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Preface

Preface

February 2023

The purpose of KPMG Handbooks is to assist you in understanding the application of US
GAAP in practice, and to explain the conclusions that we have reached on many
interpretive issues.

Business Combinations is designed to assist you in understanding the application of:
e FASB ASC Topic 805, Business Combinations; and

e Certain subsections of FASB ASC Topic 350, Intangibles—Goodwill and
Other.

We expect to update this Handbook as needed based on developments in practice. You
will always be able to find the most up-to-date version of this and other KPMG
publications, including KPMG Handbook, Asset acquisitions, on KPMG Financial
Reporting View.

CURRENTLY EFFECTIVE REQUIREMENTS

Each section of this Handbook includes excerpts from the FASB’s Accounting Standards
Codification® to supplement our interpretive guidance, and illustrative examples that
address the specific implementation issues we have identified.

Section 26 discusses the accounting alternatives available only to private companies and
not-for-profit entities.

PENDING CONTENT

This Handbook incorporates the following Accounting Standards Updates that are
effective for some or all entities for fiscal periods beginning after December 15, 2020 and
certain others that allow for early adoption. This includes:

e ASU 2016-02, Leases, and related amendments

o ASU 2017-04, Simplifying the Test for Goodwill Impairment
e ASU 2019-10, Effective Dates

e ASU 2020-05, Effective Dates for Certain Entities

e ASU 2020-06, Accounting for Convertible Instruments and Contracts in an
Entity’s Own Equity

o ASU 2021-08, Accounting Alternative for Contract Assets and Contract
Liabilities from Contracts with Customers

o ASU 2022-03, Fair Value Measurement of Equity Securities Subject to
Contractual Sale Restrictions
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NEW IN 2023

In 2023, we have updated or added the following significant guidance in this Handbook.

Topic Reference
Reverse Morris Trust 4.022¢-4.022d
Substantive obligation of the acquiree Example 7.1
Clarify the status of Concepts Statement 8 7.007a-7.007b
Clarify accounting by insurance entities 7.020-7.023b
Additional guidance on measurement of previously acquired 7.025¢

contract assets and contract liabilities

Acquired revenue contract - different estimates Example 7.1a
Accounting for royalties in acquired customer contract Example 7.1b
Practical expedients Example 7.1¢
Clarify guidance on accounting for self-insured risks 7.147a

Additional guidance on the accounting for legal fees related toa | 7.158a
pre-acquisition contingent liability

Previously held investments in options to acquire additional 9.002-9.002a
equity

Contract assets and contract liabilities measurement period 10.021
considerations

Clarify guidance on awards with graded vesting where a portion | 11.034a
of the awards were previously exercised
Example 11.18

Clarify guidance on sales comparison method used to value 17.041a-17.041b
real property

Clarify guidance on income capitalization method used to value | 17.042

real estate assets Example 17.4b
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Preface
Clarify guidance on cost approach method used to value 17.043-17.043¢c
personal and other types of property
Applying the relief-from-royalty method Example 17.4c

Using multi-period excess earnings method to value customer | Example 17.4d
relationships

Clarify guidance on applying the cost approach to value 17.067
intangible assets

Downstream merger 28.008-28.008a
Clarify guidance on determining the predecessor entity 28.028
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ABBREVIATIONS
The following abbreviations are used in this Handbook.

ASC FASB’s Accounting Standards Codification®

ASU Accounting Standards Update

CAC Contributory asset charges

EBITDA Earnings before interest, taxes, depreciation and amortization

EITF Emerging Issues Task Force

EPS Earnings per share

GAAP Generally accepted accounting principles

IPO Initial public offering

IPR&D In-process research and development

IRR Implied rate of return

LIFO Last-in, first-out

LTCC Long-term construction-type contracts

MPEEM Multi-period excess earnings method

NCI Noncontrolling interest(s)

NFP Not-for-profit

oCI Other comprehensive income

OPM Option pricing method

PCS Postcontract customer support

PFI Projected financial information

R&D Research and development

REIT Real estate investment trust

SBM Scenario based method

SEC Securities and Exchange Commission

VIE Variable interest entity

WACC Weighted-average cost of capital

WARA Weighted-average return on assets
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Section 1 — Scope

Detailed Contents
Business Combinations
Variable Interest Entities

When a Variable Interest Entity and its Primary Beneficiary Are under Common
Control

Mutual Entities

Leveraged Buyout Transactions

Transactions outside the Scope of ASC Topic 805
The Formation of a Joint Venture
The Acquisition of an Asset or a Group of Assets That Do not Constitute a Business
A Combination between Entities or Businesses under Common Control

A Combination between Not-for-Profit Organizations or the Acquisition of a For-
Profit Business by a Not-for-Profit Organization

Financial Assets and Financial Liabilities of a Collateralized Financing Entity
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1. Scope

1.000 ASC Topic 805, Business Combinations, establishes the accounting and reporting
for business combinations. ASC Topic 805 defines a business combination, and requires
accounting for each business combination within the scope of ASC Topic 805 by the
acquisition method. See discussion of The Acquisition Method in Section 3. In addition,
ASC Subtopic 805-50, Business Combinations - Related Issues, provides guidance on
transactions that may be similar to business combinations but that do not meet the
requirements to be accounted for as a business combination, such as combinations of
entities under common control. See Section 28 for additional discussion of combinations
of entities under common control.

1.000a Other than for limited exceptions provided in ASC Topic 805, assets acquired,
liabilities assumed or incurred, and equity instruments issued in a business combination
are recognized and measured at fair value at the acquisition date and, following the
acquisition, are accounted for based on other applicable generally accepted accounting
principles (GAAP).

ASC Paragraph 805-10-15-3

The guidance in the Business Combinations Topic applies to all transactions or
other events that meet the definition of a business combination or an acquisition
by a not-for-profit-entity.

ASC Paragraph 805-10-15-4

The guidance in the Business Combinations Topic does not apply to any of the
following:

(a) The formation of a joint venture

(b) The acquisition of an asset or a group of assets that does not constitute a
business or a nonprofit activity

(c) A combination between entities, businesses, or nonprofit activities under
common control (see paragraph 805-50-15-6 for examples)

(d) An acquisition by a not-for-profit entity for which the acquisition date is
before December 15, 2009 or a merger of not-for-profit entities (NFPs)

(e) A transaction or other event in which an NFP obtains control of a not-for-
profit entity but does not consolidate that entity, as described in ASC
paragraph 958-810-25-4. The Business Combinations Topic also does not
apply if an NFP that obtained control in a transaction or other event in which
consolidation was permitted but not required decides in a subsequent annual
reporting period to begin consolidating a controlled entity that it initially
chose not to consolidate.

(f) Financial assets and financial liabilities of a consolidated variable interest
entity that is a collateralized financing entity within the scope of the guidance
on collateralized financing entities in [ASC] Subtopic 810-10.

1.001 ASC Topic 805 represents the codification of FASB Statement 141(R), Business
Combinations, which replaced FASB Statement No. 141, Business Combinations, and

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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required prospective application to business combinations for which the acquisition date
occurs in an annual reporting period beginning on or after December 15, 2008. Early
application was prohibited.

BUSINESS COMBINATIONS

1.002 A business combination in ASC Topic 805 includes all transactions or events in
which an acquirer obtains control of one or more businesses, regardless of how it obtains
control or how the consideration is transferred. Thus, transactions in which an acquirer
obtained control of a business through means other than an acquisition of net assets or
equity interests are included in the scope of ASC Topic 805. For example, under ASC
Topic 805, a business combination can occur on the lapse of minority veto rights that
previously kept an acquirer who held a majority voting interest from controlling an
acquiree. See discussion of Control in Section 2. Additionally, the acquisition of a
business through a nonmonetary exchange is in the scope of ASC Topic 805. ASC
paragraph 825-10-25-11

1.003 A business in ASC Topic 805 focuses on an integrated set of activities and assets
capable of being conducted and managed for the purpose of providing a return. This
requires that the integrated set include inputs and processes applied to those inputs which,
together are or will be used to create outputs, but does not necessarily require that it
currently include outputs. See discussion of Identifying a Business Combination in
Section 2.

VARIABLE INTEREST ENTITIES

1.004 Under ASC Subtopic 810-10, Consolidation - Overall, the initial consolidation of a
variable interest entity (VIE) that is a business by its primary beneficiary is a business
combination and should be accounted for by the acquisition method.

1.005 Paragraph not used.

1.006 ASC Subtopic 810-10 requires an entity to determine whether it is the primary
beneficiary of a VIE at the time it becomes involved with the VIE, and to continuously
reassess whether changes in facts and circumstances result in a change in the
determination of whether the entity is the primary beneficiary of the VIE. When an entity
becomes the primary beneficiary of a VIE that is a business, even if the entity was
previously involved with the VIE but was not the primary beneficiary, a business
combination has occurred and must be accounted for by the acquisition method at that
date. See discussion of Variable Interest Entities in Section 4.

WHEN A VARIABLE INTEREST ENTITY AND ITS PRIMARY BENEFICIARY ARE
UNDER COMMON CONTROL

1.007 Combinations between entities or businesses under common control are outside the
scope of ASC Subtopic 805-10. However, ASC Subtopic 810-10 provides guidance for
situations in which an entity becomes the primary beneficiary of a VIE when the primary

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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beneficiary and the VIE are under common control. In these situations, the primary
beneficiary initially measures the assets, liabilities, and noncontrolling interests of the
VIE at amounts at which they are carried in the accounts of the reporting entity (i.e., the
ultimate parent) that controls the VIE (or would be carried if the reporting entity issued
financial statements prepared in conformity with generally accepted accounting
principles). ASC paragraph 810-10-30-1

MUTUAL ENTITIES
1.008 Combinations of mutual entities are in the scope of ASC Topic 805.

LEVERAGED BUYOUT TRANSACTIONS

1.009 Under ASC Topic 805, the acquirer will account for leveraged buyout transactions
resulting in a change in control by the acquisition method.

TRANSACTIONS OUTSIDE THE SCOPE OF ASC TOPIC 805

1.010 ASC Topic 805 does not apply to the formation of a joint venture, the acquisition
of an asset or a group of assets that does not constitute a business, a combination between
entities or businesses under common control, or a combination between not-for-profit
organizations or the acquisition of a for-profit business by a not-for-profit organization.

THE FORMATION OF A JOINT VENTURE

1.011 The definition of a corporate joint venture in ASC Subtopic 323-10, Investments--
Equity Method and Joint Ventures - Overall, applies in assessing whether an entity is a
joint venture.

ASC Paragraph 323-10-20: Corporate Joint Venture

A corporation owned and operated by a small group of entities (the joint
venturers) as a separate and specific business or project for the mutual benefit of
the members of the group. A government may also be a member of the group. The
purpose of a corporate joint venture frequently is to share risks and rewards in
developing a new market, product or technology; to combine complementary
technological knowledge; or to pool resources in developing production or other
facilities. A corporate joint venture also usually provides an arrangement under
which each joint venturer may participate, directly or indirectly, in the overall
management of the joint venture. Joint venturers thus have an interest or
relationship other than as passive investors. An entity that is a subsidiary of one of
the joint venturers is not a corporate joint venture. The ownership of a corporate
joint venture seldom changes, and its stock is usually not traded publicly. A
noncontrolling interest held by public ownership, however, does not preclude a
corporation from being a corporate joint venture.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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Because none of the participants in the formation of a joint venture obtains control over
the entity, the formation of a joint venture does not meet the definition of a business
combination under ASC Topic 805. However, control is not the only defining
characteristic of a joint venture. In fact, ASC paragraph 805-10-S99-8 states that the SEC
staff will object to a conclusion that joint control is the only defining characteristic of a
joint venture. Rather, each of the characteristics in the definition should be met for an
entity to be a joint venture, including that the purpose of the entity is consistent with that
of a joint venture. ASC paragraph 805-10-S99-8 further indicates that in the stand-alone
financial statements of a venture, ASC Topic 805 should be applied to transactions where
businesses are contributed to a jointly controlled entity that does not meet the definition
of joint venture.

1.012 There have been questions in practice related to the accounting by the joint venture
for contributions received from the joint venture investors when not in the scope of ASC
Topic 805. With the exception of the AICPA Issues Paper Joint Venture Accounting
(7/17/79) and certain SEC guidance, there has been minimal authoritative guidance for
the accounting by the joint venture itself. Historical practice has been that a joint venture
generally measured contributions at the investor’s basis (i.e., carryover basis), unless
certain conditions were met (e.g., an investor’s cash contribution that remains in the joint
venture). However, based on the AICPA Issues Paper, nonpublic companies may adopt a
policy using either fair value or carryover basis.

Contributions of Businesses

1.012a At the 2009 AICPA National Conference on Current SEC and PCAOB
Developments, an SEC staff member acknowledged that the amendments to investor
accounting in ASU 2010-02, Accounting and Reporting for Decreases in Ownership of a
Subsidiary—a Scope Clarification, raised questions about the joint venture’s accounting
for contributions from the investors.! While the SEC staff did not provide specific views
about how the changes to investor accounting under ASU 2010-02 might affect the
accounting by the joint venture, the SEC staff did acknowledge that there may be more
instances in which it would be appropriate for the joint venture to record the contributions
at fair value.

1.012b Based on informal discussions with the SEC staff, we understand that the SEC
staff would not object if a joint venture measured contributions at fair value when the
investors’ accounting is within the scope of ASC Subtopic 810-10 (see Chapter 7 of
KPMG Handbook, Consolidation). We believe this view is supported because a change-
in-control event has occurred and therefore the investors measure the contributed assets
(businesses) at fair value before contributing to the joint venture. Accordingly, the
investors’ basis is fair value to be carried over by the joint venture.

Contributions that are not a Business

1.012¢ We understand that, before the adoption of ASC Subtopic 610-20, Gains and
Losses from the Derecognition of Nonfinancial Assets, the SEC staff would have
objected to a joint venture recognizing at fair value contributions by investors of groups

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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of assets or subsidiaries that do not constitute businesses. This is due to the fact that these
transactions were outside the scope of the fair value provisions of ASC Subtopic 810-10
for an investor. Consequently, the rationale described above (Paragraph 1.012b) for fair
value treatment at the joint venture level did not apply for such transactions.

1.012d After the adoption of ASC Subtopic 610-20, the investor in a joint venture
accounts for its investment received from contributing assets or subsidiaries that are not a
business at fair value similar to contributions of a business. Therefore, the rationale in
Paragraph 1.012b for fair value treatment at the joint venture level now applies for such
transactions. However, the SEC has not made public remarks similar to those described
in Paragraph 1.012b after the adoption of ASC Subtopic 610-20.

1.012e As a result, many companies continue to follow the SEC staff’s historical practice
for joint ventures (investor’s carryover basis), unless certain conditions are met (e.g., an
investor’s cash contribution that remains in the joint venture). However, there may be
more situations where fair value is appropriate when the investor records its investment at
fair value. Given the lack of authoritative guidance and judgment involved in a
determination, a joint venture that is also an SEC registrant or anticipates becoming one,
should consider consulting with the SEC’s Office of the Chief Accountant when
considering measuring the assets at fair value. It is also possible that a joint venture could
have a mixed accounting model with some of the contributed assets measured at fair
value (i.e., contributed assets constituting a business) and other contributed assets
measured at the investor’s carryover basis (i.e., the contributed assets do not constitute a
business).

1.012f Due to diversity in practice, the FASB has added a project to address the
accounting for joint venture formations. Therefore, entities should continue to monitor
the FASB project for new developments.

THE ACQUISITION OF AN ASSET OR A GROUP OF ASSETS THAT DO NOT
CONSTITUTE A BUSINESS

1.013 If an acquired asset or an asset group (including liabilities assumed, if any) does
not constitute a business, the transaction is not a business combination. These
transactions would be accounted for as asset acquisitions. The Acquisition of Assets
Rather than a Business Subsections of ASC Subtopic 805-50 provide continuing
authoritative guidance with respect to the accounting for asset acquisitions. Asset
acquisitions are accounted for using a cost accumulation and allocation model rather than
the ASC Topic 805 model, which requires measurement of assets acquired and liabilities
assumed at fair value with limited exceptions. There may be significant differences in the
accounting for the acquisition of a group of assets versus a business. Examples of these
differences are provided in Table 2.3.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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A COMBINATION BETWEEN ENTITIES OR BUSINESSES UNDER COMMON
CONTROL

1.014 Combinations between entities or businesses under common control involve
exchanges or movements of net assets or equity interests among entities under common
control, such that the same ultimate parent controls the entities both before and after the
exchange or movement. These transactions do not result in an acquirer outside the control
group obtaining control over the net assets or equity interests, but result in a shift of
ownership of the net assets or equity investments within the entities or businesses under
common control. Therefore, combinations between entities under common control do not
meet the definition of a business combination.

1.015 Transfers or exchanges of net assets or equity instruments between entities under
common control should be recorded at the carrying amount of the transferring entity at
the date of transfer. If the carrying amounts of the assets and liabilities transferred differ
from the historical cost of the ultimate parent of the entities under common control, e.g.,
because push-down accounting was not applied, then the financial statements of the
receiving entity should reflect the transferred assets and liabilities at the historical cost of
the ultimate parent of the entities under common control. The Transactions between
Entities Under Common Control Subsections of ASC Subtopic 805-50 provide
continuing authoritative guidance for transactions between entities under common
control. See Section 28, Combinations of Entities under Common Control, for additional
discussion.

1.016 If a transaction results in the acquisition of all, or part, of a noncontrolling interest
in a subsidiary (i.e., an increase in the ultimate parent’s controlling interest in a
subsidiary), the acquisition of the noncontrolling interest is accounted for as an equity
transaction based on ASC Subtopic 810-10. If a common control transaction results in an
increase in the noncontrolling interest of a subsidiary (i.e., a disposition of a portion of
the ultimate parent’s interest in a subsidiary where the parent retains control after the
transaction), the transaction is also accounted for as an equity transaction based on ASC
Subtopic 810-10. No gain or loss is recognized in consolidated net income or
comprehensive income as a result of changes in the noncontrolling interest, unless a
change results in the loss of control by the ultimate parent.

A COMBINATION BETWEEN NOT-FOR-PROFIT ORGANIZATIONS OR THE
ACQUISITION OF A FOR-PROFIT BUSINESS BY A NOT-FOR-PROFIT
ORGANIZATION

1.017 ASC Subtopic 958-805, Not-for-Profit Entities — Business Combinations, provides
guidance on accounting by not-for-profit entities for a combination with one or more
other not-for-profit entities, businesses, or not-for-profit activities. Under ASC Subtopic
958-805, which includes guidance on whether a combination is a merger or an
acquisition, a not-for-profit entity applies the carryover method to account for a merger
and the acquisition method to account for an acquisition.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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1.018 The implementation guidance in ASC paragraphs 958-805-55-1 through 55-8
provides indicators that not-for-profit entities should consider when determining whether
a combination is a merger or an acquisition. However, all of the facts and circumstances
of the combination should be considered in making this determination.

