CHAPTER 1

UNDERSTANDING THE ISSUES

. (@) horizontal combination—both are marine
engine manufacturers

(b) vertical combination—manufacturer buys
distribution outlets

(c) conglomerate—unrelated businesses

. By accepting cash in exchange for the net as-
sets of the company, the seller would have to
recognize an immediate taxable gain. However,
if the seller were to accept common stock of
another corporation instead, the seller could
construct the transaction as a tax-free reorgani-
zation. The seller could then account for the
transaction as a tax-free exchange. The seller
would not pay taxes until the shares received
were sold.

. ldentifiable assets (fair value)......... $600,000
Deferred tax liability
($200,000 % 40%)....veeveeneeeennee. (80,000)
Net assets......ccocvveveriiieeeiieeee $520,000
Goodwill

[($850,000 — $520,000) + 60%].. $550,000
Deferred tax liability

($550,000 X 40%).........rvveeeee., (220,000)
Net GOOAWIll......vveoereereereeeeeree. $330,000

. (@) The net assets and goodwill will be
recorded at their full fair value on the books
of the parent on the date of acquisition.

(b) The net assets will be “marked up” to fair
value and goodwill will be recorded at the
end of the fiscal year when the consoli-
dated financial statements are prepared
through the use of a consolidated work-
sheet.

. Puncho will record the net assets at their fair

value of $800,000 on its books. Also, Puncho
will record goodwill of $100,000 ($900,000 —
$800,000) resulting from the excess of the price
paid over the fair value. Semos will record the
removal of its net assets at their book values.
Semos will record a gain on the sale of busi-
ness of $500,000 ($900,000 — $400,000).

6.

7.

Zone Group Cumulative
Analysis Total Total
Priority $ 20,000 $ 20,000
Nonpriority 500,000 520,000

(a) This price exceeds the fair value of all ac-
counts and allows for goodwill.

Current assets (fair value)............... $120,000
Land (fair value)..........ccccceevieennnnen. 80,000
Liabilities (fair value)............cccco..... (100,000)
Building & equipment (fair value).... 400,000
Customer list (fair value)................. 20,000
GoodWill....ccoeeiiiiiiiieee e 280,000
Extraordinary gain........................... —
$800.000

(b) This price is a bargain. The nonpriority ac-
counts are discounted. There is $430,000
($450,000 — $20,000 to priority accounts)
available to be allocated to these accounts.

Current assets (fair value)............... $120,000
Liabilities (fair value)........................ (100,000)
Land [(80 + 500) x $430,000].......... 68,800

Building & equipment

[(400 + 500) x $430,000]............ 344,000
Customer list [(20 + 500) x $430,000] 17,200
GoodWill.....coeeeeeieeeiiiiiii —

Total.....oo $450,000

(c) This price creates an extraordinary gain.
Only priority accounts are recorded.

Current assets (fair value)............... $120,000
Liabilities (fair value)...........ccccc.c.... (100,000)
Building & equipment

(no amount available)................. —
Customer list

(no amount available)................. —

GoodWill....cooeeeiiiiiiiie e —
Extraordinary gain..........ccccccceeeeen. (5,000)
Total.ooeeeee $ 15,000

(a) Direct cost—Included with the price paid to
assign values to net assets, and possibly to
goodwill.



(b)

Direct cost—Included with the price paid to
assign values to net assets, and possibly to
goodwill.

Direct cost—Included with the price paid to
assign values to net assets, and possibly to
goodwill.

Issue cost—Deducted from the amount as-
signed to stock issued in the combination.
Indirect cost—Expensed in the current pe-
riod.

Additional goodwill is recorded because the
target was met. The entry would take the
following form:

Goodwill (fair value of stock issued)
Common Stock (par value of stock is-
sued)
Paid-In Capital in Excess of Par (fair
value of stock issued minus par value)

(b) In this case, the paid-in capital in excess of

par account is reduced for the par value of
the additional shares to be issued. The fair
value of the stock originally issued is being
devalued.

The entry would take the following form:

Paid-In Capital in Excess of Par (par value
of additional shares issued)
Common Stock (par value of additional
shares issued)



EXERCISES

EXERCISE 1-1

Current-year income using the purchase method:

Combined Net Income
Year Ended December 31, 20xx

Sales [$800,000 + (1/2 x $500,000)].....cuveeerieeireeecrie e e e e $1,050,000
Less:
Cost of goods sold [$400,000 + (1/2 x $300,000)]......ccererererareranerenieeeen 550,000
Operating expenses [$150,000 + (1/2 x $75,000)].......ccccevvveeieeiieereeireenen. 187,500
GoodWill @amOrtiZatioN™.......coeeeee s 10,000
Other expenses [$50,000 + (1/2 x $25,000)].....ccccceeiimrreeeeeeeeiiiiieeeee e 62,500
[N L=y AT ToTo] 3 0 1= TN $ 240,000
*Purchase price.......ccccceeeeeeeeeecccciiiennee. $ 400,000
Book value of net assets..........ccc........... 200,000
GoodWill.....oeeiiiiiiiie e $ 200,000
Divide by.....ccciiiiii +10 years
Amortization amount...........ccceeeeeeeeeeenn.. $ 20,000 Y year=$10,000

Current-year income using the pooling method:

Combined Net Income
Year Ended December 31, 1998

Sales ($800,000 + $500,000).......ccueiiiiieiiieeiirieereeeereeeetee e $1,300,000
Less:
Cost of goods sold ($400,000 + $300,000).........c.cccceueeeevreirreiecreereeieeeeeneen 700,000
Operating expenses ($150,000 + $75,000).........cccccceveeeirieeiiieeeirieeeiee e 225,000
Other expenses ($50,000 + $25,000)..........cceiiiiuieeeiiiieeeeiiiee e 75,000
NELINCOME.... .o e e et e e e e et eeeeaean $ 300.000

(1) CUITENE ASSELS. ... i 100,000
156 T o o PSR 75,000
=TT o 113 Vo TSRS 300,000
Lo U] ] 0 0= o | SRR 275,000
€T Yo 11/ | | PSR 167,000

IR F= o1 [ =T TR 102,000

Cash (includes direct acquisition COStS)...........ccccuiieeieeiiiinnnne. 815,000



Exercise 1-2, Concluded

(2) CaSh...eeeee e, 800,000
= o (=TT 100,000
Accumulated Depreciation—Building............coceiiiiiiiiiiiiiis 200,000
Accumulated Depreciation—Equipment............ccceeviiiiiiienieeeiiinnnn, 100,000

CUMENE ASSELES...ue e
172 o Lo T TS
=W o [T o o P
EQUIPMENT....coe e
Gain on Sale of BUSINESS........cooovvveiiieiiee e

Note: Seller does not receive direct acquisition costs.

(3) Investment in Cardinal Company.........ccceeeeeiiiiiiiiiiiiiieeeeeeeeee e 815,000

80,000
50,000
450,000
300,000
320,000

815,000

Note: At year-end, Cardinal would be consolidated with Benz, as explained in Chapter 2.

