure of the expectations. Earnings are
produced through the consumption or use
of a company’s individual resources and
property rights—those clements of value
which appear in a company’s balance sheet
—and through effective management in
combination with intangible factors. As
carnings increase, the expectation of en-
hanced future carnings may increase, and
the value of goodwill increases. As earn-
ings decline, the results reverse. Any de-
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crease in the value of goodwill in a going
business is not associated with revenue of
the period or assignable to a period on any
rational or systematic basis. Just as the
several factors which contribute to good-
will cannot be individually valued, neither
can a decrease in the value of the factors
be measured and assigned to particular
periods.

6. Goodwill appears to be an clement
of value which runs directly to the in-
vestor or owner in a business enterprise,
Only investors or owners establish the
value of a business taken as a whole and
thereby of its goodwill.

BASIC OBJECTIVES AND CONCEPTS

One of the serious problems cn-
countered in the study was determining
the premises and concepts to be used
as criteria, Since the accounting profes-
sion has not yet defined authoritatively
the purposes or objectives of financial
statements, the authors have set forth
their own views of such objectives and
have identified certain other premises
and concepts necessary as a foundation
for reasoning on the problem.

The authors’ views as to financial
statement objectives and accounting
conventions and concepts will be ac-
cepted as rational by most accountants,
In fact, the AICPA would be well ad-
vised to pursue these questions of basic
objectives and concepts; so long as
they remain undefined, solutions to in-
dividual problems will continuc to be
clusive and lack coherence. Readers
may agrec or disagree with the authors’
views as to financial statement objec-
tives, and they may agree or disagree
with their reasoning on accounting for
goodwill to meet these objectives, but
they have stated their complete propo-
sition. This in itself is unique in re-
scarch studies.

Larnings data are most important
and useful. Usefulness and comparabil-
ity are described as fundamental objec-
tives of financial statements. The pri-
mary purpose of accounting is to pro-

D PUBLIC ACCOUNTANT | JUNE 1969

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



vide public information which investors
can use to make decisions as to buying,
selling or retaining ownership interests
in the business, and creditors can use
as a basis for extending credit. Further-
more, the decisions of the investor and
the creditor involve the process of
choice, so the statements should pro-
vide a basis for comparing the per-
formance of one business with others.

The primary purpose of business ac-
tivity is seen as “carning a satisfactory
return for the risks owners assume.”
The quality of a business and its man-
agement is therefore judged primarily
on its success in generating carnings.
This quality is important not only to
the equity owners but also to creditors,
employees and taxing authorities. For
this reason, public information on
carnings constitutes the most important
and useful financial information con-
cerning a business entity.

The authors then state that “regard-
less of the quality of investor judgment
and the myriad factors which mold his
opinions on stock values, the appraisal
of a business enterprise’s prospects for
future profits (carning power) primar-
ily govern, in the long run, the prices
at which shares of stock in the business
arc traded.” This market value of a
business enterprise so determincd by
carnings, however, does not represent
the sum of the current values which
might be placed on the tangible assets
(individual separable resources and
property rights) which the business has
devoted to achieving that earning
power. It follows, therefore, that:

1. The total value of a business is de-
termined by investors in the market, and

2. while financial statements do not pur-
port to reflect such market values, the
income statement should measure carning
capacity and the balance sheet should pro-
vide significant information about the value
of the separable resources and property
rights committed to the business. The
value of these tangible assets compared
with market pricc of the stock provides

a measure of the risk assumed or the pre-
mium paid by the investor for the right
to future earnings.

Accounting Conventions Pertinent to
Goodwill. Going beyond financial state-
ment objectives, the study also refers
to certain broad accounting conven-
tions and concepts pertinent to the
goodwill question. The “realization”
principle of recognizing revenues has
as its corollary the cost basis of carry-
ing assets in the balance sheet. These
conventions give rise to the central
problem in accounting—proper match-
ing of costs with revenues. In this con-
nection, the study points out that, even
though all costs must be assumed to
contribute to earnings, all costs are not
deferred. Generally costs deferred either
(a) have reasonably clear periods of
revenuc benefits, or (b) represent
scparable assets which have value apart
from the business. Many other costs
relating to the future are charged to
current income—product development,
advertising, devclopment of manage-
ment and labor skills, etc. The only
significant cxception to these concepts
has been the accounting for purchased
goodwill.