1.018a ASC paragraph 958-805-55-1 states that ceding control by the prior not-for-profit
entities to a new not-for-profit entity is the sole definitive criterion for identifying a
merger, and one entity obtaining control over the other is the sole definitive criterion for
an acquisition. If the participating entities in a combination retain shared control of the
new not-for-profit entity, they have not ceded control. To qualify as a new not-for-profit
entity, the newly established combined not-for-profit entity must have a newly formed
governing body and is often, but not required to be, a new legal entity. ASC paragraphs
958-805-55-3 through 55-7 include additional considerations for purposes of evaluating
whether a combination is a merger or an acquisition and focus on areas such as
governance, related control powers, and financial capacity. These considerations include:

e Assessing whether the governing bodies of the entities participating in the
combination ceded control and understanding the process leading up to the
combination and the formation of the combined entity. (ASC paragraph 958-
805-55-3)

e ASC paragraph 958-805-55-4 states that one entity dominating the
negotiations is an indicator of an acquisition, whereas a situation where no
one party dominates or is capable of dominating the negotiations and
process leading to the formation of the combined entity is an indicator of a
merger.

e We believe that decisions made on a mutual basis, such as the transaction
timing, strategic plan, and operating plans associated with the transaction,
indicate a merger.

e ASC paragraph 958-805-55-6 states that if one entity appoints
significantly more of the governing board to the newly formed entity,
retains more of its key senior officials, bylaws, operating policies, and/or
practices, it may be more indicative of an acquisition than a merger.

e We believe other relevant characteristics to consider include board term
limits, voting rights, and future board composition. For example, the board
of the new entity usually includes board members from the previous
entities' governing bodies. If those board members' initial terms are long
and they can continue to be reappointed, this factor would indicate that the
same prior leadership is still intact, and therefore control is being shared
and has not been ceded.

e Alternatively, it may be reasonable to conclude that a combination is a
merger even if the new board includes some individuals who were
formerly members of the recently terminated legacy boards, if the new
entity implements term limits, supermajority voting requirements, or other

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
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board member transition plans that meet the requirement of ceding
control.

e We believe consideration should be given to existing affiliate and joint
venture ownership governance. For example, if ultimate control of all
existing affiliates and joint ventures resides with the new entity (i.e., all
key operating and strategic decision will be controlled by the new entity's
board of directors), that would indicate a merger.

e Analyzing the financial strength and size of each of the participating entities.
(ASC paragraph 958-805-55-6)

e ASC paragraph 958-805-55-6 indicates that if one entity is financially
stronger and larger in size, that entity may be able to dominate the
negotiations and transaction, which would be more indicative of an
acquisition than a merger. To gauge the relative financial strength of the
participating entities, we believe one can look at the credit ratings of the
entities involved in the combination as part of the process. Financial
strength and size, however, is just an indicator and should not be the only
consideration in determining whether a combination is a merger or an
acquisition.

e We believe that if one of the participating entities is experiencing financial
difficulties and will depend on the other entity to provide back-office or
information technology support for a below-cost fee, it could be an
indicator of an acquisition.

e To gauge the relative size of the participating entities, we believe one can
look at the participating entities' pre-combination total assets, total net
assets, operating income, and total revenues, among other factors.

e Understanding the contributions made by the participating entities to the
combination. (ASC paragraph 958-805-55-7)

e ASC paragraph 958-805-55-7 indicates that a merger generally is
accomplished by a newly formed entity assuming all of the assets and
liabilities of the participating entities without transferring cash or other
assets to those entities or any of their owners, members, sponsors, or other
designated beneficiaries. For example, in a merger, there are no:

¢ Financial inducements for the benefit of one party, such as built-in
capital or funding commitments;

e (Guarantees, assumptions, or payoffs of the debt of either party by the
other as part of the transaction; or

e Commitments for guarantees or credit support on future debt for either
participating entity.
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e ASC paragraph 958-805-55-7 also indicates that unlike the formation of a
joint venture arrangement in which the participating entities continue to
exist and usually hold a financial interest, the creators of the merged entity
cease to exist as autonomous entities and no one holds a financial interest
in the merged entity. The merged entity generally has a perpetual life
rather than a life that is limited by the period of the venture or that allows
for one or more of the participating entities to opt out of the venture or
other arrangement.

e We believe that one entity making significantly more contributions than
another may be indicative of an acquisition over a merger.

1.018b ASC paragraphs 958-805-55-9 through 55-31 provide illustrative examples for
assessing whether a combination is a merger, an acquisition, or is neither a merger nor an
acquisition.

1.018c¢ All of the indicators and illustrative examples should be carefully considered
based on the actual facts and circumstances in determining whether the combination is a
merger or an acquisition. In accordance with ASC paragraph 958-805-55-2, the
participating not-for-profit entities must make a decision based on the preponderance of
the evidence about whether each of the governing bodies has ceded control to create a
new not-for-profit, whether one entity has acquired the other, or whether another form of
combination, such as the formation of a joint venture, has occurred.

FINANCIAL ASSETS AND FINANCIAL LIABILITIES OF A COLLATERALIZED
FINANCING ENTITY

1.019 A collateralized financing entity (CFE) is an entity that holds financial assets such
as asset-backed securities and issues beneficial interests to investors. These beneficial
interests are usually debt instruments that are considered financial liabilities under U.S.
GAAP. Because a CFE generally has little or no equity, it is typically a variable interest
entity (VIE) under U.S. GAAP and subject to the consolidation requirements that apply
to an entity not controlled through voting equity interests. Consequently, an entity may be
the primary beneficiary of, and therefore required to consolidate, a CFE if it has a
controlling financial interest in the CFE. Unlike the initial consolidation of a VIE that is a
business, which should be accounted for under the acquisition method, the consolidation
of the financial assets and financial liabilities of a VIE that is a CFE is excluded from the
scope of ASC Topic 805 and should not be accounted for under the acquisition method.

Endnote

! Joshua S. Forgione, Remarks before the 2009 AICPA National Conference on Current SEC and PCAOB
Developments, December 7, 2009, available at www.sec.gov.
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DEFINITION OF A BUSINESS COMBINATION

ASC Master Glossary: Business Combination

A transaction or other event in which an acquirer obtains control of one or more
businesses. Transactions sometimes referred to as true mergers or mergers of
equals also are business combinations. See also Acquisition by a Not-for-Profit
Entity.

ASC Paragraph 805-10-25-1

An entity shall determine whether a transaction or other event is a business
combination by applying the definition in this Subtopic, which requires that the
assets acquired and liabilities assumed constitute a business. If the assets acquired
are not a business, the reporting entity shall account for the transaction or other
event as an asset acquisition...

2.000 Each transaction or event involving entities within the scope of ASC Topic 805,
Business Combinations (see discussion in Section 1), that falls within the definition of a
business combination is accounted for by applying the acquisition method.

2.001 The definition of a business combination includes all transactions or events in
which an entity obtains control of a business, regardless of whether the entity obtains
control through the transfer of consideration or without the transfer of consideration.
Fundamental to the FASB’s definition is its belief that all transactions or events in which
an entity acquires control over a business are economically similar, and that the definition
of a business combination should encompass all such transactions or events.

2.002 ASC paragraph 805-10-55-3 provides examples (not intended to be an exhaustive
listing) of ways a business combination may be structured for legal, taxation, or other
reasons:

(a) One or more businesses become subsidiaries of an acquirer or the net assets of
one or more businesses are legally merged into the acquirer.

(b) One combining entity transfers its net assets or its owners transfer their equity
interests to another combining entity or its owners.

(c) All of the combining entities transfer their net assets or the owners of those
entities transfer their equity interests to a newly formed entity (sometimes
referred to as a roll-up or put-together transaction).

(d) A group of former owners of one of the combining entities obtains control of
the combined entity.

2.003 The structure of a transaction or event does not affect the determination of whether
a business combination has occurred. Rather, the obtaining of control of one or more
businesses by an acquirer is determinative. The concepts of control and what constitutes a

business are discussed below. Identifying the accounting acquirer is discussed in Section
4.
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CONTROL

CONTROL DEFINED
ASC Master Glossary: Control

The same as the meaning of controlling financial interest in [ASC] paragraph 810-
10-15-8.

2.004 ASC Subtopic 810-10 indicates that majority ownership is not always
determinative and that majority ownership would not constitute a controlling financial
interest if control does not rest with the majority owner. Conversely, an investor could
obtain control over a business in situations where the investor owns less than a majority
of the voting interest of an investee (e.g., in combinations achieved by contract alone).
More specifically, ASC paragraphs 810-10-15-8 and 810-10-15-8A state:

For legal entities other than limited partnerships, the usual condition for a
controlling financial interest is ownership of a majority voting interest, and,
therefore, as a general rule ownership by one reporting entity, directly or
indirectly, of more than 50 percent of the outstanding voting shares of another
entity is a condition pointing toward consolidation. The power to control may also
exist with a lesser percentage of ownership, for example, by contract, lease,
agreement with other stockholders, or by court decree.

Given the purpose and design of limited partnerships, kick-out rights through
voting interests are analogous to voting rights held by shareholders of a
corporation. For limited partnerships, the usual condition for a controlling
financial interest, as a general rule, is ownership by one limited partner, directly
or indirectly, of more than 50 percent of the limited partnership’s kick-out rights
through voting interests. The power to control also may exist with a lesser
percentage of ownership, for example, by contract, lease, agreement with
partners, or by court decree.

2.005 ASC paragraphs 805-10-55-10 through 55-15 provide guidance for identifying the
entity that obtains control (i.e., the acquirer) in a business combination if the guidance in
ASC Subtopic 810-10 does not clearly indicate which of the combining entities is the
acquirer. See discussion in Section 4, Identifying the Acquirer.

2.006 ASC Subtopic 810-10, Consolidation - Overall, provides guidance on the
consolidation of variable interest entities. See discussion of Variable Interest Entities
beginning at Paragraph 2.014.

CONTROL DOES NOT EXIST IF MINORITY SHAREHOLDERS (OR OTHER
INTEREST HOLDERS) HAVE SUBSTANTIVE PARTICIPATING RIGHTS

2.007 As noted in ASC paragraphs 810-10-15-8 and 810-10-15-8A, ownership of a
majority voting interest does not constitute a controlling financial interest if control does
not rest with the majority owner or, for limited partnerships, the limited partner with a

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations 19
2. Identifying a Business Combination

majority of kick-out rights through voting interests. For example, as discussed in ASC
paragraphs 810-10-25-1 through 25-14C and 55-1, a minority shareholder (or
shareholders) or another limited partner (or limited partners) may have substantive
participating rights such that the majority shareholder or the limited partner with a
majority of kick-out rights through voting interests is unable to exercise control over an
investee. See additional discussion about control in Chapter 5 of KPMG Handbook,
Consolidation.

2.008 — 2.010 Paragraphs not used.

DETERMINATION OF CONTROL IS A POINT-IN-TIME EVALUATION

2.010a An entity can obtain control with the intention of relinquishing it in the future.
Control is a point-in-time evaluation, and a business combination occurs when an
acquirer obtains control of one or more businesses. Thus, when an entity obtains control
of a business, even if it is expected to be temporary, a business combination has occurred
and the transaction is within the scope of ASC Topic 805. There is no concept of
temporary control that allows for an exception from the scope of ASC Topic 805.

2.010b Careful consideration should be given to contractual terms that accompany
transactions with the intention of temporary control. Such terms may include substantive
participating rights, which may prevent control, or reacquisition rights granted to the
seller, which may be part of the consideration transferred in the business combination.

Example 2.0: Acquisition of a Franchisee

Franchisor operates a franchise with numerous stores owned by various franchisees.
The franchise agreement stipulates certain conditions that the franchisee must maintain
while owning and operating the franchise, including holding a business license to
operate in its state or territory.

Franchisee does not maintain its business license. Franchisee applies for a new license,
but regulatory approval and issuance is expected to take six months. Franchisee and
Franchisor agree that Franchisor will acquire and operate the store until the business
license is obtained. Control is intended to be temporary, and Franchisee holds a
reacquisition right to repurchase the store at a formulaic price at any time in the next
nine months, exercisable only after it obtains the business license. Franchisee will have
no substantive participating rights while the store is owned by Franchisor. The store
meets the definition of a business in ASC Topic 805.

Assessment

Franchisor concludes that the acquisition is a business combination because it has
obtained control of a store that meets the definition of a business. After the transaction,
Franchisee holds no rights to control the activities and decisions of the franchise during
the period that it is owned by Franchisor. Additionally, Franchisor has sole rights and
obligations to income or losses of the franchise during the period of ownership. The
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fact that control is intended to be temporary, and the fact that Franchisee holds a
reacquisition right is not determinative in the analysis of control.

Franchisor should recognize the fair value of the reacquisition right (i.e., written call
option) as part of the consideration transferred under ASC Topic 805 and evaluate the
terms of the reacquisition right to determine whether it constitutes a derivative
instrument requiring subsequent measurement at fair value under ASC Topic 815.

Example 2.0a: Purchase of a Business That Was Subsequently Cancelled

ABC Corp. enters into a purchase agreement to acquire a private label widget
manufacturer (DEF Corp.) during April 20X0. Under the terms of the purchase
agreement, ABC will pay the seller of DEF Corp. (Seller) a total of $40,000,000,
consisting of $8,000,000 on the closing date (April 30, 20X0) and two installments of
$16,000,000 on August 31, 20X0 and February 28, 20X1 (deferred balance).

The purpose of the transaction is to create an exclusive business arrangement between
DEF and Seller, under which DEF will sell its widgets exclusively to Seller for a
period of 10 years. There is a limited guarantee agreement which limits ABC’s
exposure in potential losses of DEF to $2,500,000 until the final installment payment
occurs. There is also a share pledge agreement under which ABC does not have voting
rights in DEF until it pays the final installment, and the DEF shares are returned to
Seller if ABC does not pay the installments when due. Additionally, there is a shared
services agreement under which Seller provides management, accounting, human
resources, and information technology services to DEF.

Shortly after the closing date, ABC experiences turnover in several key executive
management positions, and during August 20X0, ABC notifies Seller that it no longer
intends to pay the $32,000,000 deferred balance. During December 20X0, ABC and
Seller finalize negotiations and enter into a sales cancellation agreement.

Assessment

ABC concludes that no business combination took place because it never obtained
control over DEF. ABC bases this conclusion on the fact that it did not obtain the
voting rights associated with the shares, nor did it have control over management and
human resource decisions, as these were outsourced to Seller under the shared services
agreement. ABC accounts for the initial payment of $8,000,000 as a deposit and
evaluates it for impairment.

CONTROL ACHIEVED WITHOUT TRANSFERRING CONSIDERATION

2.011 An entity can obtain control over another without transferring consideration. ASC
paragraph 805-10-25-11 identifies the following circumstances under which an acquirer
might obtain control over an acquiree without transferring consideration:
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(a) The acquiree repurchases a sufficient number of its own shares for an existing
investor (the acquirer) to obtain control.

(b) Minority substantive participating rights lapse that previously kept the
acquirer from controlling an acquiree in which the acquirer held the majority
voting interest.

(c) The acquirer and acquiree agree to combine their businesses by contract alone.
The acquirer transfers no consideration in exchange for control of an acquiree
and holds no equity interests in the acquiree, either on the acquisition date or
previously.

2.012 A business combination occurs when an acquirer obtains control of one or more
businesses. Thus, when an entity obtains control of a business, even without the transfer
of consideration, a business combination has occurred and is within the scope of ASC
Topic 805. Therefore, the acquisition method applies to these transactions, which
requires, among other things, recognizing and measuring the assets acquired, the
liabilities assumed, and any noncontrolling interest in the acquiree. ASC Topic 805
provides special guidance for these types of transactions. Applying the acquisition
method to each of these types of transactions is discussed and illustrated beginning at
Paragraph 9.003.

2.013 Business combinations achieved by contract alone often result from the formation
of a variable interest entity that meets the definition of a business. If the variable interest
entity is a business, the primary beneficiary of the variable interest entity is always the
acquirer. See discussion below and the discussion of Variable Interest Entities beginning
at Paragraph 4.025.

TRANSFER OF CONSIDERATION WITHOUT OBTAINING CONTROL OF A
BUSINESS

2.013a In certain circumstances, an entity may transfer consideration before obtaining
control of a business. In this case a business combination has not occurred as the entity
has not obtained control of a business, and the entity should not apply the acquisition
method. Instead, the entity should recognize the consideration transferred as an asset (e.g.
a prepaid asset or deposit) given it meets the definition of an asset under Concepts
Statement 6. The entity should derecognize the asset and apply the acquisition method
when it obtains control of the business.

COMBINATIONS INVOLVING VARIABLE INTEREST ENTITIES

2.014 ASC Subtopic 810-10 clarifies the application of control to entities in which equity
investors or limited partners lack power, through voting rights or similar rights, the
obligation to absorb the expected losses or receive the expected residual returns of the
entity, or lack sufficient equity at risk for the entity to operate without additional
subordinated financial support from other parties. These entities are referred to as
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variable interest entities, or VIEs. See KPMG Handbook, Consolidation for addition
guidance on VIEs.

2.015 ASC Topic 805 specifies that the acquirer of a VIE that is a business is the primary
beneficiary. Determining which party, if any, is the primary beneficiary of a VIE is made
based on ASC Subtopic 810-10. The initial consolidation of a VIE that is a business is a
business combination, and the primary beneficiary always is the acquirer. See discussion
of Variable Interest Entities beginning at Paragraph 4.025.

MULTIPLE TRANSACTIONS ACCOUNTED FOR AS A SINGLE
TRANSACTION

2.015a An entity may enter into multiple transactions to acquire a business. Examples
include:

e An entity initially purchases 30 percent of a business and then shortly
thereafter purchases an additional 25 percent to gain control.

e An entity negotiates the acquisition of a business in aggregate, but
consummates the acquisition by entering into separate legal agreements with
each business subsidiary.

e Assets and processes are acquired over time that do not meet the definition of
a business on an individual basis, but would constitute a business if evaluated
together.

2.015b We believe the following factors listed in ASC paragraph 810-10-40-6 (related to
deconsolidation) may be considered to determine whether multiple transactions should be
accounted for as a single transaction:

e They are entered into at the same time or in contemplation of one another.

e They form a single transaction designed to achieve an overall commercial
effect.

e The occurrence of one arrangement is dependent on the occurrence of at least
one other arrangement.

¢ One arrangement considered on its own is not economically justified, but they
are economically justified when considered together. An example is when one
disposal is priced below market, compensated for by a subsequent disposal
priced above market.

2.015c If an entity determines that each transaction should be accounted for separately,
assets acquired and liabilities assumed would be evaluated and accounted for separately
in accordance with applicable GAAP. Alternatively, if an entity determines that multiple
transactions should be accounted for as a single transaction, those transactions would be
evaluated and accounted on a combined basis in accordance with applicable GAAP.
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Example 2.0b: Accounting for Goodwill When Multiple Transactions That
Cross Reporting Periods Are Accounted for as a Single Business
Combination

On October 15, 20X1, ABC Corp. enters into a purchase agreement to acquire DEF
Corp.’s fleet of merchant ships in two separate transactions, each representing the
acquisition of a business. ABC will transfer consideration of $210,000,000 to obtain
control of a portion of the fleet in transaction 1 on December 15, 20X1 and will transfer
consideration of $210,000,000 to obtain control of the remainder of the fleet in
transaction 2 on February 28, 20X2. ABC determines the two transactions should be
accounted for as a single business combination, as they are in contemplation of one
another and form a single transaction designed to achieve an overall commercial effect.
ABC obtains a valuation of the net assets acquired for both transactions.