EXERCISE 1-3

07 1] SO PRESRR 100,000
10122 o] (o] Y25 250,000
EQUIPMENT. ... e 220,000
156 T o o 1SR SPRRRRR 180,000
BUIIAINGS. ..o e e e 300,000
Discount on Bonds Payable.............oooiiiiiiiiiiiiieeeeeeeee e 140,000
L€ T T 111/ | SO PRRRRR 665,000
Current Liabilities. ........oooiiiiiieiie e
Bonds Payable..........oouiiiiii e
ComMMON STOCK......cciiiiei i e eeaeea
Paid-In Capital in Excess of Par..............vviiiiiiiiiiiiceeeeee e,
G AN e
*Total consideration:
Common stock (60,000 shares x $20)..........cccceveeeeeiiiiieeeeeeecireeee. $1,200,000
Direct acquisition COSIS.........ciiiiiiiiiecc e 25,000
PriCe PaAid.....ccoo i
Less fair value of assets acquired:
SN e ——— $ 100,000
INVENTOY ... 250,000
Current Iabilities. .........ooviiiii (80,000)
Bonds payable.............ccoooiiii (410,000)
EQUIPMENt. e 220,000
6= T o o PR 180,000
BUIIAINGS. .o 300,000
Value of assets aCqUIred...........uuuueeueuiiiiiicce e,
Excess of total cost over fair value of assets..........c..cccevveveviiiicciinn

**Cash accounts in this entry may be shown as a net amount.

80,000
550,000
300,000
900,000

25,000

$1,225,000

560,000
$ 665.000



Exercise 1-3, Concluded

In a purchase, assets acquired and liabilities assumed are recorded at fair value. Direct acquisition
costs are added to the total purchase price of the acquisition. As an end result, the direct acquisition
costs are assigned to Goodwill or to the value of the separable assets in a bargain purchase.

General EXPENSE.......ccooeeiiieeeeeeeeeeee 30,000
CaSN.ccceeeee e ————— 30,000
Indirect acquisition costs are expensed.
Paid-In Capital in Excess of Par...............ovvviiiiiiiiiiicccccceeeeeeenn, 10,000
O 1] o TSRS 10,000

In a purchase, the costs to register and issue stock are treated as a reduction of the amount re-
ceived for the stock.

EXERCISE 1-4

Pro Forma Income Statement
Year Ended December 31, 20X2

SIS e e $700,000
Less:
Cost of goods sold ($340,000 + $25,000).........ccccecumreeeeicrireeeeeiieeeeeeeireeenn. 365,000
Operating expenses ($185,000 + $5,250%)........ccccccvvieiieeiiieeiieeie e 190,250
Other EXPENSES. ... 50,000
L=y QT g ot ] o 1= TSSO $ 94,750

*Operating expenses had the following adjustments:
Depreciation expense:

Equipment ($30,000 + 20 YEAIS).......c.ueeeeeeeeeeeeeeiee e $ 1,500
Buildings ($75,000 + 20 YEAIS)......ccueeieeeirieeieeeieeeieestieesieeeeee e snee e 3,750
Total adjUSTMENTS.......ooiiiii e $ 5250

EXERCISE 1-5

Purchase Price:

(0= 1] o T PP P PP OUPPPTOUPPR $180,000
Direct acquisition COSES INCUIMEd..........ccccuuuiiiiiiiiiiiieeeee e 10,000

Total PUICRASE PFICE......ccei e a e e e e e e e e e e e e e e e e e e e eas $190,000



Exercise 1-5, Concluded

Group Cumulative

Zone Analysis Total Group Total
Priority @aCCOUNtS.........cocoiiiiiiieieeeee e $140,000 $140,000
NoNPriority aCCOUNtS........uuuiiii i 55,000 195,000
Price paid..........ooooiiieeeeee e $190,000
ASSIgN 10 PriOFIY....ceeeeiee e 140,000
AsSSIgN t0 NONPIIONLY...ccvveie i, 50,000
GOOAWIL. ..o —
Extraordinary gain.........cccueeeiiiiiiiii —
Journal Entry:
ACCOUNtS RECEIVADIE™.........e e 200,000
INVENTIOTY™ ... . ————— 270,000
Equipment [(40 + 55) x $50,000].......ccccuveiiiieaiieeiiee e 36,364
Brand-Name Copyright [(15 + 55) x $50,000].........cceeeeiiiiiiiieeeeeeiieeeen. 13,636

(O 1] o OO PRPRR 190,000

Current Liabilities™.......cuoieeii e 80,000

Mortgage Payable™...........cccccci 250,000
*Fair value
Dr = Cr CheCK @mOUNTS........ccoiiiiiiiiiiee et aeeee e 520,000 520,000
AcCqUISItion EXPeNsSe™ ... .o 15,000

7= 1] TSRS 15,000
**Indirect acquisition costs

EXERCISE 1-6
Purchase Price:
7= 1] PRSP PSERR $125,000
Direct acquisition COStS INCUMEd..........cccccuuuiiiiiiiiiiieeieeeeeeeeeeee e 10,000
Lo = 1 10T o] F= 1T o] 4 o U $135.000
Group Cumulative

Zone Analysis Total Group Total
Priority @aCCOUNtS.........cocoiiiiiiieiiceeee e $140,000 $140,000
Nonpriority aCCOUNTS..........coooiiiiiiiiiieeeeees 55,000 195,000
Price paid..........cooouuiiiee e $135,000
ASSIgN 10 PriOFitY.....cceeeee e 140,000
ASSIgN t0 NONPIIONTY.....cceiiiiiiiiiiii e —
GOOAWIL.....coiiiiee e

Extraordinary gain.............oooooiiiiiiiiii e 5,000



Exercise 1-6, Concluded

Journal Entry:

Accounts ReCEIVADIE™............ooiiiie e 200,000
IV OrY ™ ... 270,000
7= 1] o TSRS 135,000
Current Liabilities™. ... .con oo 80,000
Mortgage Payable™..........oo i 250,000
Extraordinary Gain............ooocuiiiiiiei i 5,000
*Fair value
Dr = Cr CheCK @mMOUNLS........ccoooiiiieee e e 470,000 470,000
Note: There is no amount available to allocate to the nonpriority assets (equipment and brand-name
copyrights).
ACQUISItiON EXPeNSE™ .. ..o 15,000
(7= 1] o TS SERRR 15,000

**Indirect acquisition costs

EXERCISE 1-7

Purchase Price:

(07 1] o PP PPOPPPPPPT $400,000

Direct acquisition COStS INCUMEd..........cccccuuuiiiiiiiiiiiieeeeeeeeeeeee e 18,000

o)z 1 10T o] F= 1T o] 4 o U $418.000
Group Cumulative

Zone Analysis Total Group Total

Priority @CCOUNES.........eeiiiiiiiciiie e $ 28,000* $ 28,000

Nonpriority aCCoOUNtS...........oooiiiiiiii s 500,000 528,000

PriCE PAId.. ..o eeieiiiie e e $418,000

ASSIgN 1O PrIOMILY...cceeiiiiiiiiiiiee e 28,000

AsSign to NONPIIOKLY......uueiiieiieece e, 390,000

GOOAWIlL...ceeee e —

Extraordinary gain..........ccueeeiiiiiiii —

*$120,000 current assets — $92,000 liabilities

Assignment and Allocation Schedule

Allocated or

Fair Amount to Assigned
Nonpriority Accounts Value Percentage Allocate Amount
Land.....ccoveeeeeeieeee e $ 80,000 16% $390,000 $ 62,400
Buildings (net).........coovvvvvvviieiiiiieen 250,000 50% 390,000 195,000
Equipment (net).......ccccovveeeiiiiiiie 150,000 30% 390,000 117,000
Patents......oeeeiiiiiii 20,000 4% 390,000 15,600

Total nonpriority accounts................. $500,000 100% $390,000




Exercise 1-7, Concluded

Journal Entry:

CUITENTS ASSBES™ ... et e e s 120,000
Land (from SChedUI).............ueiiiiiiii e 62,400
Buildings (net) (from schedule)..........cooooviiiiii, 195,000
Equipment (net) (from schedule).........ccccvvvviiiiiiiiiiii 117,000
Patents (from schedul@)............oooiiiiiii e 15,600
(7= 1] o TS RERRR 418,000
LiabiltiES™. . 92,000
*Fair value
Dr = Cr CheCK @mMOUNTS........cciiiiiiiiciiee ettt e e sntee e srae e e e nneeee e 510,000 510,000
ACQUISItION EXPENSE™ ™ ... 5,000
{072 1= o TR TR 5,000

**Indirect acquisition costs

EXERCISE 1-8

Purchase Price:

AN e $ 5,000

Direct acquisition Costs INCUIMTEd..........coovviiiiiiiii i 18,000

Total PUIChASE PFICE.......coi i a e e e e e e e e e e e e e e e e e e e ens $23.000
Group Cumulative

Zone Analysis Total Group Total

Priority @aCCOUNtS..........ccooiiiiieiciicieee e $ 28,000 $ 28,000

Nonpriority aCCOUNtS..........cooiiiiiii s 500,000 528,000

PriCE Paid.......cvveeeeeeiieee e $ 23,000

ASSIgN 10 PriOFY....coeeeiii e 28,000

ASSIgN t0 NONPIIONILY.......eeiiiiiiieeeeeeee e —

GOOAWIlL.....ceeee e —

Extraordinary gain............ouueciiiiii i 5,000

Journal Entry:

L0101 (=) ) AT 1< £ ST 120,000
a8 s 23,000
[P o1 L (=T 92,000
EXtraordinary Gain............eeeeeeiiiiiiiiiiieiieeeeeee e 5,000
*Fair value
Dr = Cr CheCK @mMOUNTS........cciiiiiiiiciiiee ettt et e e srae e e snneeee e 120,000 120,000
Note: There is no amount available to allocate to the nonpriority assets (land, buildings, equipment, and
patents).
Acquisition EXPeNSe™ ..o, 5,000
| OF= 1= o TR 5,000

**Indirect acquisition costs



EXERCISE 1-9

(1) PUMCNASE PrICE.....eee et e e $600,000
Fair value of net assets other than goodwill...............ccooi, 400,000
(€70l 1T/ | SRR $200,000

The estimated value of the unit exceeds $600,000, confirming goodwill.

(2) (a) Estimated fair value of business units..............ccccocciiiiiiiiiiiiiicee, $520,000
Book value of Anton net assets, including goodwill............................. $500,000

No impairment exists.

(b) Estimated fair value of business units..........ccccccooiiiiiiiiiiis $400,000
Book value of Anton net assets, including goodwill.................c............ $450,000
Estimated fair value of business units...........ccooouviviiiiiiiii e $400,000
Fair value of net assets, excluding goodwill..............ccccceeeiiiiiiiiinnennnns 340,000
Re-measured amount of goodwill..................cooiii, $ 60,000
EXiSting gOOAWIll......ccooiiiiieiee e 200,000
IMPAIMMENT IOSS......eiiiiiiiiiiiieeee e $140,000

EXERCISE 1-10
Machine = $200,000

Because goodwill (excess of total cost over the fair value of the net assets acquired) resulted from the
purchase, the purchase asset may be recorded at its appraised value.

Deferred tax liability = $16,800

In this tax-free exchange, depreciation on $56,000 ($200,000 appraised value) — ($144,000 net book
value) of the machine’s value is not deductible on future tax returns. The additional tax to be paid as a
result of Lewison’s inability to deduct the excess value assigned to the machine is $16,800 ($56,000 x
30%).

Goodwill = $116,800 (net of deferred tax liability)

$800,000 - ($700,000 — $16,800)

Recorded as:

GoOdWill ($116,800 + 70%0)...ecueeeeieeeeeireeeeieeeeiee e et e e e ereee e s e eneeeesneeeesneee e $166,857
Deferred tax liability (30% X $166,857)......c.cccceeiiiieiiieiieeiee e (50,057)

Net Of tax GOOAWIIL.........oiiiiiiie e $116,800



APPENDIX

EXERCISE 1A-1

(1) Calculation of Earnings in Excess of Normal:
Average operating income:

20X e $ 90,000

20X 2. 110,000

20X 3. e 120,000

20X4 (subtract $40,000)........ccccccevvveecrieecnrenne. 100,000

20X e 130,000

$550,000 + 5 years =
$110,000
Less normal return on assets:

Accounts receivable...........ccooooiiiiiiiiiii $100,000

INVENTONY.....coeeeeee e 125,000

6= T 100,000

BUIldiNGS....ccoiiiiieiieee e 300,000

Equipment.......... 250,000

Fair value of total assets..........ccoeeeeeeeeeeieeeeeeeeeeenn, $875,000

Industry normal rate of return..............coooee. X 12%
Normal return on assets........c..cceevevviivneeinnnnenn. 105,000
Expected annual earnings in excess of normal........... $ 5,000

(@) 5 x $5,000 = $25,000 Goodwill
(b) Capitalize the perpetual yearly earnings at 12%:

Yearly excess earnings

Goodwill = TR
Capitalization rate

_ $5,000
0.12
= $41.667

(c) Present value of a $5,000 annuity capitalized at 16%. The correct present value factor is
found in the “present value of an annuity of $1” table, at 16% for 5 periods. This factor multi-
plied by the $5,000 yearly excess earnings will result in the present value:

3.2743 x $5,000 = $16.372

(2) The goodwill recorded would be $25,000. The journal entry would be:

Accounts Receivable..........ccoovveeiiiiiieeeeeeeen, 100,000
INVENTONY ... 125,000
Land.. .o 100,000
BUIIINGS....eeiiiccceeee e 300,000
Equipment..........eiii 250,000
(€T oTo o 11/ 1| 25,000

Cash......oe 900,000



(@)

(b)