ACCOUNTING FOR
NONPURCHASED GOODWILL

A chapter is devoted to present prac-
tices of accounting for internally gen-
crated goodwill and the conclusion is
that “neither the valuc of nonpurchascd
goodwill nor expenditures incurred to
create goodwill should be capitalized
and amortized against futurc carnings.”
It is conceded that certain current ex-
penditures for product development,
advertising and similar expenses do in
fact benefit future periods, but there
arc insurmountable problems in identi-
fying which expenses, the extent of the
benefits or the periods over which they
should be amortized.

‘The authors cxplore briefly the con-
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cept that total goodwill of the business
enterprise might be recorded on the
balance sheet and amortized to income.
With respect to this proposition they
conclude that it represents an ‘“unten-
able position that the continually chang-
ing composite opinion of investors as
related to the prospective earning
power of a business should be capital-
ized by the business and amortized as
a reduction of the earnings being
cvaluated. Such a procedure would
introduce investor opinions of values
into financial statements which are de-
signed to furnish information which
investors use in arriving at their opin-
ions.”

While the present practices of ac-
counting for nonpurchased goodwill
are considered sound and responsive
to the purposes of financial state-
ments, the present practices of account-
ing (or not accounting) for goodwill
purchased in merger transactions
present problems of scrious propor-
tions.

GOODWILL AND ACCOUNTING
FOR MERGERS

Accounting for thc merger of two
business enterpriscs almost invariably
involves the question of goodwill—
unless the merger is treated as a pool-
ing-of-interests, in which case there is
really a “non-accounting” for goodwill.

In chapter 4 of the research study,
the history and evolution of accounting
for business combinations is traced.
The past twenty years have scen «
fantastic growth in business acquisi-
tions and mergers, and a rapidly-ac-
celerating deterioration in the “pooling-
of-interests” method of accounting for
stock exchanges. The pooling-of-inter-
ests concept arose just prior to 1950
as_the logical treatment for a true cco-
nomic merger of two substantial enter-
prises where neither could be con-
sidered to have “acquired” the other.
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Pooling of interests, originally con-
ceived as a permissive mcthod having
limited application, rapidly developed
into a popular alternative to purchase
accounting. Many factors contributed
to this—the more stringent require-
ments on accounting for goodwill in a
purchase, increased usc of common
stock in an inflationary ecconomy, and
the advantages of tax-free exchanges of
stock. Under these pressures, the
criteria originally specificd for poolings
of interest have virtually disappeared.
The last remaining criterion—issuc and
retention of voting sccuritics as the
exchange medium—can be circum-
vented by purchasing and issuing treas-
ury shares, by downstream mergers or
by limiting sale of shares reccived over
a two-ycar period.

The Heart of The Pooling Con-
troversy. In recent years the problems
of pooling accounting and the illogical
answers they frequently produce have
brought it under increasing criticism.
The principal reason both for the popu-
larity of pooling and for its problems is
that it climinates the need to account
for goodwill and unrecorded tangible
asset values. Pooling accounting cffec-
tively writes off these valucs against
capital surplus without requiring a
journal entry to do so.

At the heart of the pooling contro-
versy is the question as to whether
business combinations with stock differ
in substance from those with cash. The
authors have prepared a summary of
the arguments on both sides of the
question, and in studying these argu-
ments they have considered Account-
ing Rescarch Study No. 5 (“A Critical
Study of Accounting for Business
Combinations™) by Arthur Wyatt pub-
lished by the AICPA in June 1963.
They reach the same conclusions as
did Wyatt—that substantially all busi-
ness combinations today arc exchange
tr i panies of dis-
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proportionate size with a rather clearly
discernible continuing entity, and that
pooling of interests accounting is not
appropriate for such exchange trans-
actions. They further find no significant
difference in substance between busi-
ness combinations effected by stock
and those effected by cash, and, absent
any substantive difference in the na-
turc of the transaction, they find no