Transaction 1 Transaction 2 Total
Consideration paid $210,000,000  $210,000,000  $420,000,000
Fair value of net assets acquired  $220,000,000  $180,000,000  $400,000,000

(Bargain purchase) / goodwill $(10,000,000)  $30,000,000 $20,000,000
Assessment

As these two transactions are accounted for as a single business combination, ABC
determines that it should not recognize the bargain purchase amount from transaction 1.
We believe ABC should make an accounting policy election to either (1) record a
purchase price payable of $10,000,000 as of December 15, 20X 1 and recognize goodwill
of $20,000,000 once it completes transaction 2 (during 20X2), or (2) recognize a pro rata
allocation of goodwill of $11,000,000® and a purchase price payable of $21,000,000 once
it completes transaction 1 (during 20X1) and recognize the remaining goodwill of
$9,000,000® once it completes transaction 2 (during 20X2).

® (220,000,000 / 400,000,000) x 20,000,000 = $11,000,000
@ (180,000,000 / 400,000,000) x 20,000,000 = $9,000,000
2.016 — 2.024 Paragraphs not used
Table 2.1 — 2.2 Not used.
Examples 2.1 — 2.5 Not used.

DEFINITION OF A BUSINESS
2.025 Paragraph not used.
Table 2.2 Not used.

2.026 The evaluation of whether an acquired set of assets and activities (set) qualifies as a
business may have significant accounting implications beyond accounting for
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acquisitions under ASC Topic 805. The definition of a business affects the accounting in
other areas of US GAAP including, but not limited to, the following:

Table 2.2a: Other Areas Affected by the Definition of a Business

Topic

Goodwill
Impairment
Testing

Discontinued
Operations

Derecognition

Consolidations

Consolidation
of a VIE that is
Not a Business

Affected area

A component of an operating segment is a
reporting unit if the component is a business
for which discrete financial information is
available and segment management regularly
reviews the operating results of that
component.

A business that meets the held for sale criteria
at the acquisition date is a discontinued
operation. If the one year criterion to be
classified as held for sale is met at the
acquisition date, a business is a discontinued
operation at the acquisition date if the other
held for sale criteria are probable of being met
within a short period following the acquisition
(usually within three months).

The deconsolidation and derecognition
guidance in ASC Topic 810 applies to
businesses. Businesses are excluded from the
derecognition guidance in ASC Subtopic 610-
20. See Chapter 7 of KPMG Handbook,
Consolidation for additional guidance on the
derecognition of assets and businesses.

If an entity meets the definition of a business,
it is scoped out of the VIE guidance in ASC
Topic 810 unless certain conditions exist.

In the initial consolidation of a VIE that is not
a business, the primary beneficiary measures
and recognized the assets (except for goodwill)
and liabilities of the VIE in accordance with
the guidance on business combinations in ASC
sections 805-20-25 and 805-20-30. A gain or
loss is recognized.

Paragraph

ASC paragraph
350-20-35-34

ASC paragraph
205-20-45-1D

ASC paragraphs
810-10-40-3A,
610-20-15-4, 360-
10-40-3B

ASC paragraph
810-10-15-17(d)

ASC paragraphs
810-10-30-3 and
810-10-30-4

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Spinoffs and
Nonreciprocal
Transfers

Gain or Loss
on Disposal

Intangible
Asset
Impairment
Testing

Eligibility for
cash flow
hedging

2.026a For a transaction or event to be a business combination, the set that the acquirer

Business Combinations
2. ldentifying a Business Combination

A spinoff or nonreciprocal transfer of a
business is recorded based on the carrying
value of the subsidiary (after reduction, if
appropriate, for an indicated impairment of
value).

When a business is disposed of, goodwill
associated with that business shall be included
in the carrying amount of the business to
determine a gain or loss on disposal.

The unit of accounting to test indefinite-lived
intangible assets for impairment cannot
represent a group of indefinite-lived intangible
assets that collectively are a business.

A business combination cannot be designated
as the hedged item in a cash flow hedge.
However, the guidance does not preclude a
forecasted asset acquisition from being
designated as the hedged item in a cash flow
hedge, assuming all other criteria are met.

ASC paragraphs
505-60-25-2, 845-
10-30-10

ASC paragraphs
350-20-40-2, 350-
20-40-9, 360-10-
35-39

ASC paragraph
350-30-35-26

ASC paragraph
815-20-25-15(g)

25

has obtained control over must constitute a business. This is an important determination,
given the different accounting models for the acquisition of a group of assets versus a
business. Business combinations are accounted for using the ASC Topic 805 acquisition
method that requires measurement of assets and liabilities at fair value with limited
exceptions. Acquisitions of assets are accounted for using the cost accumulation and
allocation model. Examples of these differences are provided in Table 2.3.

Table 2.3: Significant Difference in the Accounting for the Acquisition of
a Group of Assets Versus a Business

Initial
Measurement

Direct
Acquisition-
Related Costs

Asset Acquisition

The acquirer measures the assets
acquired based on their cost, which
is generally allocated to the assets on

a relative fair value basis. value.

The acquirer includes direct
acquisition-related costs in the cost
of the acquired assets.

Business Combination

The acquirer measures
identifiable assets and
liabilities generally at fair

The acquirer expenses direct
acquisition-related costs as
incurred.
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If the arrangement is a derivative,
the acquirer initially measures
contingent consideration at fair
value with changes in fair value
reported currently in earnings.

Otherwise, the acquirer generally
recognizes contingent consideration
when it is probable and estimable.
Subsequent changes are generally
recorded as adjustments to the
carrying amount of the assets.

There is no explicit guidance. We
believe acquirers should apply ASC
Topic 805 by analogy.

No concept of a measurement period

exists in an asset acquisition. The
acquirer must finalize all valuations
of assets acquired and liabilities

The acquirer recognizes
contingent consideration at
the acquisition date and
measures it at fair value.
Subsequent changes to the
fair value of liability-
classified contingent
consideration are reported
currently in earnings.

The acquirer recognizes a
gain or loss for the effective
settlement of a preexisting
relationship. The acquirer
measures the gain or loss
either:

(1) for a noncontractual
relationship, at fair value,
or

(2) for a contractual
relationship, at the lesser
of:

(a) the amount by
which the contract
is favorable or
unfavorable to the
acquirer, or

(b) the amount of
stated settlement
provisions in the
contract available
to the party to
whom the
contract is
unfavorable.

The acquirer may record
provisional amounts for the
assets acquired and liabilities
assumed and adjust them
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assumed before the next reporting
date.

Intangible assets are recognized if
they meet the recognition criteria in
FASB Concepts Statement No.5,
Recognition and Measurement in
Financial Statements of Business
Enterprises, which is a lower
recognition threshold than the
criteria for intangible assets acquired
in a business combination.

The portion of the purchase price
allocated to IPR&D at the
acquisition date is expensed
immediately unless it has an
alternative future use.

Assembled workforce is recognized
as an intangible asset.

There is no explicit guidance. The
acquirer may determine the
measurement basis of reacquired
rights either (1) using a
measurement based solely on the
remaining contractual terms (by

during the measurement
period, which ends the earlier
of (1) one year from the
acquisition date, and (2)
when the acquirer has
obtained all relevant
information about facts that
existed at the acquisition date
or learns that more
information is not obtainable.

Intangible assets are
recognized at fair value if
they meet the contractual-
legal criterion or the
separability criterion.

Private companies and not-
for-profit entities may elect
an accounting policy to
subsume into goodwill non-
compete agreements and
customer-related intangibles
that cannot be sold or
licensed separately from
other assets of the business.

IPR&D is recognized and
accounted for as an
indefinite-lived intangible
asset until the acquirer
completes or abandons the
project.

Assembled workforce is
recognized as a part of
goodwill.

The acquirer measures
reacquired rights based solely
on the remaining contractual
terms.
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analogy to ASC Topic 805) or (2)
based on fair value.

Acquired contingencies are
accounted for under ASC Topic 450,
Contingencies. Acquired loss
contingencies are recognized if they
are both probable and reasonably
estimable. Gain contingencies are
not recognized until realized.

There is no explicit guidance.
Acquirers sometimes apply ASC
Topic 805 by analogy.

Goodwill is not recognized.
Generally, the acquirer allocates any
excess cost over the fair value of the
net assets acquired on a relative fair
value basis only to certain
nonfinancial assets acquired.

Similar to goodwill, the acquirer
should allocate a bargain purchase
amount only to certain nonfinancial
assets on a relative fair value basis.

Because neither goodwill nor a
bargain purchase gain are
recognized, if the cost differs from
the tax bases of the assets acquired
and liabilities assumed, the
simultaneous equations method is
used to calculate the deferred tax

Acquired contingencies are
recognized and measured at
fair value if determinable at
the acquisition date or during
the measurement period.
Otherwise, they are
accounted for in a manner
consistent with ASC Topic
450.

The acquirer is required to
develop a systematic and
rational approach to
subsequent measurement,
depending on the nature of
the contingency.

The acquirer records an
indemnification asset at the
same time and on the same
basis as the indemnified item,
subject to any contractual
limitations and collectibility.

Any excess consideration
transferred over the fair value
of the net assets acquired is
goodwill and is recognized as
a separate asset.

The acquirer recognizes a
bargain purchase gain
immediately in earnings.

Recognizing deferred tax
assets and liabilities results in
increases or decreases to
goodwill or a bargain
purchase gain. (See KPMG
Handbook Accounting for
Income Taxes Section 6 - The

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations 29
2. Identifying a Business Combination

assets and liabilities and the Tax Effects of Business
resulting adjustments to the related =~ Combinations)

assets’ and liabilities’ carrying

amounts. (See KPMG Handbook,

Accounting for Income Taxes

Section 10 - Other Considerations)

2.026b For additional guidance on accounting for asset acquisitions, see KPMG
Handbook, Asset acquisitions.

INPUTS, PROCESSES, AND OUTPUTS
ASC paragraph 805-10-55-3A

A business is an integrated set of activities and assets that is capable of being
conducted and managed for the purpose of providing a return in the form of
dividends, lower costs, or other economic benefits directly to investors or other
owners, members, or participants. To be considered a business, an integrated set
must meet the requirements in [ASC] paragraphs 805-10-55-4 through 55-6 and
805-10-55-8 through 55-9.

ASC paragraph 805-10-55-4

A business consists of inputs and processes applied to those inputs that have the
ability to contribute to the creation of outputs. Although businesses usually have
outputs, outputs are not required for an integrated set to qualify as a business. The
three elements of a business are defined as follows:

(a) Input: Any economic resource that creates, or has the ability to contribute to
the creation of, outputs when one or more processes are applied to it.
Examples include long-lived assets (including intangible assets or rights to use
long-lived assets), intellectual property, the ability to obtain access to
necessary materials or rights, and employees.

(b) Process: Any system, standard, protocol, convention, or rule that when
applied to an input or inputs, creates or has the ability to contribute to the
creation of outputs. Examples include strategic management processes,
operational processes, and resource management processes. These processes
typically are documented, but the intellectual capacity of an organized
workforce having the necessary skills and experience following rules and
conventions may provide the necessary processes that are capable of being
applied to inputs to create outputs. Accounting, billing, payroll, and other
administrative systems typically are not processes used to create outputs.

(c) Output: The result of inputs and processes applied to those inputs that provide
goods or services to customers, investment income (such as dividends or
interest), or other revenues.
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ASC paragraph 805-10-55-5

To be capable of being conducted and managed for the purposes described in
[ASC] paragraph 805-10-55-3A, an integrated set of activities and assets requires
two essential elements — inputs and processes applied to those inputs. A business
need not include all of the inputs or processes that the seller used in operating that
business. However, to be considered a business, the set must include at a
minimum, an input and a substantive process that together significantly contribute
to the ability to create output. [ASC] paragraphs 805-10-55-5A through 55-5C
provide a practical screen to determine when a set would not be considered a
business. If the screen is not met, further assessment is necessary to determine
whether the set is a business. [ASC] paragraphs 805-10-55-5D through 55-6 and
805-10-55-8 through 55-9 provide a framework to assist an entity in evaluating
whether the set includes both an input and a substantive process.

ASC paragraph 805-10-55-6

The nature of the elements of a business varies by industry and by the structure of
an entity’s operations (activities), including the entity’s stage of development.
Established businesses often have many different types of inputs, processes, and
outputs, whereas new businesses often have few inputs and processes and
sometimes only a single output (product). Nearly all businesses also have
liabilities, but a business need not have liabilities. In addition, some transferred
sets of assets and activities that are not a business may have liabilities.

2.027 The three elements of a business are inputs, processes, and outputs. While a
business typically has outputs, they are not required for a set to qualify as a business.

2.028 Inputs are resources that contribute to the creation of outputs when processes are
applied to the inputs. Generally, inputs are the assets in the set and include long-lived
tangible assets (e.g., real estate and equipment), intangible assets (e.g., intellectual
property, customer lists, trade names, patents, and recipes), materials, contracts that
provide the ability to obtain access to necessary materials or rights (e.g., distribution
rights, mineral interests, broadcast rights, supply contracts, and some service contracts),
and employees.

2.029 Processes are systems, standards, protocols, conventions, and rules that, when
applied to inputs, create or have the ability to contribute to the creation of outputs.
Processes typically include:

e Strategic management processes (€.g., the overall vision and direction of the
set that contribute to the creation of outputs and obtaining customers),

e Operational processes (e.g., the fulfillment, production, development, or
customer acquisition processes that contribute to creating outputs), and

e Resource management processes (e.g., processes involved in deploying
resources such as raw materials and employees to produce outputs).
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Accounting, billing, payroll, and other administrative systems are typically not processes
used to create outputs in most industries.

2.030 An entity could acquire a process even if it is not documented. While employees
are an input, when they form an organized workforce, the capacity (e.g., knowledge,
skills, or experience) of that workforce to perform a process is acquired even if the
process is not documented. In other words, the workforce itself is an input but the
knowledge of the activities the workforce performs can be a process. However, as noted
in Paragraph 2.073, if the acquired set includes a workforce, other inputs must also be
present to conclude that the set is a business.

2.031 Outputs are the result of processes applied to inputs that provide goods or services
to customers, investment income (such as dividends or interest), or other revenues. In
general, outputs give rise to the revenue of the set. As discussed in paragraph BC59 of the
Basis for Conclusions of ASU 2017-01, Clarifying the Definition of a Business, the
FASB decided to align the definition of outputs with how that term is used in ASC Topic
606, Revenue from Contracts with Customers. However, a set does not need to have
contracts in the scope of ASC Topic 606 to have outputs because the definition includes
investment income and other revenues. For example, a set could generate outputs as a
result of leasing property in the scope of ASC Topic 840, Leases, or ASC Topic 842,
Leases, once adopted.

2.032 An integrated set does not need to include all of the inputs and processes that the
seller used in operating that set. For example, a set could qualify as a business if it is a
division, product line, or subsidiary of another entity. However, a set is a business only if
it has, at a minimum, an input and a substantive process that together significantly
contribute to the ability to create outputs. The evaluation requires an entity to consider
the substance of what was acquired regardless of whether the missing elements (e.g.,
missing inputs and processes) could be replaced by a market participant.

2.033 ASC Topic 805 includes two steps to determine if the minimum requirements to be
a business are met. Step 1 is a screening test that, if met, results in the conclusion that the
set is not a business. If Step 1 is not met, the entity evaluates whether the set includes an
input and a substantive process (Step 2). However, before performing these steps an
entity needs to identify the inputs, processes, and outputs included in the set.

Determining What Is a Part of the Set

2.034 In most cases, evaluating what is a part of the set will not be difficult, because the
items included in the set will be explicitly identified in the contract between the acquirer
and the seller. However, in other situations this analysis may not be straightforward and
significant judgment will be required.

Employees

2.035 In some transactions, the acquirer will not acquire a legal entity of the seller (for
tax or legal purposes this is often referred to as an asset acquisition instead of a stock
acquisition). For the acquirer to acquire employees of the seller, the employees are
terminated by the seller and hired by the acquirer. We believe the employees would be a
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part of the acquired set and the form of the transaction would not be relevant in these
circumstances. However, all facts and circumstances need to be considered in
determining whether employees are part of the acquired set.

Multiple Transactions with the Acquirer and Seller

2.036 When an entity enters into multiple transactions at or near the same time with the
same counterparty to acquire assets or activities, it evaluates whether the substance is a
single transaction or multiple transactions. Entities should consider the factors in
Paragraph 2.015b to determine whether multiple transactions should be accounted for as
a single transaction.

2.037 In addition to the factors in Paragraph 2.015b, the guidance in ASC paragraphs
805-10-25-20 through 25-22 and 55-18 may be helpful in identifying whether a separate
contract entered into between the acquirer and seller to provide future goods or services
should be included in the set. That guidance indicates that some arrangements should be
accounted for separately as a settlement of a pre-existing relationship, a transaction that
compensates employees or former owners of the acquiree for future services, or a
transaction that reimburses the acquiree or its former owners for paying the acquirer’s
acquisition-related costs.

2.038 When re-deliberating ASU 2017-01, the FASB observed that many entities used
the guidance in ASC paragraphs 805-10-25-20 to 25-22 and 55-18 to determine whether
contractual arrangements were a part of the set; and in paragraph BC49 of the Basis for
Conclusions of ASU 2017-01, the FASB noted that entities should continue to use
judgment. As a result, that guidance remains relevant for determining whether contracts
between the acquirer and seller for future goods or services are a part of the acquired set
(see Section 11 for further details on this guidance).

2.038a Other indicators that a contract that compensates the seller for future goods or
services is not a part of the acquired set include when the future goods or services
provided by the seller are:

e Readily available in the marketplace; and
e An output of the seller's ordinary activities.

2.039 In addition, because the definition of a business is also relevant to the scope of
derecognition guidance (i.e., ASC Topic 810 and ASC Subtopic 610-20), we believe it is
also relevant to understand whether the seller disposed of an input or process. For
example, if a contract between the acquirer and seller does not involve the seller
transferring inputs or processes (e.g., it is a revenue contract from the perspective of the
seller), then that transaction is not considered a disposal of an input or process by the
seller, nor the acquisition of an input or process by the acquirer.
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Example 2.6: Determining What Is a Part of the Set - Multiple Transactions
with the Seller

Entity A enters into a contract to sell a building to Entity B. At the same time, Entity A
and Entity B enter into a contract whereby Entity A will provide property management
services and Entity B will compensate Entity A for those services. The services are:

e Readily available in the marketplace; and
e A part of Entity A's ordinary activities.

Entity B evaluates whether the property management contract is a part of the set.
Consistent with the guidance in ASC paragraph 805-10-55-21, because the transaction
compensates the former owners for future services, the transaction would be considered
separate from the set. That is because acquirer is compensating the seller for future
property management services and the services are

e Readily available in the marketplace; and
e A part of the seller's ordinary activities.