PROBLEMS

PROBLEM 1-1

Ch. 1—Problems

Purchase price $500,000
Group Cumulative
Zone Analysis Total Total
Priority aCCoUNtS..........ccccuvveeiiiiiee e $ 9,000 $ 9,000
Nonpriority @CCOUNES.........ccooiiiiiiiiiiiieeeeee e 348,000 357,000
Price Analysis

Price Paid.......c..oeiiiiiiie e $500,000
Assign to priority aCCoUNts............uuuvieiiiiiiiiiiiiiiiiiieeee, 9,000
Assign to nonpriority aCCOUNtS............ceevvvviiiiiiiiiiieennen. 348,000
GOOAWIL....oeeeeieeeee e 143,000
Extraordinary gain...........cooeuvvviiiiiiiiiiiiieiieee e 0
Journal Entry:
Accounts ReCEIVADIC.........ccouieeeeee e 79,000
INVENTONY ... e 120,000
Other CUIMENt ASSEtS. ... e 55,000
Equipment.......o 307,000
B = o 151 0= OO 27,000
R&D EXPENSE.....eiiiiiiiiiiiiiiiiee e 14,000
€T To o 17/ 1 R 143,000

(072 1= o 1 500,000

Current Liabilities. ......veeeeeeee e 145,000

Bonds Payable............oouiiiiiiii e 100,000
Dr = Crcheck amOUNtS...........uuuuiiiiiiiieeeeeee e e 745,000 745,000
Purchase price $250,000

Group Cumulative

Zone Analysis Total Total
Priority @CCOUNES.........ccovviiiiiie e $ 9,000 $ 9,000
Nonpriority aCCoUNtS.........cocvviiviiiiie e 348,000 357,000



Ch. 1—Problems

Problem 1-1, Continued

Price Analysis

Price Paid.......c..ooiiiiieeieeee e $250,000
Assign to priority acCounts.............uveveeiiiiiiiiiiiiiiiiieee, 9,000
Assign to nonpriority aCCoUNts.............eevvvviviiiiiiiieeeennn. 241,000
GOOAWIIl. .. 0
Extraordinary gain..........ccooouuviiiiiiiiiiiiii e 0

Journal Entry:

Accounts ReCEIVADIC........ccouieeeee e 79,000
INVENTONY ... e 120,000
Other Current ASSetS.........oiiieeiiiee e 55,000
Equipment. ... 212,606
B = o 151 0 1= O 18,698
R&D EXPENSE.....eeiiiiieiiiiiiiieee et 9,696*
Cash.. 250,000
Current Liabilities. ......oveeeeeeeee e 145,000
Bonds Payable............oouiiii e 100,000
Dr = Cr cheCK @amOUNtS............coeviiiieee e eeeaees 495,000 495,000
*R&D Expense was adjusted for rounding difference.
Allocation Tables
Allocation: __Asset _Percent__ To Allocate Amount
Equipment...................... $307,000 88.2184% $241,000 $212,606
Trademark............ccc....... 27,000 7.7586% 241,000 18,698
R&D...oovvieeeeeeeeeeeeeeeeeee 14,000 4.0230% 241,000 9,696*
Total....cccooevvvieee, $348,000 100% $241,000
*R&D Expense was adjusted for rounding difference.
Purchase price $5,000
Group Cumulative
Zone Analysis Total Total
Priority aCCOUNtS..........coccviiieiiiiiie e $ 9,000 $ 9,000
Nonpriority aCCOUNES.......ccoeeeiiiieeeeeeeeeee 348,000 357,000
Price Analysis
Price Paid.......c.covieiiiiee e $5,000
Assign to priority aCCOUNtS............uuuiiiiiiiiiiiiiiiiiiieeeeee, 9,000
Assign to nonpriority accounts.............cccoeeeiiiiiiieneen. 0
GoOdWIll......coe e 0

Extraordinary gain..........oooiiiiiiiii 4,000



Ch. 1—Problems

Problem 1-1, Concluded

Journal Entry:

Accounts Receivable............cooouuiiieiiiieee e 79,000

INVENTONY ... 120,000

Other CUIMENt ASSEtS. ... et 55,000
(07T o T 5,000
Current LiabilitieS.......coooueiiieieee e 145,000
Bonds Payable............ooii 100,000
Extraordinary Gain..........cccccoeeiiiiiiiiiiee e 4,000
Dr=Cr cheCK amOUNtS...........cooiumiieee e e e 254,000 254,000

PROBLEM 1-2

Purchase Price: Verk Kent
Number of shares exchanged..............cooovrriiiiiiiiciccccr e, 30,000 15,000
Par value of a share of StocK...........coooevviviiiiiiiiiiiiieee $10 $10
Market value of @ share of StOCK...........cccuueeeeiiiiiciieeeeeeeeee e $40 $40
Market value of stock exchanged............ccccoeeiiiiiiiiiiiiiicecee e, $1,200,000 $600,000
Direct acquisition costs INCUITed...........ccccccuviiiiiiiiiiiiiiiieeeeeeeeeeee e 5,000 4,000
Total purchase PriCe........coooii i $1,205,000 $604,000
Verk Company Kent Company
Cumulative Cumulative
Zone Analysis Group Total Group Total Group Total Group Total
Priority accounts............ccoceeecvveennen.. $ 150,000 $150,000 $ 30,000 $ 30,000
Nonpriority accounts............cccccceeennes 750,000 900,000 480,000 510,000
Price paid........cccoueeeeiciieeceeeeee e $1,205,000 $604,000
Assign to priority........ccoeeevvieieeeeeennn. 150,000 30,000
Assign to nonpriority.........cccceeeveeennn. 750,000 480,000
GoodWill.......ovveeeeieeeeeiee e 305,000 94,000

Extraordinary gain............ccccvvviiiinees — —



Ch. 1—Problems

Problem

1-2, Concluded

Barker entry to record the purchase of Verk:
Accounts Receivable.................ccccoeiinn

10T o[ o To 1= T
Discount on Bonds Payable...............cccccccee
GOoOAWIll...coeeeeiieeeeeeee

Current Liabilities...........cceeveiiiiiiiiiiieeeees

Bonds Payabile...........ccccccoiiiiiis
Common Stock (30,000 shares x $10 par)

Paid-In Capital in Excess of Par.................

Barker entry to record the purchase of Kent:
Accounts Receivable..............ooveeiiiiiniiinnnnns

INVENLOIY ... e
Land.....oeeeeeeeeeeeeee
BUIldiNgS....ccoiiiii s
Discount on Bonds Payable...............cccccoeee
GoOoAWIll...coceeevieeeiieei
Current Liabilities.................ccoeeiiiiiiiis
Bonds Payable........cccccccoeiiiiiiiiiiiii e,
Common StocK.........eevveiiiiiiiiiiieee
Paid-In Capital in Excess of Par.................

Cash.
Acquisition EXpense............euuiiiiiiiiiiiiiieeeen
Cash..coeii e
Paid-In Capital in Excess of Par.......c..ccccccoeeee.
Cash...oo

To record issue and acquisition costs.