1y that the shares issued in a business com-
bination effected by stock should be ac-
counted for in the same manner as shares
issued for cash, plant, or any other prop-
erty—at the fair value of the considera-
tion given or the fair value of the assels
received, whichever is more clearly in
cated. When stock is issued for the busi-
ness and assets of a going concern, the
value of the business and assets will or-
dinarily be measured by the market price
of the stock issued (when a market cx:sls),

dificd for i resulting from in-

reason for differences in ing.
Their reasoning is best expressed in
their own words:

We conclude that the proper account-
ing for business combinations is to be
found in the gencral concepts underlying
purchase accounting rather than in those
underlying pooling of interests accounting.
The form of consideration most often rc-

vestors' appraisal of advantages arising out
of the combination. Regardless of the for-
mulas managements use in setting the
terms of a combination, values as estab-
hed in the market are exchanged and
must be considered in establishing those
terms,

Income tax statutes do not establish
sound accounting principles. The fact that
an may be “tax-free”

sults from { and

of the 3 but tl\ls
prefcrcncc does not change the facts re-
lating to the fair presentation of financial
position or results of opcrations.

No justification exists for the argument
that nothing has really happened to the
assets and businesses of two companies
when stock has been exchanged in a busi-
ness combination—a contention which
proponents of pooling of interests advance
as support for combining existing assct,
linbility, and equity accounts. There are, in
fact, changes. As cxnmplcs, the asscts of
the continuing company increase; man-
agement organizations change, often to a
considerable degree; the terms of linbilities

for income tax purposes should not con-
trol the accounting for financial statement
purposes. Incidentally, the term “tax-frec”
as used for an exchange is a misnomer,
since tax effects may arise later for both
partics to the transaction,

The only significant difference between
using stock and cash to effect a business
combination is that cash represents a dis-
tribution of existing resources of the con-
tinuing_entity and stock does not. This
distinction appears to be of limited im-
portance in determining the proper ac-
counting for business combinations, since
it is just as important to account for the
value of stock issued as for the value of

and debt may change; and prod op-
crations, and marketing policies may
change greatly. Many of the changes are
inherent in the conditions which moti-
vated the business combination.

In business combinations effected by
stock, the stockholders of the absorbed
company switch their investment to a com-
bined company, with the same effect as if
they were to sell their stock and reinvest
the proceeds in stock of another company.
In cither an exchange or sale of new stock,
the total assets differ. The substance of n
stock-for-stock combination is not a mere
exchange of ownership shares, rather, new
stockholders are brought into a company
through issuing shares for the asscts and
business that the stockholders owned. Thus,
the transaction transfers asscts from onc
entity to another.

‘The evidence and realities indicate clear-

The authors concede that there may
be a relatively few business combina-
tions where the constituent companies
are so similar in size and integration of
management that ncither can be termed
the “survivor,” Under these conditions
they belicve that the answer lies in a
new basis of accountability for the
assets of both companics,

THE COST OF PURCHASED GOODWILL

The study devotes a chapter to the
method recommended for determining
the cost of purchased goodwill—it is
the amount by which the aggregate

ation paid the fail
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value of the nct tangible assets re-
ccived. In mergers involving the issue
of sharcs, the amount of the considera-
tion “should ordinarily be measured by
the fair valuc of the stock issued, as de-
termined at the date the agreement on
final terms is reached. . . . Although
the valuc of the consideration given
may vary depending on the seller’s
preference as to form . . . market price
docs in fact represent the value of the
consideration agreed on by the buyer
and seller in the transaction and is the
value for which an accounting must be
made.”