Furthermore, in the property management contract, Entity A does not dispose of an input
Oor process.

As a result, Entity B concludes that the property management contract is not a part of the
acquired set.

Contractual Arrangements

2.040 A contract that is separately negotiated and entered into with an independent third
party by the acquirer is typically not a part of the set even if it was entered into at or near
the same time or relates directly to the acquirer's operation of the set. However, when the
seller and third party previously had a contractual relationship that transfers to the
acquirer the determination may not be as clear.

2.041 When evaluating whether a third party contract is a part of the set, the objective is
to determine if the acquirer and third party entered into a separately negotiated contract or
if the seller transferred the contract to the acquirer. In many cases, this will be a legal
distinction because a contract is either acquired through a legal entity or assigned by the
seller to the acquirer. However, entities should also evaluate the substance of the
arrangement when the acquirer and third party enter into a contract directly.

2.041a To make this evaluation, entities should consider the following factors (not
exhaustive):

e  Whether the acquirer and third party entered into substantive
negotiations to continue the relationship. If the contract between the
acquirer and third party was the result of a bona fide negotiation, it may
indicate the contract is not a part of the set. In contrast, if the contract was not
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the result of a bona fide negotiation, it may indicate the contract is a part of
the set.

e  Whether it is feasible to change vendors. If changing vendors is not feasible
(even if available in the marketplace) because of a significant cost of changing
or disruption caused by the change, it might indicate that the negotiations
between the acquirer and third party are not substantive and the contract is a
part of the set. In contrast, the fact that it is convenient to maintain the same
vendor would not necessarily indicate the change was not feasible.

e  Whether the goods or services are readily available in the marketplace. If
the services are unique or scarce such that the acquirer would not be able to
obtain the goods or services elsewhere, it might indicate that the seller
transferred the contractual relationship to the acquirer. If the goods or services
can be obtained in the marketplace, it might indicate that the contract is a
separately negotiated contract and not a part of the set.

e  Whether the transaction can be closed without the contract transferring.
For example, if the contract between the acquirer and seller includes a
contingency that requires the contract between the acquirer and a third party to
be entered into, it would indicate the contract is a part of the set.

Example 2.7: Determining What Is a Part of the Set - Contractual
Arrangement with a Third Party

Entity A owns a hotel property and has an at-market in-place contract with Manager X to
manage that property. Entity B acquires the hotel from Entity A. Consider the following
scenarios:

Scenario 1

The contract between Entity A and Manager X has a change-in-control provision that
automatically terminates the contract on sale of the property. Entity B and Manager X
must enter into a new contract and neither party is required to continue the relationship.
Entity B and Manager X enter into a new contract with substantially similar terms.

The contract is not a part of the set because Entity B and Manager X had substantive
negotiations to enter into the new contract, the services are readily available in the
marketplace, the entity could reasonably replace the vendor with another party without a
significant disruption in operations and the consummation of the transaction was not
dependent upon entering into the new agreement.

Scenario 2

The contract between Entity A and Manager X does not terminate on sale of the property
and Entity A can assign the contract to other parties. Entity A assigns the management
contract to Entity B as a part of the transaction.
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The contract is a part of the set. The contract transferred from Entity A to Entity B. While
the services are readily available in the marketplace, there were no substantive
negotiations between Entity B and Manager X.

Scenario 3

The contract between Entity A and Manager X does not terminate on sale of the property
and is assignable to other parties. At Entity B's request, Entity A terminates the contract
with Manager X before the close of the transaction. Entity B and Manager X enter into a
new contract with terms that are substantially the same as the contract between Entity A
and Manager X; however, the transaction could not close until Entity B and Manager X
had a new contract in place.

The contract is a part of the set. In substance, the contract transferred from Entity A to
Entity B. While Entity B and Manager X entered into a new contract, it was not a result
of a separate negotiation but rather the transaction was dependent on Entity B and
Manager X entering into the same contract. Furthermore, Entity A and Manager X only
terminated the contract to help facilitate the transaction closing.

STEP 1 -SCREENING TEST
ASC paragraph 805-10-55-5A

If substantially all of the fair value of the gross assets acquired is concentrated in
a single identifiable asset or group of similar identifiable assets, the set is not
considered a business. Gross assets acquired should exclude cash and cash
equivalents, deferred tax assets, and goodwill resulting from the effects of
deferred tax liabilities. However, the gross assets acquired should include any
consideration transferred (plus the fair value of any noncontrolling interest and
previously held interest, if any) in excess of the fair value of net identifiable assets
acquired.

ASC paragraph 805-10-55-5B

A single identifiable asset includes any individual asset or group of assets that
could be recognized and measured as a single identifiable asset in a business
combination. However, for purposes of this evaluation, the following should be
considered a single asset:

(a) A tangible asset that is attached to and cannot be physically removed and used
separately from another tangible asset (or an intangible asset representing the
right to use a tangible asset) without incurring significant cost or significant
diminution in utility or fair value to either asset (for example, land and
building)

(b) In-place lease intangibles, including favorable and unfavorable intangible
assets or liabilities, and the related leased assets.
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ASC paragraph 805-10-55-5C

A group of similar assets includes multiple assets identified in accordance with
[ASC] paragraph 805-10-55-5B. When evaluating whether assets are similar, an
entity should consider the nature of each single identifiable asset and the risks
associated with managing and creating outputs from the assets (that is, the risk
characteristics). However, the following should not be considered similar assets:

(a) A tangible asset and an intangible asset

(b) Identifiable intangible assets in different major intangible asset classes (for
example, customer-related intangibles, trademarks, and in-process research
and development)

(c) A financial asset and a nonfinancial asset

(d) Different major classes of financial assets (for example, accounts receivable
and marketable securities)

(e) Different major classes of tangible assets (for example, inventory,
manufacturing equipment, and automobiles)

(f) Identifiable assets within the same major asset class that have significantly
different risk characteristics.

2.042 Step 1 is an initial screen to determine when a set is not a business. Step 1 requires
that when substantially all of the fair value of the gross assets acquired is concentrated in
a single identifiable asset or a group of similar identifiable assets, the set is not a
business. However, if Step 1 is not met, the entity will still need to evaluate Step 2 to
determine if the set is a business. While Step 1 is required, an entity could choose to go
directly to Step 2 if it concludes under Step 2 that the set is not a business. That is
because Step 1 could not contradict that conclusion. However, an entity will need to
appropriately evaluate Step 1 before concluding that a set is a business, because Step 1 is
determinative that a set is not a business regardless of an entity's interpretation of Step 2.

2.043 There may be circumstances when Step 1 could be completed solely on a
qualitative basis. Paragraph BC19 in the Basis for Conclusions of ASU 2017-01 states:

The assessment could be qualitative if, for example, an entity concludes that all of
the fair value will be assigned to one element of the acquisition. For example, if
the acquisition includes a license for a drug candidate and an at-market contract
and the entity concludes that the at-market contract has at the date of assessment
little or no fair value assigned to it or the fair value of a single identifiable asset or
group of similar identifiable assets is so significant that it is very clear that the
threshold will be met, the entity may conclude that the threshold has been met. If
there are multiple assets that the entity concludes will have more than an
insignificant value assigned, the entity may be able to qualitatively conclude that
there is clearly significant value in assets that are not similar and that the
threshold is not met and go on to the rest of the framework. However, an entity
must determine the fair value of each asset to allocate the consideration to assets
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recognized in both an asset acquisition and a business combination...if the set is
not a business, an entity could choose to document its conclusion in the most cost-
effective manner depending on its situation.

We would expect an entity to document its qualitative analysis and its considerations to
conclude the screening test is met without a quantitative analysis.

The following flowchart illustrates the steps that may be useful when applying Step 1:

etermine all identifiable
 In the set

BEvaluate whether the r
rom Step 1b are similar a
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identifiable : to the fair value of
gr

all of the fair value of the
quired concentrated in a
imilar) identifiable

Yes .~ . No

.--""’ T
P & R — & —
f The set is not a

v
Vo
W business ) Goto Step 2 )
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Step 1a: Determine all identifiable assets in the set

2.044 In Step la, an entity would determine all identifiable assets in the set. Paragraph
BC24 in the Basis for Conclusions of ASU 2017-01 states, "For ease of application, the
Board decided that an entity should use the same unit of account when assessing the
threshold that it would use for identifying assets recognized in a business combination
even if it results in some tangible assets and intangible assets being combined into a
single asset."

2.044a As a result, the starting point is to determine what assets would be recognized
under ASC Topic 805 if the set were considered a business rather than a group of assets.
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2.045 For example, in a business combination an entity would recognize and measure an
in-process research and development (IPR&D) asset, but it typically would not recognize
[PR&D as an asset in an asset acquisition (see Question 4.2.20 in KPMG Handbook,
Asset acquisitions). Because the unit of account is the same as in a business combination,
a single IPR&D asset would be considered a single identifiable asset for purposes of

applying Step 1.

2.046 In contrast, an assembled workforce (or goodwill) is not an identifiable asset that
could be recognized in a business combination, but an assembled workforce intangible
asset could be recognized in an asset acquisition. Because the unit of account is the same
as in a business combination, an assembled workforce intangible asset would not be
considered a single identifiable asset for purposes of applying Step 1.

2.047 A single identifiable asset could also include certain complementary intangible
assets that are recognized and measured as a single asset in a business combination. For
example, ASC paragraph 805-20-55-18 states, "The terms brand and brand name, often
used as synonyms for trademarks and other marks, are general marketing terms that
typically refer to a group of complementary assets such as a trademark (or service mark)
and its related trade name, formulas, recipes, and technological expertise. This Subtopic
does not preclude an entity from recognizing, as a single asset separately from goodwill,
a group of complementary intangible assets commonly referred to as a brand if the assets
that make up that group have similar useful lives."

2.047a Similarly, some tangible assets and intangible assets (e.g., a nuclear power plant
and a license to operate it in ASC paragraph 805-20-55-2(b)) that are combined for
financial reporting purposes in a business combination would also be considered a single
identifiable asset for purposes of Step 1.

Example 2.8a: Applying Step 1a

Entity X acquires five separate apartment complexes. Each complex includes land,
building, property improvements, and at-market in-place tenant leases. Entity X first
determines the identifiable assets that could be recognized separately in a business
combination.

The land, building, property improvements, and in-place leases would be recorded as
separately identifiable tangible and intangible assets. Entity X also identifies an
intangible asset for the trade name associated with the apartment complexes.

As a result, the identifiable assets in the set include five parcels of land, five buildings,
various property improvements, the in-place lease intangible assets at each complex, and
the trade name intangible asset.

Step 1b: Combine any identifiable assets that meet exceptions in ASC paragraph
805-10-55-5B

2.048 ASC paragraph 805-10-55-5B provides two exceptions to the general rule
discussed in Step 1a. These exceptions require an entity to combine assets that would be
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considered separately identifiable in a business combination as a single asset only for
purposes of applying Step 1.

2.048a Those exceptions are to consider as a single identifiable asset:

(1) A tangible asset that is attached to and cannot be physically removed and used
separately from another tangible asset (or an intangible asset representing the right to
use a tangible asset) without incurring significant cost or significant diminution in
utility or fair value to either asset (e.g., land and building); and

(2) In-place lease intangibles, including favorable and unfavorable intangible assets or
liabilities, and the related leased assets.

2.048b While identifiable assets that meet these exceptions are combined as a part of
Step 1b, they generally would be recorded separately regardless of whether the set is a
group of assets or a business. For example, a building and an in-place lease should be
measured and recorded separately regardless of whether the acquired set meets the
definition of a business.

2.049 The FASB included the exceptions in Step 1b to allow practical application of Step
1 in certain transactions. For example, in real estate transactions, land and buildings are
often transferred together but are considered separate assets for accounting purposes.
Without the first exception that requires the combination of tangible assets, these
transactions would rarely meet Step 1. The second exception was included to promote
consistency between real estate transactions in Step 1 so that an entity would not get a
different outcome for similar transactions solely because the value of the leases was
different or because the lease had above or below market rents.

2.050 We believe the exception for lease intangibles should be interpreted narrowly (i.e.,
it should be applied only when the contract meets the definition of a lease in ASC Topic
840, Leases, or ASC Topic 842, Leases, once adopted); entities should not make
analogies to combine other contracts and assets.

2.051 Additionally, we believe the reference to "an intangible asset representing the right
to use a tangible asset" in ASC paragraph 805-10-55-5B(a) is limited only to intangible
assets that represent a right to use a tangible asset that is physically attached to and
cannot be physically removed and used separately from another tangible asset without
incurring significant cost or significant diminution in utility or fair value of either asset.
Paragraph BC25 of ASU 2017-01 cites two examples that would qualify: (1) a building
and a related ground lease, and (2) a pipeline and the use rights for the land in which the
pipeline is laid. By contrast, we believe that intangible assets associated with a product
would not be combined with the related inventory, because they do not represent a right
to use a tangible asset that is physically attached to the inventory. The analysis in Case G
in ASC paragraphs 805-10-55-85 through 55-87 (see Example 2.17) appears to support
this view. In that example, the entity acquires the intellectual property rights to a yogurt
brand and the related equipment and inventory but does not combine those rights with the
tangible assets for the screening test.
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Example 2.8b: Applying Step 1b

The following is a continuation of Example 2.8a.

Entity X evaluates whether any of the exceptions in ASC paragraph 805-10-55-5B (Step
1b) apply. Entity X concludes that the land, building, property improvements, and in-
place leases at each property (apartment complex) are a single asset for the following
reasons:

(1) The building and property improvements are attached to and cannot be physically
removed from and used separately from the land without incurring significant costs or
reducing their fair value; and

(2) The in-place lease intangibles for each apartment are required to be combined with
the leased asset.

After applying the exceptions, the set has six single identifiable assets (i.e., the combined
land, building, property improvements, and leases at each of the five properties are one
asset and the trade name intangible asset). The exceptions in Step 1b do not apply to the
trade name intangible asset.

Example 2.8bb: Applying Exception (a) in Step 1b

Entity A acquires Entity T. Based on its analysis of Step 1a, Entity A determines that the
acquired set consists of:

(1) An oil and gas processing plant, including the land, building and processing
equipment.

(2) A pipeline and related easement connecting the plant and terminal, which are located
5 miles from each other.

(3) An oil and gas terminal facility, including the land, building and storage tanks.

The pipeline is physically attached to components of both the processing plant and
terminal facility and connects the two facilities.

Entity A evaluates whether any of the exceptions in ASC paragraph 805-10-55-5B (Step
1b) apply to each of the identifiable assets from Step 1a. First, Entity A concludes that the
assets within each group of assets above should be combined for the following reasons:

(1) Processing plant — The processing plant building and processing equipment are
attached to and cannot be physically removed from and used separately from each
other and the land at the processing plant without incurring significant costs or
reducing their fair value;

(2) Pipeline — The pipeline is attached to land and the easement is the intangible right to
use the land attached to the pipeline;
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(3) Terminal facility — The terminal building and storage tanks are attached to and cannot
be physically removed and used separately from each other and the land without
incurring significant costs or reducing their fair value.

Next, Entity A evaluates whether the three combined assets above should be further
combined into a single asset as follows:

— Processing plant and pipeline: Entity A concludes that the processing plant and
pipeline should be combined and considered a single asset (processing plant/pipeline)
because the pipeline is attached to and cannot be physically removed and used
separately from the processing plant without incurring significant cost or significant
diminution in utility or fair value to the pipeline.

— Combined processing plant/pipeline and terminal facility: Entity A concludes that the
terminal facility and processing plant/pipeline should be combined and considered a
single asset because the pipeline is attached to and cannot be physically removed and
used separately from the storage tanks at the facility without incurring significant cost
or significant diminution in utility or fair value to the pipeline.

Therefore, all of the identifiable assets in the set should be combined and considered a
single asset for the screening test.

Step 1c¢: Evaluate whether the remaining assets from Step 1b are similar assets

2.052 In Steplc, an entity evaluates whether the assets identified in Step 1b are similar.
However, an entity that acquires a combined single asset (e.g., the combined land,
building, property improvements, and leases in Example 2.8b) does not need to evaluate
components of that combined single asset for similarity. For example, it is not necessary
to consider whether the commercial and retail space in a single real estate asset are
different or similar. The analysis of significantly different risks is only about comparing
an individual or combined asset identified in Step 1b with another individual or combined
asset identified in Step 1b.

2.053 ASC paragraph 805-10-55-5C states, "When evaluating whether assets are similar,
an entity should consider the nature of each single identifiable asset and the risks
associated with managing and creating outputs from the assets (that is, the risk
characteristics)."

2.053a In addition, that paragraph identifies types of assets that should not be considered
similar, including:

(a) atangible asset and an intangible asset,

(b) identifiable intangible assets in different major intangible asset classes (for
example, customer-related intangibles, trademarks, and in-process research
and development),

(c) a financial asset and a nonfinancial asset,

(d) different major classes of financial assets (for example, accounts receivable
and marketable securities),
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(e) different major classes of tangible assets (for example, inventory,
manufacturing equipment, and automobiles), and

(f) identifiable assets within the same major asset class that have significantly
different risk characteristics.

2.054 ASC subparagraph 805-10-55-5-5C(a) states that a tangible asset and an intangible
asset should not be considered similar. This factor is applied only after assets are
combined in accordance with ASC paragraph 805-10-55-5B in Step 1b. Accordingly, an
entity does not need to separate a tangible and an intangible asset (e.g., real estate asset
and related lease intangible) in Step 1¢ when applying the above factors.

2.054a Furthermore, the individual combined assets (e.g., real estate asset and related
lease intangible) could be considered similar to other assets that are identified in Step 1b.
For example, a combined apartment complex and related leases would be compared to
other assets to determine if they are similar assets and may be grouped with other similar
combined assets (e.g., other combined apartment complexes and related leases) if the
other criteria to be a similar asset are met. Also, an apartment complex that is combined
with lease intangibles in Step 1b may be combined with a similar apartment complex
without leases if there are similar risks associated with managing and creating outputs
from the assets.

2.055 Significant judgment will be required to determine if single assets within a major
asset class have significantly different risk characteristics (factor (f)). Paragraph BC31 in
the Basis for Conclusions of ASU 2017-01 states, “The Board clarified that the risks to be
evaluated should be linked to the risks associated with the management of the assets and
creation of outputs because this assessment may be instructive on whether an integrated
set of assets and activities has been acquired. That is, when the risks associated with
managing and creating outputs from the assets are significantly different, the set would
need more sophisticated processes to manage and create outputs.” As a result, the
relevant analysis is whether the risks associated with creating outputs are significantly
different.

2.056 Consistent with ASC paragraph 805-10-55-8, we believe an entity should consider
the risks associated with the management of the assets and the creation of outputs from
the perspective of a market participant (see discussion of the market participant
perspective in Paragraph 2.093). It is not necessarily relevant how the acquirer intends to
operate the set, or how the seller operated the set, when determining the risks associated
with the assets.

2.057 An entity should consider different risk factors depending on the nature of the
asset. In paragraph BC32 of ASU 2017-01, the Board indicated its expectation that
different types of risks would be important to the analysis of different types of
transactions. For example, real estate and intellectual property have different risk
characteristics to analyze. Entities may also need to consider different types of risks for
assets within a particular industry.

