Chapter 12: Structuring the Deal--

Tax and Accounting Considerations

Chapter Summary and Learning Objectives

While Chapter 11 discussed in detail the first five components of the process, this chapter will focus on the implications of tax considerations for the deal structuring process. Tax considerations can affect the amount, timing, and composition of the purchase price.  If a transaction is taxable, target shareholders will demand a higher purchase price to offset the anticipated tax liability.  The increase in the purchase price may cause the acquirer to defer some portion of the purchase price by altering the terms to include more debt or installment payments to maintain the same purchase price in present value terms.  Moreover, the decision as to the appropriate organizational structure of the combined businesses is affected by such factors as the desire to minimize taxes and to pass through losses to owners. 
     In addition, this chapter addresses how transactions are recorded for financial reporting purposes. Since the elimination of pooling of interests as an alternative to purchase accounting in 2001, acquirers, whose stock is publicly traded, are increasingly vulnerable to massive write offs of goodwill, often resulting from excessive prices paid for target companies. This ever-present threat may exert some discipline into the negotiating process, affecting both the amount and timing of offer prices. 

Chapter 12 Learning Objectives: Providing students with an understanding of 

1.
General tax considerations; 

2.
Alternative tax structures; and 

3.
M&A accounting treatment for business combinations.
Learning Objective 1: General tax considerations
· Business combinations can be tax-free, partially taxable, or wholly taxable transactions to the target company shareholders.

· A non-taxable transaction occurs when the acquirer’s stock is used to purchase substantially all of either the target’s stock or assets.  As discussed below, other conditions must also be satisfied to ensure the IRS will recognize a transaction as not taxable to target firm shareholders. 
· A taxable transaction generally occurs when cash, debt, or some non-equity consideration is used to purchase the target’s stock or assets.

Learning Objective 2: Alternative tax structures
· Taxable Transactions

--The buyer pays with cash, securities, or other non-equity consideration (or some 

   combination of the three) for substantially all of the target company’s stock or assets. 

--Absent a special election, the tax basis of the target company’s assets will not be increased 

   to fair market value following a purchase of its stock purchase.

--338 election: An acquirer can elect to have a taxable stock purchase treated as an asset 

   purchase and take a stepped-up basis in the acquired assets.

· Tax Free Transactions or Reorganizations
--The buyer uses its stock to acquire substantially all of the stock or assets of the target firm 

--Buyer must acquire enough of the target stock to ensure that the IRS’ continuity of 
   ownership interests’ principle is satisfied

--In addition to the continuity of ownership interests’ principle, tax free reorganizations also 

   require that the buyer acquire substantially all of the target’s assets to establish continuity of

   the business enterprise, have a legitimate reason for buying the target other than to avoid 

   taxes, and that the deal cannot be part of a larger plan. 
· Type A Reorganization Involving Direct Statutory Mergers and Consolidations: 

--No limits on composition of purchase price

--No requirement to use acquirer voting stock

--No limit on amount of target assets that may be acquired

--Generally at least 50% of the purchase price must be in acquirer stock

Advantages:

--Acquirer can issue non-voting stock to target shareholders without diluting its control over 
   the combined companies

--Acquirer may choose not to acquire all of the target’s assets

--Allows use of more cash in purchase price than Types B and C Reorganization

Disadvantages:

--Acquirer assumes all undisclosed liabilities

--Usually requires shareholder approval

· Type A Reorganization Involving Forward Triangular Mergers (Viewed by the IRS as an Asset Purchase)

--Most commonly used form of reorganization for tax-free asset acquisitions. It is considered

   a purchase of target assets because the target is merged into acquirer’s sub and ceases to 
   exist. 

--Involves three parties: the acquiring firm, the target firm, and a shell subsidiary of the 

   acquiring firm. 

--Parent funds shell corporation by buying stock issued by the shell with its own voting or 

   non-voting stock. 

--Target’s stock acquired by the subsidiary with the stock of the parent, and the target’s stock 

   is cancelled

--Target company’s assets and liabilities are merged into the acquirer’s subsidiary in a 

   statutory merger

--Acquirer must purchase substantially all of the target’s assets and liabilities. 

--Parent indirectly owns all target assets and liabilities since it owns all of the subsidiary’s 

    voting stock

Advantages:

--Avoidance of approval by the parent firm’s shareholders; however, public exchanges often   

   still require shareholders’ approval

--Potential insulation of parent from the target’s liabilities, which remain in the subsidiary

--Avoidance of asset recording fees and transfer taxes since the target’s assets go directly to 

   the parent’s wholly owned subsidiary.