Once the price paid to acquire a
business has becn determined, the total
must then be allocated (a) to the
separable resources and property rights
and (b) to goodwill. The study con-
cludes that the economics of a merger
are such that there must be accounting
recognition of the fair value of tangible
or separable intangible asscts acquired.
These fair values ordinarily would be
factors in the price paid and recording
such fair values is essential to proper
measurement of future income. The
balance of the purchase price would
be allocated to goodwill. This conclu-
sion is consistent with the concept that
goodwill is the valuc of a business
enterprisc over and above the value of
the separable resources and property
rights required for its operation.

ACCOUNTING FOR
PURCHASED GOODWILL

Having cstablished the premise that
substantially all busincss combinations,
whether cficcted by stock or cash, re-
sult in the purchasc of goodwill, chap-
ter 8 of the study moves to the matter
of accounting for the purchase. Present
practices arc summarized (including
the *“non-accounting” inherent in pool-
ings), cvaluated and found to be in-
consistent with the objectives of finan-
cial statements.
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Those who support the recording of
purchased goodwill as an asset arguc
that “an cxpenditure has been made, a
portion of it identified as goodwill, and
accounting recognition of the goodwill
value as an asset is appropriate.” If,
however, the function of a balance
sheet is to report the separable re-
sources and property rights committed
to the business, what purposc does re-
cording this assct serve? It is generally
understood that a balance sheet does
not purport to reflect the intangible
values of the business. In any cvent the
amount recorded represents only that
part of goodwill attributable to the
acquired business, and not the total for
the combined enterprise. Furthermore,
this amount almost immcdiately begins
to losc identity and significance as the
investors commence to create new
goodwill values based on subsequent
operations of the combined companies.

Amortization of Goodwill. Many of
those who advocate recording of good-
will as an asset would also argue that
it should be amortized by periodic
charges to income. Presumably such
amortization to income would be ap-
propriate because (a) the goodwill has
an estimated uscful life or (b) it repre-
sents the cost of specific future earn-
ings. However, unless the concept that
goodwill actually has an estimated
period of existence is valid, then amor-
tization is arbitrary and thus poten-
tially misleading. The study earlier
specified three characteristics of good-
will which bear on this question:

1. Goodwill is a value which attaches
only to a business as a wholc; it has no
specified term of existence as do certain
property rights.

2. The value of goodwill may, and does,
fluctuate suddenly and widely becausc of
the_innumcrable_factors—factors _affecting
carning power or investor opinion about
carning power—which influence that value,
Goodwill value may rise, fall, expire, and
be recreated by those factors many times
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and in unpredictable ways during the life
of a business.

tangible asscts? In the one case the
goodwxll paymcnts represent a variety

3. Goodwill value is not or
used in the production of carnings as are
the separable resources and property rights

ss. Rather, goodwill is the re-
s or the expectation of them,
value fluctuates as earnings and
expectations of carnings vary, Changes in
the value of goodwill cannot be associated
with the revenue of any period nor can
they be assigned to a period on a rational
or systematic basis.

A carcful consideration of these char-
acteristics indicates that goodwill can-
not reasonably be evaluated in terms
of cither an unlimited life or a measur-
able estimated limited life,

The study also finds amortization of
goodwill inconsistent with (hc objec-
llvc: of ial
“a charge to income for goodwill. . . .
reduces the uscfulness of the income
statement to the investor who uses that
statcment to appraise the value of the
business. Measurements arc impaired
if the values being measured are
allowed to affect the measuring de-
vice.”

Contradiction in Accounting for Pur-
chased and Nonpurchased Goodwill.
Finally the argument is made that ac-
counting should be consistent for all
goodwill — whether purchased or in-
ternally gencrated. The present practice
of writing off current expenditures for
internally generated goodwill (as op-
posed to recording them as assets to
be amortized) has general approval.
The practical effect of, say, developing
a new product is that tangible assets
are expended and written off in order
to obtain the intangible benefit of fu-
turc carnings. The stockholder has
agreed to reduce the tangible asset
value of his investment in return for
Juture profits. Does not the stockholder
do the same thing when his company
acquires another business for an
amount exceeding the value of the

of tr over the
life of the business. In thc other case, a
lump sum is identifiable with a specific
entity acquired as a unit. The purposes
and nature of the payments, however,
arc essentially the same.