2.057a A critical step in the analysis will often be identifying the most relevant risks
related to the assets. For example, we believe that the most relevant risks for intellectual
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property under development (e.g., development risks) usually would be different from the
relevant risks associated with intellectual property embedded in a mature product (e.g.,
customer or market risks).

2.058 Table 2.4 summarizes risk factors and examples associated with operating and
managing the assets to create outputs that may be relevant based on the nature of the asset
(not exhaustive). These risks will need to be significant to affect the conclusion of
whether assets are similar, and while these factors may be present in a particular
transaction, they may not be determinative and all facts and circumstances should be
evaluated. We would expect more weight to be assigned to the most relevant risks
associated with the assets.

Table 2.4: Risk Factors and Examples to Consider When Identifying Similar
Assets

Type of Examples of Assets That May Have Significantly

Assets Risk Factors Different Risks

Real Estate  Geographic Property in a developing or volatile economy versus a
location stable and low volatility economy

Properties in jurisdictions or countries with significantly
different regulations

Single-family home in a large metropolitan area
(population > 2 million) versus single-family home in a
small town (population < 10,000)

Class of Four-star hotel versus a two-star hotel

customers Commercial office building versus residential property

Tenants with a high risk of default versus tenants with a
low risk of default

Size of the Office building with two floors versus an office building
properties with 30 floors

Shopping center (e.g., with five tenants) and a shopping
mall (with many tenants)

Market risk Property in a high growth area versus a property in a low
growth area

Significant cost to obtain tenants versus property with a
waiting list to become a tenant
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Jurisdiction Property in a highly regulated country versus property in
(laws and less regulated country

L A, Property in country with unstable government versus

property in country with stable government

Property in area with access to a workforce (e.g., local
workforce available) and property in area with no
workforce (e.g., workforce must be transported to site)

Transport-  Type of asset  Assets that perform different functions (e.g., cargo aircraft
ation versus a passenger aircraft)

Assets Oil tanker and cargo ship

Market risks ~ Assets designed to operate in locations with known
adverse weather conditions versus assets designed to
operate in moderate weather conditions

Assets (e.g., newer models, better technology, or unique

functions) that demand higher rates from customers such
as a boat with a day rate of $30,000 versus a boat with a

day rate of $10,000

Example 2.8c: Applying Step 1c

The following is a continuation of Examples 2.8a and 2.8b.

The acquired apartment complexes are all in the same metropolitan area and have a
similar class of customers. There are differences in prices charged for apartments on
lower floors and apartments with a view. However, the ratio of price differences between
apartments on lower floors and apartments with views is reasonably consistent at each
apartment complex. The trade name intangible asset is not a similar asset to the apartment
complexes (i.e., tangible assets) as a tangible asset and an intangible asset (except for
lease intangibles and leased assets) are not similar per ASC paragraph 805-10-55-5C(a).

In applying ASC paragraph 805-10-55-5C, Entity X concludes that the five apartment
complexes are similar assets because the risks of operating the assets and creating outputs
from these assets are not significantly different.

As noted in the factors presented in Table 2.4, geographic location should be considered
when determining whether real estate assets are similar assets. Apartment complexes in
different parts of the United States or different parts of the same metropolitan area may
not be similar assets if the risks associated with producing outputs (e.g., lease income) in
different geographical locations are significantly different. Also, if there were another
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type of asset acquired in the transaction such as an office building or hotel, it would not
be similar to apartment complexes.

Example 2.8cc: Acquisition of Owned and Leased Assets

As part of an acquisition, Entity A acquires two custom-made heavy machines from
Entity T. Machine X was owned by Entity T and Machine Y was under a finance lease
from an unrelated third party. Both machines are of the same make and model and used
for similar purposes in construction. Machine Y is leased for its entire economic life. As
part of steps 1a through 1b, the only two assets acquired in the set are Machine X and Y.

In applying ASC paragraph 805-10-55-5C, Entity A concluded that Machine X and Y
were similar because they were in the same major asset class and the risks of operating
the assets and creating outputs from these assets are not significantly different based on
the following:

— Same major class of tangible assets: Entity A concluded that both assets were in the
same major asset class because the nature or use in operations of each machine are
similar. While Entity A is required to separately classify or disclose finance lease
right of use (ROU) assets from the owned equipment, and the leased machine has
different accounting requirements, the nature of the underlying asset is similar.
Furthermore, because it is a finance lease it is economically similar to purchasing the
asset with cash or a different form of financing, as discussed in paragraph BC57 of
the Basis for Conclusions of ASU 2016-02.

— Similar risk characteristics: Entity A concluded that both machines had similar risk
characteristics because they can be used interchangeably by Entity A to create outputs
with similar customers over a similar time period. The way the machine was financed
does not significantly affect the risk of operating and managing the assets to create
outputs because the nature of a finance lease is similar to the purchase of an asset with
a corresponding financing.

If Machine Y was subject to an operating lease it may not be considered similar because
the time frame of operating and managing an asset under an operating lease may affect
the risks of managing and creating outputs compared to an owned asset.

Step 1d: Determine fair value of gross assets acquired

2.059 In Step 1d, the entity determines the fair value of gross assets acquired (i.e., the
denominator). The gross assets acquired generally include all assets that are recognized in
a business combination including goodwill. The denominator also includes consideration
transferred (plus the fair value of noncontrolling interests and previously held interests, if
any) in excess of the fair value of net identifiable assets acquired. The consideration
transferred would also include contingent consideration determined under ASC Topic
805 because contingent consideration may affect the value of goodwill, which is included
in gross assets. However, transaction costs are excluded from both the numerator and
denominator, because they are expensed in a business combination. Additionally, an
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assembled workforce, which is not a recognized intangible asset in a business
combination, would be included in the denominator by virtue of its inclusion in goodwill.

2.060 The FASB specifically excluded items from the numerator and denominator such
as cash and cash equivalents, deferred tax assets, and goodwill resulting from the effects
of deferred tax liabilities. Cash and cash equivalents are excluded to prevent entities from
increasing the purchase price with no economic substance (e.g., by choosing to include a
greater amount of cash or cash equivalents in the acquired set) to avoid a conclusion that
substantially all of the fair value is concentrated in a single asset (or group of similar
assets).

2.060a The deferred tax items are excluded because those items are a reflection of the
legal or tax form of the transaction rather than the substance of what was acquired.

2.060b Except for unfavorable lease intangible liabilities, which are combined with the
related leased asset (see further discussion of leases in Paragraph 2.048), the numerator
and denominator exclude all debt or other liabilities because the assumption of those
liabilities may simply be a financing mechanism for the transaction. The Board indicated
in paragraph BC20 of ASU 2017-01 that it decided to exclude liabilities from the
screening test to avoid “a group of assets that would otherwise be subject to further
evaluation under the model bypassing such evaluation solely because a transaction
includes liabilities in addition to assets.” Following this rationale, we believe that a gain
from a bargain purchase also should be excluded from (i.e., it does not reduce) the
denominator. ASC paragraph 805-10-55-5A states that gross assets should include any
consideration transferred in excess of the fair value of net identifiable assets acquired.
ASC paragraph 805-10-55-5A does not specifically state that gross amounts should
include any deficit (i.e., bargain purchase amount). Including a bargain purchase amount
in the numerator and denominator would distort the screening test in a manner similar to
including liabilities. See Example 2.9a.

2.060c We believe that the exclusion of all liabilities (except for unfavorable lease
intangible liabilities) from the numerator and denominator of the screening test also
applies to asset retirement obligations related to assets included in the set. That is, an
asset retirement obligation should not be netted against (should not reduce) the fair value
of the assets included in the numerator and denominator. For example, assume an entity
acquires a set that includes a manufacturing facility with an associated asset retirement
obligation. The entity determines the fair value of the manufacturing facility to be $100
million (net of an asset retirement obligation of $20 million). In accounting for the
acquisition, the entity would record the manufacturing facility at $120 million and a
liability for the asset retirement obligation at $20 million. In applying the screening test,
the entity would include the manufacturing facility with a value of $120 million in both
the numerator and denominator. However, the presence of an asset retirement obligation
may be a relevant qualitative factor to consider (see factors discussed in Paragraph
2.063).

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations 48
2. ldentifying a Business Combination

Example 2.8d: Applying Step 1d

The following is a continuation of Examples 2.8a, 2.8b, and 2.8c.

For this example, Entity X also assumes debt associated with building the apartment
complexes of $2,500,000 and cash on hand of $50,000. Company X paid a purchase price
of $25,600,000.

Entity X determines the fair value of the gross assets acquired to determine the
denominator.

Items Acquired / Assumed Estimated Fair Value  Included in Gross Assets
Apartment complex 1 $5,100,000 $5,100,000
Apartment complex 2 $4,850,000 $4,850,000
Apartment complex 3 $5,650,000 $5,650,000
Apartment complex 4 $5,400,000 $5,400,000
Apartment complex 5 $5,200,000 $5,200,000
Assumed debt ($2,500,000) Not included
Cash on hand $50,000 Not included
Trade names $1,850,000 $1,850,000
Total $25,600,000 $28,050,000

The fair value of gross assets acquired is $28,050,000 in this example. Cash, debt
assumed, deferred taxes (if any), and goodwill resulting from the effects of deferred
tax liabilities (if any) are not included in gross assets acquired.

Step 1e: Compare the single identifiable asset or group of similar identifiable assets
to the fair value of gross assets acquired

2.061 In Step le, an entity compares the fair value of the single identifiable asset (or
group of similar assets) to the fair value of the gross assets acquired. To do that, an entity
would identify the individual identifiable asset with the greatest fair value or group of
similar identifiable assets with the greatest fair value (whichever is greater). Next the
entity compares that amount to the fair value of the gross assets acquired as determined in
Step 1d. If the fair value of that single identifiable asset or group of similar identifiable
assets represents substantially all of the fair value of the gross assets, then the screening
test is met and the set is not a business.

2.062 The FASB decided to use the term substantially all because it is commonly used
throughout U.S. GAAP. However, the FASB did not specify a quantitative threshold for
what substantially all means in Step 1. In other U.S. GAAP, substantially all is generally
interpreted to mean approximately 90 percent or greater; however, for purposes of the
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definition of a business, substantially all is not necessarily meant to be a bright-line
quantitative threshold.

2.063 When there is uncertainty about whether the substantially all test is met (e.g.,
because the ratio is close to the quantitative threshold or the valuation of assets acquired
is based on unobservable (Level 3) fair value measurement inputs subject to significant
measurement uncertainty), we believe qualitative factors may also be considered. The
purpose of a qualitative assessment is to evaluate whether the other assets in the set have
substance, in which case Step 2 should be performed. We believe relevant qualitative
factors include but are not limited to the following:

e The composition of other assets.

e [fthe other assets are equipment or materials that can be easily replaced at
a cost that is insignificant in relation to the fair value of the set, that may
qualitatively indicate that the substantially all threshold is met because the
other assets are not substantive.

e If'the other tangible or intangible assets complement the primary asset
(e.g., a customer list accompanying a significant developed technology
intangible asset), that may qualitatively indicate that the other assets are
substantive and an entity should move to Step 2.

e The set includes employees and goodwill. The presence of goodwill is an
indicator of a substantive process in the set. If the set includes employees and
a more than insignificant amount of goodwill, that may indicate that an entity
should move to Step 2 to evaluate whether the employees represent an
organized workforce, in which case a substantive process would be present and
the set likely would be a business.

e The set is self-sustaining. If the set is self-sustaining (i.e. the set was a stand-
alone entity or a largely independent division, subsidiary or product line of a
larger entity), that may qualitatively indicate that in substance an entity is
acquiring more than just a single asset and the other elements are substantive;
therefore the entity should move on to Step 2.

e An asset retirement obligation is included in the set. Asset retirement
obligations, although excluded from the substantially all quantitative test,
generally are associated with the normal operation of long-lived assets. If
exclusion of an asset retirement obligation associated with an asset in the set
is the reason a quantitative threshold has been met, that may qualitatively
indicate that in substance an entity acquired more than just a single asset and
the other elements are substantive depending on the nature and composition of
the other assets.

2.064 We would expect entities to apply the quantitative and qualitative factors
consistently to similar transactions. In general, we would place greater emphasis on the
quantitative assessment when there is a higher concentration of fair value in a single asset
(or group of similar assets) or the fair value measurements of the assets are not subject to
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significant measurement uncertainty. As a result, qualitative factors ordinarily would not
overcome the quantitative assessment when the fair value of a single asset (or group of
assets) is well above 90 percent of the fair value of the gross assets even if employees are
included in the set. In contrast, we believe it would be rare for an entity to conclude that
Step 1 is met when the concentration of fair value is more than just a few percentage
points less than 90 percent of the fair value of the gross assets.

Example 2.8e: Applying Step 1e

The following is a continuation of Examples 2.8a, 2.8b, 2.8c, and 2.8d.

Entity X evaluates whether the fair value is concentrated in a single asset or group of
similar assets.

In Step 1d, the fair value of the gross assets acquired was determined to be $28,050,000.
The apartment complexes were found to be similar and are grouped together for Step 1.
In Step le, their combined value of $26,200,000 is compared to the gross assets acquired
of $28,050,000.

This results in 93 percent of the value of the gross assets acquired being associated with a
group of similar assets. Entity X also considers qualitatively whether in substance it
acquired a group of similar assets and whether the other elements are substantive. Entity
X determines the other elements (e.g., trade names) acquired are not substantive because
the other elements are not a result of goodwill and an organized workforce, and the set
was not a stand-alone self-sustaining operation.

The quantitative and qualitative factors indicate that, in substance, the entity acquired a
group of similar assets and the set is not a business.

Example 2.8f: Recognizing Certain Assets of a Medical Device Company as
a Single Asset for Financial Reporting Purposes

Entity B acquires Medical Device Corp. on December 15, 20X7. Medical Device has a
monopoly on a certain medical device product. The product has been on the market and
generating revenue for 20 years.

Entity B acquires all of the existing product technology, manufacturing equipment,
employees and supply contracts of the product line. The identifiable intangible assets
include technology, trade name, FDA approval and customer (doctor) relationships. The
trade name and customer relationship were determined to have nominal value. As Entity
B has a monopoly on the product, if it is medically necessary, doctors are compelled to
prescribe it as there are no alternatives. The technology and FDA approval are recognized
as a single asset (the "technology asset") by analogy to ASC subparagraph 805-20-55-
2(b), which indicates that a power plant and a license to operate that plant may be
recognized as a single asset if their useful lives are similar. The fair value of the
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technology asset, goodwill, and other tangible assets represent 94%, 2%, and 4%,
respectively, of the fair value of the gross assets acquired.

Because the fair value of the technology asset is 94% of the fair value of the gross assets
acquired, Medical Device Corp concludes that substantially all of the fair value of the
gross assets is concentrated in a single identifiable asset. Step 1 is met and Step 2 is
unnecessary. The set is not a business.

Example 2.9: Applying Step 1 When Goodwill Results from the Effects of
Deferred Tax Liabilities

Entity A acquires 100% of Biotech Corp. on January 1, 20X9 for $10,000,000. Biotech's
operations include [IPR&D activities on a single development stage drug compound. No
employees are included in the set. The enacted tax rate is 25% for 20X9 and all future
years.

The identifiable assets acquired and liabilities assumed have the following fair values and
tax bases.

Estimated Temporary

Fair Value Tax Basis Difference
Cash $50,000 $50,000 $0
IPR&D $9,450,000 $0 $9,450,000
Research lab $400,000 $200,000 $200,000
Current liabilities, excluding
deferred taxes ($200,000) ($200,000) $0
Identifiable net assets acquired $9,700,000 $50,000 $9,650,000

The assets acquired and liabilities assumed would be recognized (under ASC Topic 805)
as follows:

Cash $50,000
IPR&D $9,450,000
Research lab $400,000
Current liabilities ($200,000)
Deferred tax liabilities ($2,412,500)
Goodwill $2,712,500
Consideration paid $10,000,000
Step 1a

Entity A determines the identifiable assets that could be recognized separately in a
business combination. As shown above, the identifiable assets in the set include cash,
IPR&D, and the research lab.
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Step 1b

Entity A evaluates whether any of the exceptions in ASC paragraph 805-10-55-5B (Step
1b) apply. Entity A concludes that none of the assets meet the exceptions and none of the
acquired assets are combined.

Step 1c

In applying ASC paragraph 805-10-55-5C, Entity A concludes that none of the acquired
identifiable assets (e.g., cash, IPR&D, and the research lab) are similar assets.

Step 1d

In applying Step 1d, the gross assets acquired would not include the goodwill associated
with the deferred tax liabilities acquired in this transaction. The deferred tax liabilities
acquired in this example generated $2,412,500 of goodwill, which is excluded for
purposes of applying Step 1, leaving $300,000 of goodwill.

The gross assets acquired in this example for purposes of Step 1 are as follows:

Value under

Items Acquired / Assumed ASC Topic 805 Included in Gross Assets
Cash $50,000 Not included
IPR&D $9,450,000 $9,450,000
Research lab $400,000 $400,000
Current liabilities ($200,000) Not included
Deferred tax liabilities ($2,412,500) Not included
Goodwill $2,712,500 $300,000
Total $10,000,000 $10,150,000
The fair value of gross assets acquired is $10,150,000.

Step 1e

Entity A evaluates whether the fair value is concentrated in a single asset or group of
similar assets.

In Step 1d, the fair value of the gross assets acquired was determined to be $10,150,000.
As previously discussed, none of the acquired assets were found to be similar and none
are grouped together for Step 1c. In Step le, the largest acquired asset had a value of
$9,450,000 and is compared to the gross assets acquired of $10,150,000.

This results in 93 percent of the value of the gross assets acquired being associated with a
single identifiable asset (e.g., [IPR&D). Entity A also considers qualitatively whether in
substance the other elements (e.g., research lab, goodwill) of the transaction are
substantive. While the set includes goodwill, the value associated with the goodwill is de
minimis (below 3 percent) and is not attributable to an organized workforce because
there are no employees acquired. As a result, the quantitative and qualitative factors
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indicate that substantially all the fair value is concentrated in a single asset and the set is
not a business.

Example 2.9a: Applying the Step 1 Threshold (Initial Screening) Test When
a Bargain Purchase Exists

ABC Corp. enters into a purchase agreement to acquire a small software company
(Target) for $9,000,000. Target has five employees that are all software developers, earns
some revenue, but is not profitable. Target’s owners believe its software alone is worth
more than the purchase price. However, Target is running out of money, and its owners
are willing to sell to ABC at a significant discount.

Target’s software has a fair value of $10,000,000 and it has a customer-related intangible
with a fair value of $500,000.

ABC’s senior management and IT department believe Target’s five software developer
employees can be replaced after consummation of the transaction without significant
time, effort or delay in the ability to continue producing outputs, as they are not
considered essential (e.g., the software is already developed).

ABC determines that it should exclude the bargain purchase amount from the numerator
and denominator in Step 1 (see Paragraph 2.060b). Because an assembled workforce is
not a recognized identifiable asset in a business combination (and because there is no
goodwill in this example), ABC will exclude the assembled workforce from Step 1.