............................ 200,000
............................ 200,000
............................ 300,000
............................ 450,000
............................ 10,000
............................ 305,000

............................ 80,000
............................ 100,000
............................ 80,000
............................ 400,000
............................ 5,000
............................ 94,000

160,000
100,000
300,000
900,000

5,000

55,000
100,000
150,000
450,000

4,000

13,000

15,000



PROBLEM 1-3

Purchase Price:

Ch. 1—Problems

CaSN.cc e $730,000
Direct acquisition costs incurred...............ooeoeiiiiiiiiiiiiiiiii, 20,000
Total purchase PriCe.......uciiiiiiiiiiiiie e, $750,000
Group Cumulative
Zone Analysis Total Group Total
Priority @aCCOUNtS.........cccoiiiiiiieiiiiieeee e $ 95,000 $ 95,000
Nonpriority aCCOUNtS..........cooiiiiiii e 400,000 495,000
PriCE Paid.......ccuveieiieiiiee e $750,000
ASSIGN 1O PrIOMILY...cooieiiiiiiiiee e 95,000
ASSIgN t0 NONPIIOFLY.....cciiiiiieeee e 400,000
GOOAWIlL..... e 255,000
Extraordinary gain..........ccoeeeiiiiiiii e —
(1) Purchase entry:
Cash EqUIvValents..........cceuiiiiiiii e 100,000
Accounts RECEIVADIE.............ovieeiiee e 120,000
INVENTOTY ... 70,000
Property, Plant, and Equipment..........cccccoo e, 400,000
GOOAWIIL....cceeeeee e 255,000
Current LiabilitieS.........couuiiieeiiee e 30,000
Long-Term LiabilitieS........couvueeiiiiiieeeccee e 165,000
(7= 1= o 1 750,000

Less:

Cost of goods sold ($120,000 + $20,000)..........ccccuveeviueeeeirieeerieeeennee.
Other EXPENSES......ccee i,
Depreciation (1/20 of $400,000 market value).............ccccvveeeeeeeennnnn...
NELINCOME....eeee e

Combined Income

$ 200,000

(140,000)
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PROBLEM 1-4

Purchase Price: _Part1 _Part2
CaSN. e $385,000
Number of shares exchanged.....................coe oo, 20,000
Par value of a share of stock.............cccccveeeiiiiiiiiiec i, $10
Market value of a share of stocK..............ccccveeiiiiiiiiiiiiiiiinnnes $25
Market value of stock exchanged..........cccccoeoeeiiiiiiiiiiiiiniinnn, $500,000
Direct acquisition costs incurred..............ccoeeeiiiiiiiiiieiiiiiinnn, 0
Total purchase priCe.........oouvviiiiiiiiiiiieeccree e $500,000 $385,000
Group Cumulative

Zone Analysis Total Group Total
Priority @aCCOUNtS.........cccciiiiiieiiiiiieee e $260,000 $260,000
Nonpriority aCCOUNtS..........cooiiiiiiiii s 160,000 420,000
(1) Price paid........ccooueeeiiieee e $500,000

ASSIgN tO PrIOFILY....coeiiiiiiiiiiieiee e 260,000

ASSIgN tO NONPIIONILY.....eeiiiieeeee e 160,000

GOOAWIlL.....eee e 80,000

Extraordinary gain..........ooooiiiiiiii 0
(2) Price paid........ccooueeeieee e $385,000

AsSign to Priority.......ccccoeeeii 260,000

ASSIgN t0 NONPIIONILY.....ceieiiiieeee e 125,000

GoOodWIll......cooo 0

Extraordinary gain.........cccooovvvviiiiiiii e 0

Kent Corporation journal entries:

(1) Accounts Receivable.............uuuuviiiviiiiiiiiiiiiiieiiieeeeeeeeeeeeeeeee 50,000
1A NVZ=T o1 o] o PR 250,000
LaAN. . e 40,000
BUIIAING. ... 120,000
€Yo o 1771 80,000
Accounts Payable...........cccooiiii e, 40,000
COMMON SEOCK. .. et 200,000

Paid-In Capital in Excess of Par..........ccccooeiiiiiiiiiiiiiiiiiiiiinne, 300,000



Problem 1-4, Concluded
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(2) Accounts Receivable.............cccoooiiiiiiiiiiii 50,000
INVENTOIY ... 250,000
157= T o o 1S 31,250*
BUIIAING. ... 93,750*
Accounts Payable...........cccooeii i, 40,000
CaSh. e 385,000
*Allocation
6= T 0 To $ 40,000 25% x $125,000 = $ 31,250
Building..........cccccviiiinne 120,000 75% % $125,000 = 93,750
$160,000 100% $125,000
PROBLEM 1-5
Purchase Price:
Number of shares exchanged.............c.uueiiiiiii e 16,000
Par value of a share of StOCK..........cooovvuiiiiiiee e $10
Market value of a share of STOCK.............uuviiiiiiiiiicccce e, $265
Market value of stock exchanged............ccooo oo $4,240,000
Direct acquisition COStS INCUMEd..........ccccuuiiiiiiiiieeeeeeeee e 12,000
Lo = 1 10T o] F= TS TN o] 4 o = $4.252,000
Group Cumulative
Zone Analysis Total Group Total
Priority @CCOUNTS..........eiiiiiiiiiiie e $1,056,000* $1,056,000
Nonpriority accounts..............ccccooieees 1,911,875** 2,967,875
Price paid..........oooomieec e $4,252,000
ASSIgN 10 PrIOFIY....ceeeeeee e 1,056,000
AsSign t0 NONPIIONLY.....cvuiiiieieee e, 1,911,875
GOOAWIll....ceeee 1,284,125
Extraordinary gain.........ccceeeeiiiiiii 0
FINVESIMENTS... ..., $ 400,500
Accounts receivable (net)............iiiii 912,500
INVENTONY ... .o e e 1,200,000
Prepaid inSurancCe...........cccoveevvviciii e 18,000
Current liabilities............uuuiiiiii (1.475,000)
Total net priority @ssets..........cc.eeevveiiiiiiiiie e $1.,056.000
bl 1= o o S $ 70,000
Buildings (1.25 x $1,473,500)......cc.cccecueeeiieeeieeerieeeiee 1,841,875