With respect to present practices, the
study concludes the practical argu-
ments advanced for capitalizing pur-
chased goodwill as an asset and
amortizing it to income are not valid.
Further, it concludes that present
practices of accounting for internally
gencrated goodwill are sound, and,
since all goodwill has the same char-
acteristics, there is no justification for
significant differences in accounting for
it

Proper Accounting for Purchased
Goodwill, The authors recognize, how-
cver, that the purchase of goodwill in
a business combination is a significant
fact and that it must be accounted for.
They belicve that the method most re-
sponsive to the objectives of financial
statements is to reflect goodwill as a
reduction in stockholders’ equity, either
as a direct write-off to surplus or as a
continuing deduction from stock-
holders’ equity in the balance sheet.
‘They rcason as follows:

Thus, amounts mld for goodwﬂl in a
business
ments of a poruon of n company's rc-
sources (or in a business combination
effected by stock, a portion of the value
of the stock issued) in anticipation of
future carnings. The disbursement of re-
sources reduces the stockholders' equity in
a company's separable resources and prop-
erty rights by a corresponding amount, and
accounting for purchased goodwill as a re-
duction in stockholders’ equity evidences
that fact.

If goodwill is accounted for as a re-
duction in stockholders’ equity, the bal-
ance sheet would provide, subject to the
limitations of the cost basis, information
regarding values of the separable resources
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und property rights of the continuing bu
ness—an objective of the balance sheet.
“That information would not be confused,
as it would be by injecting the particular
goodwill value of a segment of the busi-
ness at a point in time—a value which no
longer cxists, perhaps, as a part of the
overall goodwill value of the business.
Similarly, the record of carnings of the
business mportant yardstick which in-
vestors usc in assessing the value of the
business as a whole, would not be affected
by amol ation of that very value.

‘THE NEED FOR AN ANSWER

As might be expected in a problem
as complex as goodwill, most of the
members of the project advisory com-
mittee found the study to be contro-
versial—as will most of its other
readers. Importantly, however, none of
them disagreed with the urgent need
to deal with the weaknesses inherent in
pooling-of-interests accounting.

George Catlett and Norman Olson
have provided a rational, thoughtful
inquiry into the naturc of goodwill,
and, based on their assumptions as to
the objectives of financial statements,
have proposed solutions to accounting
for goodwill which they believe best
meet these objectives. Their solutions

are provocative, well-supported and de-
serving of study. The most contro-
versial aspect undoubtedly will be the
proposal to reflect purchased goodwill
as a reduction of stockholders’ equity.
Strangely enough, many accountants
who will throw their hands up in horror
at such a suggestion, will nevertheless
approve pooling accounting which ac-
complishes the same objective without
even disclosing the amounts involved.

All are urged to read this research
study carefully and objectively. As a
minimum, it represents a solid be-
ginning in the arduous process of finding
logical answers to the problems of ac-
counting for goodwill. It is clear, how-
cver, that those answers will not be
found in historical literature, but rather
in looking forward first to defining the
purposes and objectives of financial
statements and thereafter the goodwill
trcatment appropriate to these pur-
poses and objectives. Most important-
ly, the accounting prescribed for good-
will must be logical and understand-
able to the busincss community—which
means that it must accord with the
cconomic realitics of business combina-
tions.

THE UNDERLYING MOTIVE FOR
INFORMATION DISCLOSURE
‘There appear to be two divergent views on information disclo-
sure. Some sce it as an effort to achieve a higher price for a com-

pany’s stock. Others see it a:
facts about the company,
products.

1 effort to tell investors the essential
s management, its finances, and its
On the surface, it might seem that the first view is cyni-

cal and the sccond naive, and that the best practical approach

lies somewhere between the two.

But at the (New York Stock)

Exchange we are convinced that the second view is actually the
highly sophisticated one. We have observed that this is the ap-
proach used by the most reputable, most hard-nosed-and most

successful-corporations in the coi

untry.
ation Disclosure: What and When?”

ssion.