ABC performs Step 1 to evaluate whether the fair value is concentrated in a single asset
or group of similar assets.

Value Under
Items Acquired ASC Topic 805 Included in Gross Assets
Software $10,000,000 $10,000,000
Customer-related intangible $500,000 $500,000
Bargain purchase $(1,500,000) Not included
Total $9,000,000 $10,500,000

ABC compares the largest acquired asset (software) valued at $10,000,000 to the fair
value of gross assets acquired of $10,500,000.

This results in 95% of the value of the gross assets acquired being associated with a
single identifiable asset. ABC also evaluates whether qualitatively, the other elements
(customer-related intangible and employees) are substantive. There is no goodwill
associated with the set (i.e., there is no value in the assembled workforce because the
employees can easily be replaced) and the value of a single asset is well above 90%.
ABC concludes that substantially all the fair value is concentrated in a single asset and
the set is not a business.
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2.065 Paragraph not used.

Example 2.10: Acquisition of Loan Portfolio — Scenario 1’

Facts
e Bank A acquires a portfolio of residential mortgages and a portfolio of
commercial mortgages, each having significant value and significantly
different risks (e.g., term, size, and risk ratings).
e Bank A does not acquire the employees that managed the credit risk of the
loan portfolios and had relationships with the borrowers in the acquisition.
Bank A does not acquire other protocols, conventions, or systems.
e The loan portfolios currently produce outputs (interest income).
Analysis

Step 1 (Screening Test):

Bank A concludes that substantially all of the fair value of the gross assets acquired is not
concentrated in a single or a group of similar identifiable asset(s). This is because the two
loan portfolios have significantly different risk characteristics and are not similar assets.

The fair value of the gross assets is spread across the two identifiable assets (loan
portfolios); therefore, Step 1 is not met.

See Example 2.15 for the analysis of Step 2.

Conclusion
The acquired set does not meet the screening test (Step 1); therefore, Step 2 is required.

Alternatively, because no employees, protocols, conventions or systems were acquired, it
is clear that the set does not include an organized workforce or an acquired process. Bank
A could have elected to bypass the screening test (and the necessary assessment of
similarity of risk characteristics) and gone directly to Step 2 to conclude the set is not a
business. This alternative analysis applies only when it is clear that the set would not be a
business under Step 2. An entity may not skip Step 1 if it's clear that there is an input and
a substantive process, because the screening test could still lead to a conclusion that the
set is not a business.
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Example 2.11: Acquisition of Oil and Gas Properties — Scenario 1
Facts

e XYZ Co. acquires the mineral rights (i.e., lease agreements to develop and
produce the underlying mineral reserves) in certain properties in the southwest
shale.

e The acquisition provides XYZ Co. with an average 50% working interest in
the properties.

e The properties are proved and unproved properties. The proved properties are
currently producing oil and gas. The properties classified as unproved have
known reserves (they have been proved up) but are classified as unproved
because of the requirement to classify properties as unproved if an entity does
not expect to produce from those properties within the next five years.

e XYZ Co. also assumes customer contracts in the acquisition, which are at
market rates. No employees are in the set.

Analysis
Step 1 (Screening test)

The oil and gas properties are found to be two single identifiable assets that would be
recognized in a business combination under Topic 805. The two assets are proved and
unproved properties. Even though they have different disclosure requirements, we believe
that proved and unproved oil and gas properties can be considered to be within the same
major asset class and therefore could be considered similar assets if they do not have
significantly different risks. When evaluating whether those assets are similar, an entity
should consider the nature of proved and unproved properties and the risks associated
with managing and creating outputs from the proved and unproved properties (i.e., the
risk characteristics).

In this example, the two identified assets do not have significantly different risks
associated with creating outputs and therefore are similar assets. They are similar assets
because they are in the same geographic area (e.g., southwest shale) and are expected to
have similar outputs (e.g., mix of hydrocarbons) from both assets. The unproved
properties, while not meeting the proved definition because XYZ Co. does not expect to
produce from those properties over the next five years, are considered to have the same
risk profile as the proved properties because they have known reserves.

If the unproved properties had not already been proved up, XYZ Co. may have concluded
that the proved and unproved properties have significantly different risks.

Additionally, oil and gas properties in different regions of the United States, in different
jurisdictions, and those that have different characteristics such as offshore and onshore
could result in different conclusions about whether they are similar and would require
analysis of the specific facts and circumstances.
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There is no fair value associated with the customer contracts because the contracts are at
market rates and are readily available in the market place, and there were no other assets
acquired. Accordingly, XYZ Co. concludes that substantially all of the fair value of the
gross assets acquired is concentrated in a group of similar identifiable assets (the proved
and unproved oil and gas properties). Step 1 is met and the set is not a business.

Example 2.11a: Acquisition of Petroleum Storage Facilities

Facts
e ABC Co. (ABC) enters into an asset purchase agreement with DEF Co. (DEF)
for total consideration of $500 million.
e DEF will transfer to ABC the following:
e Two petroleum storage and distribution terminal facilities located along
the Oregon coastline; and
e (Customer relationships and fixed assets comprised of automobiles,
equipment, tools and IP equipment.
e The set has revenues from both facilities that will continue after the
acquisition.
e The type and class of customers are similar for the facilities.
Analysis

Step 1 (threshold test)

The land, buildings, storage tanks, and interconnecting pipes at each facility are attached
to each other and cannot be physically removed from and used separately from one
another without incurring significant cost or reducing their fair value. As such, they are
considered to be a single asset for the screening test.

The next step is to determine if the two petroleum storage and distribution terminal
facilities are similar assets. The two identified facilities do not have significantly different
risks associated with creating outputs. They are in the same geographic area (e.g., Oregon
coastline), both on-shore properties, both expected to have similar outputs (e.g., crude oil
and refined petroleum products) from both assets and the type and class of customers are
similar for the assets. As such, they are similar assets and grouped together for the
screening test.

ABC next compares the largest acquired group of similar assets (petroleum storage and
distribution facilities) valued at $483,000,000 to the fair value of gross assets acquired of
$500,000,000.
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Items Acquired Estimated Included in
Fair Value Gross Assets

Petroleum storage and distribution facilities ~ $483,000,000 $483,000,000

Customer-related intangibles and fixed

assets $17,000,000 $17,000,000

Total $500,000,000 $500,000,000

Items Acquired Percentage

Petroleum storage and distribution facilities 96.6%

Customer-related intangibles and fixed

assets 3.4%

Total 100%

Because 96.6% of the fair value of the gross assets acquired is concentrated in the group
of similar assets, ABC concludes that the substantially all test (step 1) is met and the set
is not a business.

Step 2 (input and substantive process)
Step 2 is not necessary in this scenario.
Conclusion

ABC concludes the transaction is an asset acquisition rather than a business combination
because substantially all the fair value is concentrated in a group of similar assets.

Example 2.11b: Acquisition of a Property Subject to a Tax Abatement
Facts

e ABC Co. (ABC) constructed a new facility and entered into a property tax
abatement agreement with the local government.

e The term of the property tax abatement is 30 years.

e ABC enters into an asset purchase agreement with DEF Co. (DEF) where
DEEF acquires the facility (land and building) and the related property tax
abatement.

e There is no goodwill or other assets in the set.

e The FV of the facility is $10,000,000 and the FV of the property tax
abatement is $2,500,000.
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Analysis

To apply Step 1, DEF evaluates whether the set includes a single identifiable asset or a
group of similar assets.

Step 1a

DEF concludes that the identifiable assets in the set include the land, building and
property tax abatement. The abatement is an identifiable intangible asset under ASC
Topic 805 because it meets the contractual-legal criterion.

Step 1b

The land and building are combined under ASC paragraph 805-10-55-5B for the
screening test because they are attached to and cannot be physically removed and used
separately from each other without incurring significant costs or reducing their fair value.
However, the property tax abatement does not meet one of the exceptions in ASC
paragraph 805-10-55-5B and is not combined with the land and building into a single
identifiable asset. Although the property tax abatement was derived from the
construction of the facility and is an intangible asset related to the property, it does not
represent the right to use the land or building and is not a lease.

Step 1c

The facility (combined land and building) is a tangible asset and the property tax
abatement is an intangible asset. Therefore, the two assets cannot be considered similar.

Step 1d
The fair value of the gross assets acquired is $12,500,000.
Step 1e

DEF compares each of the single identified assets to the gross assets acquired. The fair
value of the facility compared to the gross assets acquired is 80%
($10,000,000/$12,500,000) and the fair value of the property tax abatement is 20% of the
gross assets acquired. DEF concludes that substantially all the fair value of the gross
assets acquired is not concentrated in a single asset or group of similar assets.

Conclusion

The acquired set does not meet the screening test (Step 1); therefore, Step 2 is required.

STEP 2 - EVALUATE WHETHER AN INPUT AND A SUBSTANTIVE PROCESS
EXIST
Framework — Inputs, Substantive Processes, and Other Considerations
ASC paragraph 805-10-55-5D
When a set does not have outputs (for example, an early stage company that has

not generated revenues), the set will have both an input and a substantive process
that together significantly contribute to the ability to create outputs only if it
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includes employees that form an organized workforce and an input that the
workforce could develop or convert into output. The organized workforce must
have the necessary skills, knowledge, or experience to perform an acquired
process (or group of processes) that when applied to another acquired input or
inputs is critical to the ability to develop or convert that acquired input or inputs
into outputs. An entity should consider the following in evaluating whether the
acquired workforce is performing a substantive process:

(a) A process (or group of processes) is not critical if, for example, it is
considered ancillary or minor in the context of all the processes required to
create outputs.

(b) Inputs that employees who form an organized workforce could develop (or are
developing) or convert into outputs could include the following:

(1) Intellectual property that could be used to develop a good or service
(2) Resources that could be developed to create outputs

(3) Access to necessary materials or rights that enable the creation of future
outputs.

Examples of inputs that could be developed include technology, mineral
interests, real estate, and in-process research and development.

ASC paragraph 805-10-55-5E

When the set has outputs (that is, there is a continuation of revenue before and
after the transaction), the set will have both an input and a substantive process that
together significantly contribute to the ability to create outputs when any of the
following are present:

(a) Employees that form an organized workforce that has the necessary skills,
knowledge, or experience to perform an acquired process (or group of
processes) that when applied to an acquired input or inputs is critical to the
ability to continue producing outputs. A process (or group of processes) is not
critical if, for example, it is considered ancillary or minor in the context of all
of the processes required to continue producing outputs.

(b) An acquired contract that provides access to an organized workforce that has
the necessary skills, knowledge, or experience to perform an acquired process
(or group of processes) that when applied to an acquired input or inputs is
critical to the ability to continue producing outputs. An entity should assess
the substance of an acquired contract and whether it has effectively acquired
an organized workforce that performs a substantive process (for example,
considering the duration and the renewal terms of the contract).

(c) The acquired process (or group of processes) when applied to an acquired
input or inputs significantly contributes to the ability to continue producing
outputs and cannot be replaced without significant cost, effort, or delay in the
ability to continue producing outputs.
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(d) The acquired process (or group of processes) when applied to an acquired
input or inputs significantly contributes to the ability to continue producing
outputs and is considered unique or scarce.

ASC paragraph 805-10-55-5F

If a set has outputs, continuation of revenues does not on its own indicate that
both an input and a substantive process have been acquired. Accordingly,
assumed contractual arrangements that provide for the continuation of revenues
(for example, customer contracts, customer lists, and leases [when the set is the
lessor]) should be excluded from the analysis in [ASC] paragraph 805-10- 55-5E
of whether a process has been acquired.

ASC paragraph 805-10-55-6

The nature of the elements of a business varies by industry and by the structure of
an entity’s operations (activities), including the entity’s stage of development.
Established businesses often have many different types of inputs, processes, and
outputs, whereas new businesses often have few inputs and processes and
sometimes only a single output (product). Nearly all businesses also have
liabilities, but a business need not have liabilities. In addition, some transferred
sets of assets and activities that are not a business may have liabilities.

ASC paragraph 805-10-55-8

Determining whether a particular set of assets and activities is a business should
be based on whether the integrated set is capable of being conducted and managed
as a business by a market participant. Thus, in evaluating whether a particular set
is a business, it is not relevant whether a seller operated the set as a business or
whether the acquirer intends to operate the set as a business.

ASC paragraph 805-10-55-9

When evaluating whether a set meets the criteria in [ASC] paragraphs 805-10-55-
5D through 55-5E, the presence of more than an insignificant amount of goodwill
may be an indicator that the acquired process is substantive and, therefore, the
acquired set is a business. However, a business need not have goodwill.

2.066 In Step 2, a set must include, at a minimum, an input and a substantive process that
together significantly contribute to the ability to create outputs. The guidance provides a
framework to assist entities in evaluating whether both an input and a substantive process
are present and gives examples about applying the implementation guidance.

2.067 The first decision point is to determine if the set has outputs. The guidance has a
different set of criteria depending on whether the set has outputs. Outputs are the result of
inputs and processes applied to those inputs that provide goods or services to customers,
investment income (e.g. dividends, interest), or other revenues. Although outputs are not
required for a set to be a business, outputs are one of the three elements of a business.
The FASB created a more stringent set of criteria when outputs are not present.
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2.067a Based on informal discussions, we understand that the FASB staff believes it is
acceptable for an acquirer to evaluate a set of assets and activities with only
inconsequential outputs as a set without outputs. Judgment is required and an acquirer
may also need to consider qualitative aspects. For example, we believe it generally would
be appropriate to evaluate a start-up with only minimal outputs that is ramping up central
activities as a set with outputs. Conversely, we believe it generally would be appropriate
to evaluate a set with only minimal outputs that is winding down activities as a set
without outputs.

2.067b Determining whether one or more inputs exist is usually straightforward.
Accordingly, the discussion below focuses primarily on determining whether a
substantive process exists.
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Acquired Set with No Outputs (ASC paragraph 805-10-55-5D)

2.068 For a set with no outputs (e.g., an entity in the development stage that has not
generated revenues) to have both an input and substantive process, it must include:

(a) Employees that form an organized workforce; and
(b) An input that the workforce could develop or convert into outputs.

2.069 The employees that form the organized workforce must have the necessary skills,
knowledge, or experience to perform an acquired process (or group of processes) that
when applied to another acquired input or inputs is critical to the ability to develop or
convert that acquired input or inputs into outputs.

Organized Workforce

2.070 The organized workforce must consist of employees. An acquired contract that
performs a process would not on its own be considered an organized workforce when a
set does not have outputs. However, if the set includes both employees and service
contracts, the processes performed by the vendor may be considered a critical process.
For example, paragraph BC48 of the Basis for Conclusions of ASU 2017-01 states, "The
Board also noted that a critical process performed by employees could include the
management of service providers. The Board stated that, as an example, an entity should
come to consistent conclusions when evaluating a set that has 100 employees and a set
that has 20 employees with the equivalent of 80 employees replaced by outsourced
service providers because the 20 employees would be responsible for the management
and performance of the outsourced employees."

2.071 ASC paragraph 805-10-55-5D(a) states that a process (or group of processes) is not
critical if, for example, it is considered ancillary or minor in the context of all the
processes required to create outputs. However, the FASB did not provide additional
guidance and as a result, determining whether the acquired workforce is performing a
critical process will require significant judgment.

2.072 We believe the analysis of whether the process is critical should focus on the nature
of the process being performed by the workforce. To evaluate whether the process is
critical or minor, entities may compare the process being performed by the workforce to
the missing processes from the set. If the acquired process (or group of processes) is
considered qualitatively and quantitatively minor compared to all of the processes
required to produce outputs, the process would not be critical. The following factors may
indicate that the employees are performing a process that is critical to developing or
converting inputs into outputs (none of which individually would be determinative):

o Size of the workforce. The greater the number of employees, the more likely
the process is substantive. However, the number of employees is not
determinative as a few employees might have significant knowledge,
experience, or skills that are critical to developing the acquired inputs into
outputs.
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e Stage of activities. If the organized workforce has not yet commenced
activities to develop or convert inputs into outputs, it could call into question
whether the processes acquired are in fact substantive or could be used to
develop or convert the inputs into outputs. In contrast, if the organized
workforce has commenced key activities to develop or convert inputs into
outputs, the processes being performed would likely be critical.

e Research and development activities. The process may be substantive if the
organized workforce has employees with necessary skills, knowledge, or
experience in performing research and development processes that are
significant to converting inputs into outputs. In an entity without outputs,
research and development activities are likely to be one of an entity's most
significant processes in the development stage. Example 2.13 below illustrates
an example where research and development processes performed by acquired
scientists are critical to the development of intellectual property.

e How close the set is to generating revenues. If the entity is close to
generating revenues, the processes the employees are performing are more
likely to be critical to developing or converting the inputs into outputs. The
workforce may not be critical if there is significant uncertainty about its
knowledge, skills, experience, or ability to complete the required steps to turn
the inputs into outputs. For example, the need to hire a significant number of
employees after the acquisition with the necessary knowledge, skills, or
experience to continue the activities required to develop or convert the
acquired inputs into outputs could indicate that the processes performed by the
acquired workforce are not critical.

e  Whether the set is self-sustaining and operated on a stand-alone basis. If
the set includes an organized workforce that was operating the set on a stand-
alone basis (i.e., it was not a division, subsidiary, product line, or portion of a
larger entity), the organized workforce may be performing critical processes
to manage and operate the set. This factor does not refer to the entity's
financing needs or ability to access capital.

e Presence of goodwill. The presence of goodwill in a set with no outputs may
indicate that the organized workforce is performing a critical process.

e Process of integrating multiple assets. If the employees are performing
resource allocation, strategic management, or operational processes that
manage different risks to integrate multiple different assets to develop inputs
into outputs, the process is likely critical.

Inputs That the Entity Could Convert into Outputs

2.073 Acquiring employees is not enough to conclude that a set with no outputs is a
business. That acquired workforce must be able to develop or convert another acquired
input or inputs into outputs. As a result, the set also must include an input or inputs that
could be developed or converted (or are being developed or converted) into outputs.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations 64
2. ldentifying a Business Combination

These inputs include but are not limited to items such as technology, drug compounds,
real estate, oil and gas properties, and distribution or production rights.

2.074 These types of assets form the foundation of what would ultimately be the goods or
platform for the services to be provided to customers. Assets such as equipment that
could be used to convert other inputs (e.g., a piece of machinery used to manufacture a
good) may not be sufficient on their own because those inputs generally are not
developed or converted into outputs and are used only to convert another input into
outputs.

Example 2.12: Acquisition of a Drug Candidate — Scenario 12

Facts

e Pharma Co. acquired two development stage drug compounds from Biotech
that treat different illnesses.

e The two drug compounds each have significant value and significantly
different risks (e.g., they treat different illnesses, have different patient
subsets, and have different expected lives).

e Pharma Co. also assumes from Biotech their (1) clinical research organization
(CRO) contract and (2) clinical manufacturing organization (CMO) contract.

e Pharma Co. does not acquire the scientists and long-lived tangible assets.

e Biotech is not currently generating revenues.