· Type A Reorganization Involving a Reverse Triangular Merger (Viewed as a Tax Free Stock Purchase by the IRS)

 --Most commonly used to effect tax-free stock acquisitions.  It is considered as an 

    acquisition of stock in that the acquirer sub is merged into the target with the target 

    surviving. Consequently, it is not considered an actual sale as target shareholders simply 

    exchange their ownership interests in the target for parent stock. 

 --Involves three parties: acquiring firm, target firm, and shell subsidiary of acquiring firm

      --Acquirer forms a new shell subsidiary, which is merged into the target company in a 

         statutory merger

--Target survives, must hold substantially all assets/liabilities of both target and shell 

   subsidiary; target shares cancelled

--Target shareholders receive the acquirer’s or parent’s shares. 

--Parent, which owned all of the subsidiary stock, now owns all of the new target stock and 

   indirectly all of target’s assets and liabilities. 

--Target shareholders must exchange at least 80% of their stock for the parent’s voting stock

Advantages:

--While reverse triangular merger similar to a Type B reorganization, it permits the acquirer 

   to use up to 20% cash

--May also avoid the need for parent company shareholder approval, since target remains in 

   existence

--Target retains any nonassignable franchise, lease, or other valuable contract rights

--By avoiding dissolution of target firm, acquirer avoids the possible acceleration of loans 

   outstanding

--Facilitates regulatory approval (insurance, banking, and public utility) when such approval   

   requires that target remains in existence.

· Types B Stock for Stock Reorganization

--To qualify as a Type B Reorganization, acquirer must use voting stock to purchase at least 

   80% of the target’s voting stock and at least 80% of the target’s non-voting stock

--Cash may be used only to acquire fractional shares

--Used mainly as an alternative to a merger or consolidation

Advantages

--Target may be maintained as an independent operating subsidiary or merged into the parent

--Stock may be purchased over a 12-month period allowing for a phasing of the transaction

--Suitable for hostile takeovers as buyer can acquire a controlling interest through a tender 

   offer and squeeze out the minority shareholders at a later date through a back end merger.

Disadvantages:

--Lack of flexibility in determining composition of purchase price

--Potential dilution of combined company EPS and control by existing shareholders
· Type C Stock for Assets Reorganization

 --To qualify as a Type C reorganization, the acquirer must purchase at least 80% of the fair 

    market value of the target’s assets
 --The acquirer must use only voting stock

       --The target must dissolve following closing and distribute the acquirer’s stock to the

          target’s shareholders for the canceled target stock

Advantages:

  --Acquirer does not assume any undisclosed liabilities

        --Acquirer can purchase selected assets

Disadvantages:

--Technically more difficult than a merger because all of the assets must be conveyed

       --Results in transfer taxes

       --Need to obtain consents to assignments on contracts

       --Requirement to use only voting stock

· Type D Divisive Reorganization—Spin-offs, Split-ups, and Split-offs

--Spin-off: Stock in a new company is distributed to the original company’s shareholders     

   according to some pre-determined formula. Both the parent and the entity to be spun-off 

   must be in business for at least five years prior to the spin-off.

--Split-off: A portion of the original company is separated from the parent, and shareholders 

   in the original company may exchange their shares for shares in the new entity.  No new 

   company is created.

--Split-up: The original company ceases to exist, and one or more new companies are formed 

   from the original business.

--For these reorganizations to qualify as tax-free, the distribution of shares must not be for the 

   purpose of tax avoidance. 

Learning Objective 3: M&A accounting treatment for business combinations
· Historically, either purchase or pooling of interests accounting could be used for reporting business combinations (i.e., one firm acquires all or a portion of the net assets of another firm and obtains control over that firm) for purposes of reporting such information to the public and regulatory agencies.  

· Any transaction, that did not satisfy all of the twelve criteria required to qualify as a pooling of interests, must have been accounted for using the purchase method of accounting.  Pooling of interests accounting presumed that the acquirer and target were comparable in size, required summing the financial statements of the two firms, and did not result in the creation of goodwill.  

· The Financial Accounting Standards Board has announced that effective December 15, 2001 that all business combinations

--Must use the purchase method of accounting for financial reporting purposes;

      --All business combinations accounted for using the pooling of interests method prior to that 

         date would be “grandfathered;” and

      --Goodwill arising from business combinations should not be amortized but should be 

         reviewed for impairment annually or whenever an event occurs indicating that the value of 
         goodwill may have been reduced.  This applies to all goodwill whether created before or 
         after June 2001.