Total nonpri

Ority @CCOUNTS......coeiiiiiie e $1.911.875
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Problem 1-5, Concluded
Journal Entry:
INVESTMENES. ...t e e e e e e a e e e e e 400,500
ACCOUNES RECEIVADIE. .....ccn e 1,250,000
A2 a1 o] o APPSR 1,200,000
Prepaid INSUrANCE...........oooiiiiiieeeeeeeeeeeeeeeeeeeee e 18,000
Land (fair VAIUE).......eeeeieeieieee e 70,000
Machinery and Equipment (125%)........cooeiciiiiiieiieee e 1,841,875
GOOAWIII™ ... e e e e e e e e e 1,284,125
Allowance for Doubtful ACCOUNTES.........c.uiviiviiiii e 337,500
CUIreNnt Liabilities. ...cce e 1,475,000
Common Stock (16,000 X $10)......ceeiiiiiiiieiiie e 160,000
Paid-In Capital in Excess of Par [(16,000 x $265) — $160,000]....... 4,080,000
Cash (direct acquisition COStS)........ccceeiiiiiiiiiiieeiiiiieee e, 12,000
*Excess of consideration over separate fair values.
PROBLEM 1-6
Purchase Price:
7= 1] PSR PPPPSERRR $580,000
Direct acquisition COSES INCUIMEd..........ccccuuuiiiiiiiiiiiiiieeieeeeeeeeee e 20,000
Total PUICRASE PrICE.....coceeeiieee et $600.000
Group Cumulative
Zone Analysis Total Group Total
Priority @aCCOUNtS.........cocoiiiiiieeceeeee e $(283,500) $(283,500)
NoNPriority aCCOUNS........uvuiii i 791,000 507,500
Price paid.........ccoooiiiiee e $ 600,000
ASSIgN 10 PriOrity......coooiiiiiie e, (283,500)
ASSIgN t0 NONPIIONILY.......eeiiiiiiiiieeeeee e 791,000
GOOAWIlL....coeeeeeee e 92,500
Extraordinary gain............ccceieiiiieee e 0
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Problem 1-6, Concluded

Journal Entry:

NOtES RECEIVADIE....... e 24,000

ACCOUNES RECEIVADIE. .....ccn e 56,000

A2 a1 o] o APPSR 30,000

Other Current ASSEtS......cooeveeeeeeeeee e 15,000

INVESTMENES. ... e e e r e e e e e e 63,000

6= 0 Lo 1R 55,000

BUIIAING. .. e 275,000

BQUIPMENT. .. 426,000

(==Y (=] 0] £ 20,000

Trad@ NAMES. ... e e s 15,000

GOOAWIIL. ... et e e e eaees 92,500
Accounts Payable....... ... 45,000
Payroll and Benefit-Related Liabilities.................ovvvviiiiiiiiiiiiiiiiinnnnns 12,500
Debt Maturing in ONe Year........ccc.uueiiiiiiiiiiiieeeeee e 10,000
LoNg-Term Debt........oooiiii e 248,000
Payroll and Benefit-Related Liabilities...............coovvviiiiiiiiiiiiiiiiiinnnnns 156,000
CaS N e 600,000

PROBLEM 1-7

Purchase Price:

(721 s FEUTT U TR $290,000

Number of shares exchanged................oooo s 10,000

Par value of @ share of STOCK...........oiiuiiiie e $2

Market value of a share of StOCK...........coouuiiiiiiiiiiiiee e $20

Market value of stock exchange............cccco o $200,000

Direct acquisition COStS INCUMEd..........ccccuuuiiiiiiiiiiiieeeeeeeeee e —

Lo = 1 10T o] F= 1T o] 4 o U $490.000
Group Cumulative

Zone Analysis Total Group Total

Priority @aCCOUNtS.........cocoiiiiiiieciiceee e $(118,000) $(118,000)

Nonpriority aCCOUNtS..........coooiiiiiiii s 605,000 487,000

PriCE Paid.......ceveieieeiiiee e $ 490,000

ASSIGN 10 PriOFitY....ccco e (118,000)

ASSIgN t0 NONPIIOFLY......ceiiiiiiiiiiii e 605,000

L€ ToTo Lo 17/ 1| I 3,000

Extraordinary gain............oooooiiiiiiiiii e 0
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Problem 1-7, Concluded

Journal Entry:

NOtES RECEIVADIE....... e 33,000

1122 o] (o] Y25 80,000

Prepaid EXPENSES.........cooiiiiiiieeeeeeeeeeeeeeeeeeeeee - 15,000

INVESIMEBNTS. ....oeeieie et e 55,000

Discount on Bonds Payable..............coooiiiiiiiiiiiiieeee e 30,000

6= o o 90,000

BUIIAINGS. .o 170,000

BQUIPMENT. .. 250,000

V=) 1o 1T 25,000

= (o T 70,000

L€ 1o A1 1| 3,000
Accounts Payable....... ... 63,000
Taxes Payable..........cooiiiiiiieeci e 15,000
Interest Payable...........oooiiiiiiiii 3,000
Bonds Payable............oooeiiii 250,000
7= o 290,000
(070]0 010 aT0] 1) (o Lo CR 20,000
Paid-In Capital in Excess of Par...........ccccovieiiiiiiiiiiiiicceeeeee, 180,000

PROBLEM 1-8

(1)

Purchase Price:

(2= o T $23,000

Direct acquisition COStS INCUITEd..........coeviiiiiiii e 0

Total PUIChASE PFICE......cce i e e e e e e e e e e e e e e e e e e e e e ens $23.000

Group Cumulative

Zone Analysis Total Group Total

Priority @aCCOUNtS.........cocoiiiiiiieciiceee e $ 25,000 $ 25,000

Nonpriority aCCOUNtS..........coooiiiiiiii s 151,000 176,000

PriCE Paid.......ceveieieeiiiee e $ 23,000

ASSIGN 1O PrIOTILY...coeiiiiiiiiiee e 25,000

ASSIgN tO NONPIIOTILY....ccoiiiiiiiiiiie e 0

(€T To AT 1 | 0

Extraordinary gain............oooooiiiiiiiiii e 2,000



Problem 1-8, Concluded

Journal Entry:
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AccoUNts RECEIVADIE..........oeeiieeee e 87,000

1122 o] (o] Y25 30,000

Other CUIMENTE ASSELS. .. oo e 8,000
Accounts Payable............coooiii 56,000
AcCrued Liabilities. ... oo 14,000
Notes Payable.........ccooo o 30,000
Extraordinary Gain...........ooooeiiiiiieiiiiieiee e 2,000
CaS . ————————— 23,000

(2)

Purchase Price:

(0721 s EUTT TR $45,000

Direct acquisition COStS INCUMEd..........ccccuuuiiiiiiiiiiiiieieeeeeeee e 0

Total PUIChASE PIICE. ... .cooei et a e e e e e e e e e e e e e e e e e e e ens $45,000

Group Cumulative

Zone Analysis Total Group Total

Priority @aCCOUNtS.........cccoiiiiiiieciieee e $ 25,000 $ 25,000

Nonpriority aCCoOUNtS...........oooiiiiiii s 151,000 176,000

PriCE PAId.. ..o eeieiiiie e e $ 45,000

ASSIGN 1O PrIOTILY...ccoieiiiiiiie e 25,000

AsSign to NONPIIOKLY......uueiiieiieece e, 20,000

GOoOAWIll...ccoeiiie 0

Extraordinary gain..........ccueeeiiiiiiii 0

Journal Entry:

ACCOUNES RECEIVADIE. .....cce e 87,000

A2 a1 o] o APPSR 30,000

Other CUurrent ASSEtS......coooveeeeeeeee e 8,000

Equipment [($80,000/$151,000) x $20,000].......ccceevirrreiireeiireecireeennen. 10,596