Analysis

Step 1 (Screening Test):

Pharma Co. concludes that substantially all of the fair value of the gross assets acquired is
not concentrated in a single or a group of similar identifiable assets. Pharma Co. notes
that the nature of the IPR&D activities is similar. However, Pharma Co. concludes that
each activity has significantly different risks associated with creating outputs because
each activity has different risks associated with developing and marketing the compound
to customers.

Pharma Co. also concludes that there is no fair value associated with the CRO and CMO
contracts because the services are provided at market rates and could be provided by
multiple vendors. Therefore, all of the consideration in the transaction will be allocated to
the IPR&D activities.

The fair value of the gross assets is spread across the two identifiable IPR&D assets
because these assets are not similar for the purposes of applying the screening test. Step 1
is not met.

Step 2 (Input and Substantive Process):

When there are no outputs, there must be inputs and employees (an acquired contract that
represents an organized workforce is not sufficient). Accordingly, the acquired CRO and
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CMO contracts are not relevant to the Step 2 analysis because there are no outputs in the
set. Pharma Co. concludes that the criteria in ASC paragraph 805-10-55-5D to determine
whether the set has both an input and a substantive process are not met because the set
does not have employees.

Conclusion

The acquired set is not a business because the set does not include employees that
represent an organized workforce with the necessary skills, knowledge, or experience to
perform an acquired process (or group of processes) that when applied to another
acquired input or inputs is critical to the ability to develop or convert that acquired input
or inputs into outputs.

Example 2.13: Acquisition of Biotech — Scenario 13

Facts
e Pharma Co. acquires the outstanding shares of Biotech, whose operations
include IPR&D activities on several development stage drug compounds. The
compounds target different illnesses and patient subsets.
e Pharma Co. also acquires long-lived tangible assets such as a corporate
headquarters, a research lab, and testing equipment.
e Pharma Co. concludes there is significant fair value in the acquired workforce,
the different IPR&D projects, and tangible assets.
o The set includes the scientists with the necessary skills, knowledge, or
experience to continue to perform R&D activities.
e There is also a more-than-insignificant amount of goodwill.
e Biotech has not generated revenues.
Analysis

Step 1 (Screening Test):

Pharma Co. concludes that substantially all of the fair value of the gross assets acquired is
not concentrated in a single or a group of similar identifiable assets. Pharma Co. notes
that the nature of the IPR&D activities is similar. However, Pharma Co. concludes that
each activity has significantly different risks associated with creating outputs because
each activity has different risks associated with developing and marketing the compound
to customers.

In addition, there is significant fair value in different asset classes: intangible (IPR&D
assets) and tangible (the headquarters, the research lab, and testing equipment). Step 1 is
not met.
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Step 2 (Input and Substantive Process):

When there are no outputs, there must be inputs and employees. Pharma Co. concludes
that the scientists make up an organized workforce with the necessary skills, knowledge,
or experience to perform R&D processes. Those processes, when applied to the [IPR&D
inputs, are critical to the ability to develop the inputs into outputs.

There is also a more-than-insignificant amount of goodwill, which indicates the
workforce is performing a critical process.

Conclusion

The acquired set is a business because the set includes employees that represent an
organized workforce with the necessary skills, knowledge, or experience to perform an
acquired process that when applied to acquired inputs (IPR&D) is critical to the ability to
develop those inputs into outputs.

Example 2.13a: Acquisition of Professional Service Employees

Facts

ABC Co. acquires 100% of the outstanding shares of Sub Co. from DEF Co. for
consideration of $2 million in cash. Sub has 35 employees from a service line that DEF is
discontinuing and holds no assets. ABC will retain the employees to integrate into its
operations.

Analysis
Step 1 (Screening Test):

ABC concludes that substantially all of the fair value of the gross assets acquired is not
concentrated in a single asset or a group of similar assets. The employees represent an
assembled workforce, but an assembled workforce would not be recognized as a separate
asset in a business combination. Rather, it would be subsumed into goodwill, and
goodwill is excluded from the numerator of the screening test.

Step 2 (Input and Substantive Process):

ABC evaluates Sub as a set that does not have outputs, because there is no continuation
of revenues. The set includes an assembled workforce; however, there are no inputs in the
set for the employees to turn into outputs.

Conclusion

The acquired set is not a business because the set does not include inputs. ABC
recognizes an intangible asset for the assembled workforce it acquires.
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Example 2.13b: Intent to Restructure Workforce Post-Acquisition

Facts

e Widget Co. acquires the outstanding shares of Acme Co., an early stage
competitor of Widget that also plans to manufacture and sell widgets.

e Acme has not started manufacturing widgets or generated any revenues.

e Widget also acquires long-lived tangible assets such as a corporate
headquarters, manufacturing facilities, equipment and raw materials.

e Widget's intent of the acquisition is to acquire the manufacturing facilities,
equipment and raw materials to expand its production capacity.

e The set includes employees with the necessary skills, knowledge, or
experience to manufacture and sell widgets, however Widget already has an
established workforce to manufacture and sell widgets.

o Widget intends to implement a significant restructuring plan after the
acquisition to eliminate the redundancies between the two companies that
includes terminating substantially all of the Acme workforce.

e Widget concludes there is significant fair value in the acquired workforce
(although it has plans to terminate substantially all of the workforce) and
tangible assets.

e There is also a more-than-insignificant amount of goodwill.

Analysis

Step 1 (Screening Test):

Widget concludes that substantially all of the fair value of the gross assets acquired is not
concentrated in a single asset or a group of similar identifiable assets, because it acquires
a variety of assets in different classes, all with substantial fair value. Step 1 is not met.

Step 2 (Input and Substantive Process):

When an acquired set has no outputs, there must be inputs and employees that constitute
an organized workforce to conclude the set is a business. Although Widget decided
before the acquisition to terminate all of Acme's employees, the restructuring is for the
benefit of Widget and not executed until after the acquisition. Therefore, Widget
considers terminating the employees to be a separate transaction rather than part of the
acquisition and the employees are considered part of the set.

There is also a more-than-insignificant amount of goodwill, which indicates the
workforce is capable of performing a critical process.

Conclusion

The acquired set is a business because the set includes employees that represent an
organized workforce with the necessary skills, knowledge, or experience to perform

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations 68
2. Identifying a Business Combination

widget manufacturing and selling processes that, when applied to the acquired inputs
(manufacturing facilities, equipment and raw materials), are critical to the ability to
develop those inputs into outputs.

Acquired Set with Outputs (ASC paragraph 805-10-55-5E)

2.075 When the set has outputs, only one of the factors in ASC paragraph 805-10-55-5E
needs to be present for a set to have a substantive process. The set will have both an input
and a substantive process when any of the following are present:

(a) Employees that form an organized workforce with the necessary skills,
knowledge, or experience to perform an acquired process (or group of
processes) that when applied to an acquired input or inputs is critical to the
ability to continue producing outputs;

(b) An acquired contract that provides access to an organized workforce with the
necessary skills, knowledge, or experience to perform an acquired process (or
group of processes) that when applied to an acquired input or inputs is critical
to the ability to continue producing outputs;

(c) The acquired process (or group of processes) when applied to an acquired
input or inputs significantly contributes to the ability to continue producing
outputs and cannot be replaced without significant cost, effort, or delay in the
ability to continue producing outputs; or

(d) The acquired process (or group of processes) when applied to an acquired
input or inputs significantly contributes to the ability to continue producing
outputs and is considered unique or scarce.

2.076 ASC paragraph 805-10-55-5E does not specifically state types of inputs that must
be acquired because by definition a set that has outputs would have an input (or inputs)
that could be converted into outputs. However, the process acquired must relate to an
acquired input because all of the factors require that the process acquired be applied to an
input in the acquired set.

Organized Workforce Consisting of Employees

2.077 Similar to sets with no outputs, a set that has outputs is a business when it includes
an organized workforce that consists of employees that have the necessary skills,
knowledge, or experience to perform an acquired process (or group of processes) that
when applied to an acquired input or inputs is critical to the ability to continue producing
outputs. While employees are an input, they can also provide a process (see Paragraph
2.030) if they constitute an organized workforce. However, to be a business, we believe
the workforce must perform a process on another acquired input. That is, the employees
cannot be the only input in the set.

2.078 An entity would perform a similar evaluation of whether the acquired process
(employees that make up an organized workforce) is critical as it would if the set did not
have outputs (see Paragraph 2.072). However, the focus of the analysis is on whether that
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process is critical to the continuation of outputs. The following factors may indicate that
the acquired process is considered critical:

Involvement in fulfillment activities. If the workforce is directly involved in
fulfillment of providing goods or services or obtaining customers, that would
indicate that the acquired process is critical to continuing to produce outputs.
For example, an entity acquires a set with a workforce that is directly involved
in generating new customers, producing goods sold (manufacturing
employees), or fulfilling a service to the customers (customer-facing
employees providing the service).

Skillset of the workforce. If the workforce has specialized skills or
knowledge required to perform operational processes needed to continue
producing outputs, that would be an indicator that the workforce is critical.
The specific skills of the workforce must be considered in light of the set's
activities. For example, a group of cleaning employees might be very skilled
at cleaning; however, if the business activities of the set are not cleaning
services, they usually would not be performing a process that is critical to
continuing to produce outputs.

Size of the workforce. The greater the number of employees the more likely
the process is to be substantive. However, the number of employees is not
determinative because a few employees might have significant knowledge,
experience, or skills that are critical to continuing to produce outputs.

Ability to operate on a stand-alone basis. If the set includes an organized
workforce that was operating the set on a stand-alone basis (i.e., it was not a
division, subsidiary, product line, or portion of a larger entity), the organized
workforce may be performing processes critical to continuing to produce
outputs. This factor does not refer to the entity's financing needs or ability to
access capital.

Presence of goodwill. The presence of goodwill may indicate that the
organized workforce is performing a critical process.

Strategic management process. If the processes performed are strategic
management processes that involve determining the strategy for creating
outputs, setting the price with customers, or determining the types of goods or
services to sell to customers, that may indicate that the acquired processes are
critical.

Resource allocation process. If the organized workforce is performing
resource allocation processes to facilitate the delivery of goods or services to
customers, these processes may be critical to continue producing outputs.

The number of processes acquired. While only a single substantive process
is required for a set to be a business, the more processes the organized
workforce is performing, the more likely the group of processes together
would be considered critical.
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e Process of integrating multiple assets. If the process acquired includes
resource allocation, strategic management, or operational processes that
manage different risks to integrate multiple different assets to continue
producing outputs, those processes would likely be considered critical.

Acquired Contracts

2.079 In contrast to sets that do not have outputs, entities must evaluate acquired
contracts (when the set is receiving goods or services) to determine if the entity in effect
acquired an input or an organized workforce performing a substantive process. Paragraph
BC46 in the Basis for Conclusions of ASU 2017-01 states:

The Board concluded that the assessment of a contractual arrangement, such as a
supply agreement, should be relatively straightforward, meaning those contracts
would likely be inputs because the supplier is not applying a process to another
input in the set. However, the Board rejected the view that a service provided
through a contractual arrangement should never indicate that a substantive process
was acquired. The Board observed that there are many industries in which
operating activities are outsourced, and the activities performed by a service
provider may not be significantly different than the activities that would be
performed by employees. The Board acknowledges that in some circumstances,
whether an organized workforce accessed through a contractual arrangement
performs or provides a process could be subjective and the critical factor to
determining whether a set is a business.

2.080 Based on the Basis for Conclusions and as illustrated in Case F of ASU 2017-01
(ASC paragraphs 805-10-55-82 through 55-84), a typical supply agreement is an input.
However, when the vendor provides a service, the vendor could be applying a process to
an input for the set. For example, the service provider in an asset management contract
typically applies processes to the investment portfolio and customer contracts to raise and
deploy capital to create outputs. As a result, similar to employees, an acquired service
contract could be both an input and a process.

2.081 When the set includes a service contract, entities will need to make an evaluation
similar to evaluating an employee workforce to identify the processes that are performed
in the contract and whether that process (or group of processes) is critical to continue
producing outputs. However, we believe there should be more scrutiny applied to
conclude that an acquired service contract represents a substantive process when a set
does not include employees.

2.082 The inherent limitations of what may be performed by an acquired contract
requires an entity to analyze the substance of the acquired contract to determine if in
effect it has acquired an organized workforce. As a result, the guidance requires that
entities should also consider the duration and renewal terms of the acquired contract
when making this determination. The FASB did not provide additional guidance on how
to evaluate the duration or renewal options; however, we believe the objective is to
determine whether the entity acquired a substantive process (through the contract) or
whether the contract is in substance an input.
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2.083 The nature of an acquired organized workforce is such that an entity obtains the
employees' knowledge and skills and therefore acquires a process that can be passed
along to other employees. As a result, the entity controls the process and can sustain it
even after termination of an individual employee. In contrast, if a service contract is not
renewed or was cancelled, the process may be terminated or need to be replaced. As a
result, if a contract has a long duration, the substance of the acquisition may be more akin
to acquiring an organized workforce and process that the entity effectively controls.

2.084 We believe that if the services contract is for a short duration (e.g., less than one
year with no explicit or implicit renewal options), generally the contract would not
provide an organized workforce performing a critical process. In contrast, a service
contract with a term greater than one year should be evaluated to determine whether the
process being performed is critical, similar to the evaluation for an employee workforce
(see Paragraphs 2.077 and 2.078). However, one year should not be viewed as a bright
line.

2.085 When considering short-term contracts with a renewal option (or long-term
contracts with termination provisions akin to a renewal), further consideration is needed.
The following factors may indicate that a service contract with renewal periods that
extend beyond one year is akin to acquiring an organized workforce:

e The services are proprietary or not easily accessible in the marketplace. If the
services are not readily available in the marketplace, it may indicate that the
acquired contract is a substantive process that is critical to continue producing
outputs; or

e Replacing the service provider would result in a significant cost, effort, or
delay in the ability to continue producing outputs.

2.086 However, if the services are provided only on a temporary basis, or if the services
are merely meant to help the acquirer transition on a temporary basis, that would indicate
that in substance the entity did not acquire an organized workforce that is critical to
continuing to produce outputs. This is different from acquiring an organized workforce
that has a going concern element (even if the entity planned to terminate the employees).

2.086a Because the assessment of whether the set is a business is made from the
perspective of a market participant, it is not relevant whether the acquirer plans on
terminating the contract.

Acquired Process Cannot Be Replaced without Significant Cost, Effort, or Delay or
Is Considered Unique or Scarce

2.087 An organized workforce is not required when outputs are present. The FASB
decided that an organized workforce might not be required if the set includes automated
processes (e.g., through acquired technology, infrastructure, or specialized equipment) or
other significant processes that significantly contribute to the ability to continue
producing outputs. As such, criteria (c) and (d) of ASC paragraph 805-10-55-5E address
the scenarios when a set would have a substantive process but no workforce. A
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substantive process could also be present when the process would significantly contribute
to the ability to create outputs and either:

e The acquired process (or group of processes) cannot be replaced without
significant cost, effort, or delay in the ability to continue producing outputs; or

e Is considered unique or scarce.
Examples include:

e A manufacturing process included in an assembly line that is highly
automated;

e A process embedded in the setup of the infrastructure that requires minimal
involvement from employees to complete;

e Proprietary production techniques; and
e Technology that performs processes to fulfill contracts with customers.
Revenue or Lease Contracts

2.088 While service contracts might provide access to an organized workforce
performing a substantive process, a revenue contract, lease arrangement (the acquiree is
the lessor), or other similar contracts should be excluded from the evaluation. ASC
paragraph 805-10-55-5F specifically requires an entity to exclude those contracts from
the evaluation of whether a substantive process is present. As a result, an entity would not
be able to conclude that it acquired a process solely because a revenue or lease contract
was present.

Presence of Goodwill

2.089 The presence of more than an insignificant amount of goodwill indicates that an
acquired process is substantive. However, the presence of goodwill does not always mean
a process is present. The entity should not assume that a process was acquired because
the set includes goodwill. Rather, the entity would first need to identify the acquired
process (and the organized workforce performing that process if the set does not have
outputs) and then it could use the presence of goodwill to help evaluate whether the
process is substantive.

2.090 One of the components of goodwill is usually the value of the assembled
workforce. As a result, fair value associated with a workforce may indicate that an
organized workforce is performing a critical process. Similarly, the excess of fair value
over the net assets acquired could also indicate that there is value in an acquired process
that would typically not be an identifiable asset.

2.091 Whether an entity records goodwill depends on the transaction being a business
combination. As a result, for purposes of this analysis (i.e., to determine if a transaction is
a business combination), the evaluation would focus on whether the consideration
transferred was in excess of the fair value of the identifiable net assets acquired.
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Market Participant Concept

2.092 The evaluation of whether the acquired assets and activities constitute a business
should be based on whether the integrated set is capable of being conducted and managed
as a business by a market participant. It does not matter how the seller used, or acquirer
plans to use, the set when evaluating whether the set is a business.

2.092a For example, an entity may acquire a division from a seller of a vertically
integrated business. Because that set was operated by the seller, the division did not have
external customers; it only transferred goods to other divisions of the seller — e.g.
intercompany transfers. After the transaction, the former division would transfer the same
goods to its former parent although those sales would be recorded as revenue. When
viewing this set from the standpoint of a market participant, that set would have outputs
and the acquirer would need to evaluate whether both an input and substantive process
was acquired in accordance with ASC paragraph 805-10-55-5E.

2.093 Similarly, an entity might acquire a supplier even though the entity was that
supplier's only customer to more effectively manage its supply chain. It would not be
relevant how the acquirer intended to use the set when viewing the set from the
standpoint of a market participant. From the standpoint of a market participant, that set
would have outputs (even if post-transaction the goods or services are provided only to
internal divisions of the acquirer) and the acquirer would need to evaluate whether both
an input and substantive process was acquired in accordance with ASC paragraph 805-
10-55-5E.

2.094 The evaluation of whether ASC paragraphs 805-10-55-5D and 805-10-55-5E are
met should occur from a market participant's perspective. This may affect the conclusion
on whether a process is critical to the creation of outputs. A process that is not critical to
a specific acquiree that already has the same process in place may nevertheless be critical
to a market participant as that term is defined in ASC Topic 805.

2.094a For example, Company A acquires a set that includes processes to produce a
unique type of computer monitor that Company A already produces. Company A
acquired the set to take its competitor out of the market, because Company A and the
competitor are the only ones that currently produce the item. While the process to create
the unique computer monitor is not critical (or unique) to Company A, the process to
produce this item may be critical (or unique) to a market participant and must be
evaluated from that perspective when evaluating whether a business was acquired.
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Example 2.14: Acquisition of Real Estate — Scenario 24

Facts

e REIT acquires 10 single-family homes, which have significant value in the
aggregate, in the Washington, D.C. metro area. The acquisition includes the
land, building, property improvements, and in-place leases.

¢ Each single-family home has a different layout (e.g., floor plan, square
footage, and design). The lessees are a similar class of customers.

e REIT also acquires an office park with six 10-story office buildings leased to
maximum occupancy, which have significant value in the aggregate.

e REIT acquires the vendor contracts for outsourced cleaning, security, and
maintenance.

e Seller’s employees that perform leasing (sales, underwriting, etc.), tenant
management, financing, and other strategic management processes are not
included in the set.

e No other assets are acquired in the transaction.