· Purchase Method of Accounting 

--For financial reporting purposes, the purchase price (PP) paid for the target company 

   consists of the fair market value of total identifiable required assets (FMVTA), total 

   acquired liabilities (FMVTL), and goodwill (FMVGW).  The difference between FMVTA 

   and FMVTL is called net asset value.

Chapter 12 Study Test

True/False Questions:

1.
Tax considerations can affect the amount, timing, and composition of the purchase price. True or False
2.
If a transaction is taxable, target shareholders will demand a higher purchase price to offset the anticipated tax liability.  True or False
3.
Acquirers, whose stock is publicly traded, are increasingly vulnerable to massive write offs of goodwill, often resulting from excessive prices paid for target companies. This ever-present threat of asset impairment may exert some discipline into the negotiating process, affecting both the amount and timing of offer prices. True or False  
4.
Tax considerations are always extremely important in M&A transactions, particularly to acquirers.  True or False  
5.
The use of anything other than the acquirer’s stock to acquire substantially all of the target’s stock renders the transaction taxable to the target firm’s shareholders.  True or False  
6.
Taxable transactions have been made somewhat more attractive since 1993, when a change in the legislation allowed acquirers to amortize intangible assets, including goodwill, over 15 years for tax purposes. True or False 
7.
According to Section 338 of the U.S. tax code, a purchaser of 80% or more of the stock of the target may elect to treat the acquisition as if it were an acquisition of the target’s assets. True or False  

8.
Transactions may be partially taxable if the target shareholders receive some nonequity consideration, such as cash or debt, in addition to the acquirer’s stock. True or False  

9.
Net operating loss carry forwards are provisions in the tax laws allowing firms to use NOLs generated in the past to offset future taxable income.  True or False   
10.
.Pooling of interests accounting is currently a popular form of reporting business combinations.  True or False  
11.
 A forward triangular merger is the most commonly used form of reorganization for tax-free asset acquisitions in which the form of payment is acquirer stock.   True or False 
12.
The IRS generally views forward triangular cash mergers as a purchase of target assets, since the acquiring subsidiary survives. True or False  

13. A transaction generally will be considered taxable to the seller if it involves the purchase of the target’s stock (but not if it involves a purchase of assets) for substantially all cash, notes, or some other nonequity consideration. True or False  
14.
If a transaction involves a purchase of assets, the target company’s tax cost or basis in the acquired stock or assets is increased or “stepped up” to their fair market value. True of False  
15.
Transactions may be partially taxable if the target shareholders receive some nonequity consideration, such as cash or debt, in addition to the acquirer’s stock.  True or False   T
Multiple Choice Questions:

16.
Which of the following is not true of a taxable transaction?  
a. Acquiring firm steps up the basis for the acquired assets to their fair market value

b. Immediate recognition of a gain by target shareholders

c. Net operating losses of the target are transferred to the acquiring firm

d. The acquiring firm loses the target’s net operating losses and tax credits

17. Which phrase best completes the following statement. For financial reporting purposes, an upward valuation of tangible and intangible assets, other than goodwill, 
a. Raises depreciation but lowers amortization expenses
b. Lowers depreciation and amortization expenses
c. Increases operating and net income
d. Raises depreciation and amortization expenses, which lowers operating and net income.
18. As a general rule, a transaction is tax-free to the target’s shareholders if:  
a. The buyer uses cash to acquire the target’s stock
b. The buyer uses mostly stock to acquire substantially all of the target’s stock or assets
c. The buyer uses cash to buy the target’s assets
d. The buyer uses debt to buy the target’s stock
19.
Which of the following is not true of goodwill? 
a. It must be amortized over 40 years.
b. It represents the excess of the purchase price over the net asset value of acquired assets.
c. It must be written down if its net asset value falls below its carrying value.
d. The loss of key customer contracts, patent protection expiration, or the failure to achieve anticipated cost-saving synergies could affect the value of goodwill on the firm’s balance sheet.
20.       Which of the following is not true of purchase accounting?
a. The acquiring firm records the target at the actual purchase price.
b.
Acquired assets and assumed liabilities are revalued to their fair market value on the closing date.
c.
The purchase price is first allocated to tangible and then to intangible assets.
d.
The excess of the purchase price over the target firm’s net asset value is ignored.
Answers to Test Questions

	True/False
	1.   True

2.   True
3.   True

4.   False

5.   True

6.   True

7.   True
8.   True

9.   True
10. False
11. True

12. True
13. False
14. True

15. True

	Multiple Choice
	16. C
17. D

18. B
19. A

20. D
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