Vehicles [($71,000/$151,000) x $20,000].......cccceeeeiiuurirreeeeiiiiiieeeeeeenns 9,404
Accounts Payable.............oooii 56,000
Accrued LiabilitieS. ... 14,000
NOtES Payable.........cooi i e 30,000
LOF= 1] o T 45,000
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PROBLEM 1-9

Name of Acquiring Company: Arthur Enterprises
Name of Acquired Company: Ann’s Tool Company
Pro Forma Income Statement
For the Year Ending December 31, 20X1

Tax rate expressed as 0.3 for 30%:

Arthur Ann’s Adjustments Pro Forma Combined
Income Statement Accounts  Enterprises Tool Co. Debit Credit Income Statement
Sales revenue........ccccceeeeennes (5650,000) (140,000) e e (690,000)
Cost of goods sold.................. 200,000 50,000 ...l (1) 2,000 ..ooeeenee 248,000
Gross profit.......cccceeeeviieeeennnnee. (350,000) _(90,000) e e e (442,000)
Selling expenses..........ccvvveees 125,000 30,000 s 155,000 ....ccceeneeeen.
Administrative expenses......... 150,000 45,000 s e 195,000 ................
Depreciation expense—

Arthur.........oooii, 13,800 iiiiiiiiiiies i s 13,800 ..o
Depreciation expense—

ANN’'S TOON..eiiiieeiiiiiiiiiee e e, 7500 (2) 7,500 13,500 .ooiiieenns
Depreciation—buildings.......... wccovcciis i, (3) 5,000 s e e,
Depreciation—equipment........ .....ccccoiiiis i, (4) 7,000 i e e
Depreciation—truck..........cccccc. vovviiiiies e, (5) 1,500 s e
Amortization expense—

Arthur.....ccooooii e, 5,600 .iiiiiiiiiiis e e, 5600 .....cccoeeee.
Amortization expense—

ANN'S TOON...eeiiieiiiiiiiiiie e e 2,000 (6) 2,000 10,000 ....cooveeeee.
Amortization of patent............. cccceeiiiiiiiies e, (7) 3,000 e e,
Amortization of computer

SOftWAIE. ..o s e (8) 5,000 s e e
Amortization of copyright......... ceceiiiiiiiirs pivieeeens (9) 2,000 s e s
Total operating expenses........ 294,400 84,500 i e 392,900
Net operating income.............. (55,600) (5,500) s (49,100)
Nonoperating revenues and

expenses
Interest expense.............ccccceet e, 4,000 e 4,000 ..o
Interest income..........cccceeenneee (7,000) iiiiieiiiiiies i e, (7,000) ..oeevreeenne
Dividend income...................... (4,000) eoeveieiiiees e e, (4,000) ...coeeenenen..
Total nonoperating revenues

ANd EXPENSES...coeveieiiiiiiiiiies seeiiiiiiiiiiiss eeveeeerieeiees eemieeeseeees areeeeeeeesiee eeessessssseeen (7,000)
Income before taxes................ (66,600) (1,500) 23,500 11,500 ..o (56,100)
Provision for income taxes...... 19,980 L 16,830
Netincome......c.cccocveriennnnnee (46.620) (1,050) e i e (39.270)

1. Reduce inventory to fair value.

2.  Remove Ann’s depreciation based on book values.
3-5. Depreciation of Ann’s assets based on fair value.
6. Remove Ann’s amortization based on book value.
7. Patent amortization based on fair value.

8. Amortization of computer software.

9. Amortization of copyright.



PROBLEM 1-10
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(@)

Purchase Price:

Number of shares exchanged................ooooiiiiiiiiiiiiiieeeeeeee s 10,000

Par value of @ share of StOCK..........oooivuuiiiiiee e $5

Market value of a Share of STOCK............uvueeeie e $27

Market value of stock exchanged.............ooooiiiiiii e $270,000

Direct acquisition Ccosts INCUITed..............uviiiiiiiiii e 10,000

Total PUIChASE PIICE. ... ..coi ittt e e e e e e e e e e $280.000

Group Cumulative

Zone Analysis Total Group Total

Priority @CCOUNLS.........coeeiiiiiiiie e $ 36,000 $ 36,000

Nonpriority aCCoUNtS..........ciiiiiiiiccc e 213,000 249,000

Price paid..........cooouimi e $280,000

ASSIgN 10 PriOFIY....cee e 36,000

AsSSIgN t0 NONPIIONLY...ccuveii i, 213,000

GOOAWIIL. ... 31,000

Extraordinary gain.........cccueeeiiiiiiiii 0

Journal Entry:

AccoUNtS RECEIVADIE.........coeeiii e 15,000

11 Z=T o1 (o] Y25 40,000

Prepaid EXPENSES........cooiiiiieiiieeeeeeeeeeeeeeeeeee e 12,000

INVESTMENTS. ... e e e e e e e e e 33,000

6= 0 Lo 1R 40,000

BUIIAING. .. 85,000

BQUIPMENT. .. 50,000

==Y (=] 0| ST 12,000

CopYright. .. —————— 26,000

GOOAWIIL. ... e 31,000
Accounts Payable....... ... 22,000
Interest Payable..........coovuiiciiii e 2,000
NOtesS Payable........cooiiiiiiieeee e 40,000
LOF= =] o TOTTT TR 10,000
COMMON SEOCK. .. ettt 50,000
Paid-In Capital in Excess of Par...........cccceeveviiiiiiiiiieeeeee 220,000
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Problem 1-10, Concluded

(b) Name of Acquiring Company: Garden International
Name of Acquired Company: Iris Company
Pro Forma Income Statement
For the Year Ending December 31, 20X1

Tax rate expressed as 0.4 for 40%:

Garden Iris Adjustments Pro Forma Combined
Income Statement Accounts  International Company Debit Credit Income Statement
Sales revenue........cccccccoeeenes (350,000) (125,000) it e (475,000)
Cost of goods sold.................. 147,000 55,000 (3) 2,000 s e 204,000
Gross profit.......cccceeeevcieeeennnee. (203,000) _ (70,000) s e, (271,000)
Selling expenses.........ccceeueee. 100,000 20,000 e . 120,000 ................
Administrative expenses......... 50,000 30,000 e, 80,000 ................
Depreciation expense—

Garden.......cccoeeeviieieeeenien, 12,500 s e e, 12,500 ..o
Depreciation expense—Iris..... .....cccc....... 8,600 ... (1) 8,600 9,000 ...............
Depreciation—buildings.......... ..ccccocciiiies i, (4) 4,000 s
Depreciation—equipment........ .cccoccciiiis e, (5) 5,000 s e e
Amortization expense—

Garden.........cocceeeeeeiiiiieeeeeen, 1,000 et e i, 1,000 ................
Amortization expense—Iris..... ................ 3,900 .. (2) 3,900 3,800 ................
Amortization of patent............. cocccciiis (6) 1,200 s e e
Amortization of copyright......... oo i, (7) 2,600 s e e
Total operating expenses........ 163,500 62,500 s e s 226,300
Operating income.................... (39,500) (7,500) s e (44,700)
Nonoperating revenues and

expenses
Interest expense...........ccccceeevet veiiiiiiiinnnnn. 3,000 3,000 ................
Investment income.................. (12,000) (4,500) s e (16,500) ...ccceeen.....
Total nonoperating revenues. .

ANd EXPENSES...c.vviieiiiiiiie s seriiiiiiiiiins pereieiiiiiiiiss eeeveeeees aiiieiiiiiiees eeeeeessssee (13,500)
Income before taxes................ (51,500) (9,000) 14,800 12,500 ..o (58,200)
Provision for income taxes...... 20,600 3,600 s i 23,280
Netincome.........cvveeeevennn. (30,900) (5,400) i e, (34.920)

1. Remove depreciation based on book value.

2. Remove amortization based on book value.

3. Increase cost of goods sold to reflect fair value of beginning inventory.
4-5. Depreciation based on fair value.

6. Patent amortization.

7.  Copyright amortization.



PROBLEM 1-11

CUITENT ASSELS. ...t
Equipment ($100,000 iNCraSE).........eevvvieirieeiiieeciieeciie et
Land and BuildingsS.........oouiiiiiieeee e
GOOAWIII ...ttt

Bonds Payable..........oouoiiii e
Deferred Tax Liability ($30,000 + $60,000)...........cccceeeeeerrreeecrnrennee.
Common Stock ($10 PAI).......eeeeciieeccie e
Paid-In Capital in Excess of Par...............iviiiiiiiicccccceeeee e,
Cash (direct acquisition COSES)........ccceeiiiiiiiiiiieiiiiiieeee e

*Price paid (10,000 shares x $60 fair value + $10,000
direct acquisition COSLS).........ccueiiiiiiiiiiiiiiee e
Fair value of net assets:

Current assets.......oovvviiiii
Equipment. ...
Deferred tax liability [30% x ($300,000 — $200,000)]................
Land and buildingS.......ccooovivveeiici e
Bonds payable..........oooiiiiiiiiii e

Excess attributable to goodwill (net of deferred tax liability)

Recorded as:
Goodwill ($140,000 + 70%).....uveeeereeeereeecieeeeee e
Deferred tax liability (30% x $200,000)........ccccccvvveeeviiireeiieeenns
Net of tax goodwill..............eevviiiiiiiiiiiiiiiiieeeeeee e

PROBLEM 1A-1

(1) Bonds

Present value of interest payments for 5 years at 8%,

$27,000 X 3.9927 ...t

Present value of principal due in 5 years at 8%,

$300,000 X 0.68006.....cceeeneeee e
Present value Of DONGS.......couovieeiee e,

Goodwill

Expected return

($120,000 + $140,000 + $150,000 + $160,000 + $180,000) + 5...

Normal return on assets ($150,000 + $200,000 + $700,000) x 10%

Profit in excess of normal return........oooeeeeve e,

Present value of excess of normal return for 5 years at 16%,

$45,000 X 327431 e

Ch. 1—Problems

150,000
300,000
250,000
200,000

200,000

90,000

100,000

500,000

10,000

$610,000

$ 150,000

300,000

(30,000)

250,000
(200,000) 470,000
$140,000

$ 200,000

(60,000)
$ 140,000

3,000
3,000

....... $107,803

....... 204,180
....... $311.983

....... $150,000
....... 105,000
....... $ 45,000

....... $147.344
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(2) Cash and Receivables...........c.oooiiiiiiiiiiiii e 150,000
LY=o (] 2 200,000
1= 0 T PR 100,000
BUIIAING. ... 600,000
€Yo Lo 17/ 1| IR 147,344
Current Liabilities. ......oveee e 120,000
9% Bonds Payable............ccccooiiiiiii 300,000
Premium on Bonds Payable...................cco oo, 11,983

CaSN. .. 765,361



CASES
CASE 11
(a) Price paid ($55 % 264,662,707 SNAreS).......ccueeeeeeueeeeeeieeeeeeee e
Book value of net @ssets...........cooooiiiiiiiiii e
E XSS . it
(b) 40-year amortization period for goodwill:
NELINCOME. ... e e e e e e e e e e e e e e e e e e e e e e e e eeas
Less: [($10,611 million + 40 years) X 62%)........cceereerreeneerireieeeneeseeaeens
There is no amortization of goodwill:
NELINCOME. ... e e e e e e e e e e e e e e e e e e e e e e e e eeas
CASE 1-2
(1) Confirmation:
Building
Pt e 80,000
o T 20
= 1 (T 0.14
PV 529,850
Land.........cooeiiiiii, (200,000)
Balance, building............... 329,850
Patent
Pt 40,000
3 T 4
rate....oooveeiiiiiii e, 0.2
PV 103,550
Mortgage payable
Pt e 50,000
o T 5
= 1 (TR 0.07

PV 205,010

Ch. 1—Cases

$14,556,448,885
3,945,000,000
$10,611.448.885

$ 357,000,000
164,470,500
$ 192,529,500

$ 357.000.000
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Case 1-2, Continued

(2) Discounted cash flows:

Period Operating Capital Salvage Total
1 150,000 150,000
2 165,000 165,000
3 181,500 181,500
4 199,650 199,650
5 219,615 (100,000) 119,615
6 219,615 219,615
7 219,615 219,615
8 219,615 219,615
9 219,615 219,615
10 219,615 (120,000) 99,615
11 219,615 219,615
12 219,615 219,615
13 219,615 219,615
14 219,615 219,615
15 219,615 (130,000) 89,615
16 219,615 219,615
17 219,615 219,615
18 219,615 219,615
19 219,615 219,615
20 219,615 300,000 519,615
Rate...ooiiiiiiieei e, 0.12
NPV, 1,406,859

(3) Fair value comparison:

NPV of cash flows.................... $1,406,859
Total paid price for net assets. . 1,300,000
Excess of fair value.................. $ 106.859

(4) Entry to record purchase:

U] o [ T T
EQUIPMENT. .. e
Patent.. ..o

80,000
150,000
180,000
200,000
329,850
220,000
103,550
361,610

1,625,010

120,000
205,010
1,300,000

1,625,010
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Case 1-2, Concluded

(5) Impairment test:

Implied fair value of Frontier.................... $1,200,000
Book value, including goodwill................ 1,300,000

Book value exceeds implied fair value, goodwill is impaired.

Impairment adjustment:

Implied fair value of Frontier.................... $1,200,000
Fair value of net identifiable assets
(without goodwill).........cccveveieeeeeennnns 1,020,000
Implied remaining goodwill...................... 180,000
Recorded goodwill...........ccooovviieiininnnnnnn. (361,610)
Required adjustment..................ccoeiine (181,610)
Goodwill Impairment LOSS........ccoouviiiiiiiiiiieeeeee e 181,610

GOOAWIIL.....eeii e 181,610
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