Analysis

Step 1 (Screening Test):

REIT chooses to perform the screening test qualitatively because it is clear that
substantially all of the fair value of the gross assets is not concentrated in a single asset or
group of similar assets. There is significant value in the 10 single-family homes and six
10-story office buildings.

The single-family homes and office buildings are in a different class of tangible assets,
and managing those assets (and producing outputs) has significantly different risks. Step
1 is not met.

Step 2 (Input and Substantive Process):

The set has outputs as a result of the continuing lease income from in-place leases on the
properties acquired. Accordingly, REIT considers the criteria in ASC paragraph 805-10-
55-5E.

The set does not include employees but does include acquired service contracts (e.g.,
contracts for outsourced cleaning, security, and maintenance). The acquired service
contracts are not substantive as the processes performed are not critical to continue
producing outputs (lease income). The functions of cleaning, security, and maintenance
do not generate substantive income in the real estate industry. These functions may be
substantive in other industries, but are not in the real estate industry.
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In accordance with ASC paragraph 805-10-55-5F, the leases are excluded from the
analysis of whether a process was acquired. There is no substantive process acquired in
the set and Step 2 is not met.

Conclusion

The set does not include a substantive process and is therefore not a business.

Example 2.15: Acquisition of Loan Portfolio — Scenario 1 (continued)®

Facts
e Bank A acquires a portfolio of residential mortgages and a portfolio of
commercial mortgages, each having significant value and significantly
different risks (e.g., term, size, and risk ratings).
e Bank A does not acquire the employees that managed the credit risk of the
loan portfolios and had relationships with the borrowers in the acquisition.
Bank A does not acquire other protocols, conventions, or systems.
e The loan portfolios currently produce outputs (interest income).
Analysis

Step 1 (Screening Test):

As described in Example 2.10, the fair value of the gross assets is spread across the two
identifiable assets (loan portfolios); therefore, Step 1 is not met.

Step 2 (Input and Substantive Process):

The set has outputs as a result of the continuing interest income from the loans acquired.
Bank A evaluates the criteria in ASC paragraph 80-10-55-5E.

In accordance with ASC paragraph 805-10-55-5F, the loans are excluded from the
analysis of whether a process was acquired. The set does not include an organized
workforce or an acquired process. Step 2 is not met.

Conclusion

The set does not include a substantive process and is therefore not a business.

Example 2.16: Acquisition of Loan Portfolio — Scenario 2°
Facts

e Bank A acquires from Bank Z a portfolio of residential mortgages and a
portfolio of commercial mortgages, each having significant value and
significantly different risks (e.g., term, size, and risk ratings).
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e The set includes the employees of Bank Z that managed the credit risk of the
portfolio and the relationship with the borrowers (such as brokers and risk
managers).

e There is a more-than-insignificant amount of goodwill.

e The loan portfolios currently produce outputs (interest income).

Analysis
Step 1 (Screening Test):

Bank A concludes that substantially all of the fair value of the gross assets acquired is not
concentrated in a single or a group of similar identifiable asset(s). This is because the two
loan portfolios have significantly different risk characteristics and are not similar assets.

The fair value of the gross assets is spread across the two identifiable assets (loan
portfolios) because these assets are not similar for the purposes of applying the screening
test. Bank A also concludes that there is a more-than-insignificant amount of goodwill
associated with the acquired workforce, which affects the gross assets acquired (e.g., the
denominator). Step 1 is not met.

Step 2 (Input and Substantive Process):

The set has outputs as a result of the continuing interest income from the loans acquired.
Accordingly, Bank A evaluates the criteria in ASC paragraph 805-10-55-5E.

The set includes an organized workforce that performs processes (customer relationship
management and credit risk management) critical to the ability to continue producing
outputs. The fact that there is a more-than-insignificant amount of goodwill acquired
indicates the acquired workforce is performing a substantive process critical to continue
producing outputs. Step 2 is met.

Conclusion

The acquired set is a business because the set includes both an input and a substantive
process that together significantly contribute to the ability to continue producing outputs.

Example 2.17: Acquisition of Brands — Scenario 17
Facts
MSZ Corp. acquires
e The rights to Yogurt Brand F, including all related intellectual property;

e All customer contracts and relationships, finished goods inventory, marketing
materials, customer incentive programs, and raw material supply contracts; and

e The specialized equipment specific to manufacturing Yogurt Brand F, and
documented processes and protocols to produce Yogurt Brand F.
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MSZ Corp. does not acquire employees, manufacturing facilities, non-specialized
manufacturing equipment, and processes required to produce the product, and distribution
facilities (and related distribution processes).

There is a more-than-insignificant amount of goodwill.

The set currently produces outputs (Yogurt Brand F).

Analysis
Step 1 (Screening Test):

The gross assets include intellectual property (trademark, related trade name, and recipes)
associated with Yogurt Brand F, customer contracts and related relationships, equipment,
finished goods inventory, and the excess of the consideration transferred over the fair
value of the net assets acquired.

There is significant fair value in both tangible and intangible assets. MSZ Corp. concludes
that substantially all of the fair value of the gross assets acquired is not concentrated in a
single identifiable asset or group of similar identifiable assets even though, for purposes of
the analysis, the intellectual property is considered to be a single identifiable asset. Step 1
is not met.

Step 2 (Input and Substantive Process):

As a part of Step 2, MSZ Corp. notes that the set has outputs through the continuation of
revenues. MSZ Corp. considers the criteria in ASC paragraph 805-10-55-5E. The set does
not include an organized workforce or an acquired contract that is in effect an organized
workforce. However, the acquired manufacturing processes are unique to Yogurt Brand F,
and when those processes are applied to acquired inputs such as the intellectual property,
raw material supply contracts, and the equipment, they significantly contribute to the
ability to continue producing outputs. The set includes both inputs and substantive
processes. Step 2 is met.

Conclusion

The acquired set is a business because the set includes inputs and substantive processes
that together significantly contribute to the ability to continue producing outputs.

Example 2.18: Acquisition of Oil and Gas Properties — Scenario 2
Facts

e XYZ Co. buys all the outstanding shares of Entity A, which owns and operates
a number of diverse oil and gas properties (both proved and unproved
properties).

e XYZ Co. acquires the employees and all of the assets including the long-lived
tangible assets of Entity A.
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e There is significant fair value in the acquired workforce, production processes,
the oil and gas properties and other tangible assets.

o Entity A is currently generating revenues.

Analysis
Step 1 (Screening Test):

XYZ Co. first needs to determine whether Step 1 is met. XYZ Co. concludes that
substantially all of the fair value of the gross assets acquired is not concentrated in a single
or a group of similar identifiable assets.

This is because there is significant fair value in many different asset classes, including
intangible assets such as the acquired workforce and production processes (both of which
are included in goodwill for the screening test), and tangible assets including the oil and
gas properties (both proved and unproved properties), and other tangible assets. Step 1 is
not met.

Step 2 (Input and Substantive Process):

XYZ Co. notes that the acquired set has outputs and concludes that the employees make
up an organized workforce that has the necessary skills, knowledge or experience to
perform oil and gas processes. The oil and gas production processes cannot be replaced
without significant cost, effort or delay. Those processes are applied to the oil and gas
properties inputs and are critical to the ability to continue converting the inputs into
outputs.

There is also a more-than-insignificant amount of goodwill, which indicates the workforce
is performing a critical process. XYZ Co. concludes the set includes inputs and substantive
processes and is therefore a business. Step 2 is met.

Conclusion

The acquired set is a business because the set includes inputs and substantive processes
that together significantly contribute to the ability to create outputs.

Example 2.19: Acquisition of Properties That Are Simultaneously Leased to
Another Party

Facts

e Company A acquires 15 movie theater properties from Company B, an
independent third party.

e Company A simultaneously leases these theaters to Company C, also an
independent third party, under a triple-net master lease with a 20-year term.

e Company A will not operate the theaters. Company C acquires the operations
(theater management and other employees, ticketing systems, vendor contracts,
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etc.) from Company B at the same time that it enters into the lease with
Company A and will operate the theaters.

e The 15 movie theaters vary in location, with different economic conditions,
market risks and local regulations. In addition, Company C will continue the
seller's practice of allowing the local management of each theater to select the
types of films to show based on the class of customer at each location. Films
range from new releases, classics, independent, documentary, etc.

e The fair values of the individual theaters vary; however, they are all within a
reasonable range with no significant outliers.

Analysis
Step 1 (Screening Test):

Company A concludes that substantially all of the fair value of the gross assets acquired
are not concentrated in a single or a group of similar identifiable assets. Company A notes
that the nature of the theaters' activities is similar. However, Company A concludes that
each theater property has significantly different risks associated with creating outputs
because of the different locations and classes of customers, and therefore they are not a
group of similar assets. The fair value of the gross assets acquired is spread across the
individual theaters.

Step 2 (Input and Substantive Process):

Company A concludes the set does not include a substantive process and is therefore not a
business. Company A notes that the acquired set has outputs and evaluates whether there is
an input and a substantive process using the criteria in paragraph 805-10-55-5E. Company
A acquired inputs (the 15 theater properties); however Company A did not acquire
processes. Rather, Company C acquired the theaters' processes directly from Company B
and will operate the theaters. Company A is not a party to that contract, and therefore the
processes transferred to Company C are not part of Company A's acquired set.

Step 2 is not met.
Conclusion

The acquired set is not a business because the set does not include both an input and a
substantive process that together significantly contribute to the ability to create outputs.

APPLYING THE DEFINITION OF A BUSINESS TO FINANCIAL SERVICES
COMPANIES

2.095 Although the new framework applies equally across all industries, there are unique
aspects to applying the definition of a business to transactions involving financial
services companies due to the nature of their operations, which are often heavily cash
dependent and contain significant financial assets and liabilities. Transactions occurring
between financial services companies might also include few, if any, tangible assets.
Because cash and liabilities (such as customer deposits) are excluded from the screening
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test, whether that test is met often will depend on the significance of loan or other
financial asset portfolios included in the set.

2.096 For instance, bank branch acquisitions may be accounted for as asset acquisitions
because the acquired set does not meet the definition of a business. The definition also
affects whether disposal transactions are in the scope of Topic 860 or Topic 810, which
could have meaningful implications for financial services companies.

Example 2.20: Acquisition of a Bank Branch

Facts

Bank A acquires a bank branch from Bank B. The branch consists primarily of savings
accounts, checking accounts, certificates of deposit, cash, and a small portfolio of
homogeneous consumer loans, as well as the physical premises (land, building, furniture,
and equipment). In the transaction, Bank A receives net cash from Bank B of
$27,030,000, consisting of $29,300,000 at the branch, less $2,270,000 consideration paid.

The bank branch serves as a location for customers to make deposits and loan payments
in-person and initiate new banking services.

Bank A identifies a core deposit intangible asset as part of the acquisition.
There is no goodwill associated with the set.

There are no marketing, strategic operations, loan or different product origination or
other back office operations within the bank branch as these functions were being
performed centrally at Bank B.

The branch managers and tellers become employees of Bank A on acquisition. The
employees could be replaced easily within the labor market.

The assets acquired and liabilities assumed would be recognized (under Topic 805) as
follows:

Cash $29,300,000
Loans $1,550,000
Furniture $30,000
Equipment $80,000
Building $200,000
Land $600,000
Core deposit intangible $350,000
Other liabilities $(40,000)
Deposit liabilities $(29,800,000)
Consideration paid $2,270,000
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Analysis
Step 1 (Screening Test):

Bank A concludes that substantially all of the fair value is not concentrated in a single or
group of similar identifiable assets. The cash and liabilities are excluded from the
analysis in Step 1d under Topic 805. The analysis is as follows.

Step 1a

Bank A determines the identifiable assets that could be recognized separately in a
business combination. As shown above, the identifiable assets in the set include cash,
loans, furniture, equipment, building, land and the core deposit intangible.

Step 1b

Bank A evaluates whether any of the exceptions in paragraph 805-10-55-5B apply. Bank
A concludes that the building and land are a single asset because they are attached to and
cannot be physically removed from and used separately from each other without
incurring significant costs or reducing the fair value.

Step 1c

In applying paragraph 805-10-55-5C, Bank A notes that assets in different asset classes
are not similar assets. However, Bank A concludes that the loan portfolio consists of
loans that are similar assets. Additionally, Bank A concludes that all of the furniture are
similar assets, and all of the equipment are similar assets.

Step 1d

The gross assets acquired are as follows:

Items Acquired / Assumed Value under Topic 805 Included in Gross Assets

Cash $29,300,000 Not included
Loans $1,550,000 $1,550,000
Furniture $30,000 $30,000
Equipment $80,000 $80,000
Building and land $800,000 $800,000
Core deposit intangible $350,000 $350,000
Other liabilities $(40,000) Not included
Deposit liabilities $(29,800,000) Not included
Total $2,270,000 $2,810,000

The fair value of gross assets acquired is $2,810,000 as the cash and liabilities are
excluded.
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Step 1le

Bank A evaluates whether substantially all of the fair value is concentrated in a single
asset or group of similar assets.

The acquired asset with the greatest fair value is the loan portfolio. Its fair value of
$1,550,000 is compared to the gross assets acquired of $2,810,000, yielding 55%.

Step 1 is not met.
Step 2 (Input and Substantive Process):

The bank branch produces deposit fee revenue and interest income on loans, which are
considered outputs. Accordingly, Bank A considers the criteria in paragraph 805-10-55-
SE.

The set does not include an organized workforce that is critical to developing or
converting inputs into outputs, because:

e While the branch is dependent on its employees to conduct daily business, the
bank tellers and managers do not have specialized skills or knowledge
required to perform operational processes needed to continue producing
outputs based on the commonality in operating procedures across bank
branches and the fact that they can be easily replaced within the labor market.

e The branch employees help customers who want to take out a loan complete a
loan application, but they are not otherwise involved in the underwriting or
origination decision process.

e The employees do not perform strategic management or resource allocation
processes.

There are no acquired contracts that provide access to an organized workforce. The set
also does not include a process that cannot be replaced without significant cost, effort or
delay, or that is considered unique and scarce. Bank A could easily move the branch
servicing of the loan and deposit accounts acquired to other branches. The in-person
collection of customer deposits and loan payments is not proprietary or highly automated.

Conclusion
The acquired set is not a business because the set does not contain a substantive process.
Additional considerations

If substantially all of the fair value of the gross assets acquired had been concentrated in
a single or group of identifiable assets, e.g., the loan portfolio, Step 1 would have been
met and the set would not be a business. Step 2 would not have been required.

While the above example concludes that the acquired bank branch is not a business, there
may be circumstances in which acquired bank branches would be considered businesses.
These may include:

e [fthe set includes autonomous banking operations with employees who
possess specialized skills or knowledge and who perform the strategic
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functions necessary to generate outputs, which might be the case when
multiple bank branches are acquired, rather than one (e.g., a set that includes
all bank branches within a particular region that function independently from
other bank branches).

e If the bank branch includes loan or other product origination operations and
relationship managers tasked with generating new business.

e [fthere are strategic or marketing decisions made at the branch level.

e [fthe acquired branch includes proprietary customer service operations (e.g.,
virtual teller technology) that are unique.

If there is a more than insignificant amount of goodwill in the set, that may indicate that
one or more substantive processes, such as the ones listed above, are present.

The assessment of these factors would require additional analysis and judgment assessing
the individual facts and circumstances to determine whether the acquired branch(es) meet
the definition of a business.

Example 2.21: Acquisition of an Asset Management Firm

Facts

ABC Corp., a diversified financial company, acquires an asset management entity that
provides investment advisory services to individuals in a stock deal valued at
$11,830,000.

The acquired set includes several asset managers and cash, land, building, furniture, and
equipment.

The acquired set also includes a contract with a third party for investment research
services priced at a market rate.

ABC identifies a large customer relationship intangible asset.
There is a more-than-insignificant amount of goodwill.

The acquisition is structured as a nontaxable stock acquisition and therefore the tax bases
of the asset management entity’s assets and liabilities carry over to ABC.

The set currently produces outputs (i.e., it provides asset management services and earns
fees).
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The assets acquired and liabilities assumed would be recognized (under Topic 805) as
follows:

Cash $60,000
Furniture $20,000
Equipment $50,000
Acquired contract $0
Building $750,000
Land $250,000
Customer relationship intangible $5,700,000
Goodwill $6,400,000
Deferred income tax liabilities $(1,400,000)
Consideration paid $11,830,000
Analysis

Step 1 (Screening Test):

ABC concludes that substantially all of the fair value is not concentrated in a single or
group of similar identifiable assets. The analysis is as follows.

Step 1a

ABC determines the identifiable assets that could be recognized separately in a business
combination. As shown above, the identifiable assets in the set include cash, furniture,
equipment, an acquired contract, a building, land, a customer relationship intangible, and
goodwill. The acquired contract is priced at the current market rate and therefore has an
immaterial fair value (assumed to be $0 for this example).

Step 1b

ABC evaluates whether any of the exceptions in paragraph 805-10-55-5B apply. ABC
concludes that the building and land are a single asset because they are attached to and
cannot be physically removed from and used separately from each other without
incurring significant costs or reducing the fair value.

Step 1c¢

In applying paragraph 805-10-55-5C, ABC notes that assets in different asset classes are
not similar assets. ABC concludes that all of the furniture are similar assets, and all of the
equipment are similar assets.

Step 1d

In applying Step 1d, the gross assets acquired would not include the goodwill associated
with the deferred tax liabilities acquired in this transaction. The deferred tax liabilities
generate $1,400,000 of goodwill, which is excluded for purposes of applying Step 1,
leaving $5,000,000 of goodwill.
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The gross assets acquired are as follows:

Items Acquired / Assumed Value under Topic 805 Included in Gross Assets

Cash $60,000 Not included
Furniture $20,000 $20,000
Equipment $50,000 $50,000
Acquired contract $0 $0
Building and land $1,000,000 $1,000,000
Customer relationship intangible $5,700,000 $5,700,000
Goodwill $6,400,000 $5,000,000
Deferred income tax liabilities $(1,400,000) Not included
Total $11,830,000 $11,770,000
The fair value of gross assets acquired is $11,770,000.

Step 1le

ABC evaluates whether substantially all of the fair value is concentrated in a single asset
or group of similar assets. The asset with the greatest fair value is the customer
relationship intangible asset. Its fair value of $5,700,000 is compared to the gross assets
acquired of $11,770,000, yielding 48%.

Step 1 is not met.
Step 2 (Input and Substantive Process):

The set has outputs as a result of the continued management fee income. Accordingly,
ABC evaluates the factors when a set has outputs.

The acquired set includes furniture, equipment, an acquired contract, land and building,
and a customer relationship intangible as inputs.

The set also includes an organized workforce that performs processes (investment
management) critical to the ability to continue producing outputs. ABC determined that
the asset managers included in the set have specialized skills and knowledge in providing
investment advice to clients. The asset managers are also directly involved in generating
new customers and producing revenue from existing clients. Therefore, ABC concludes
that the employees represent an organized workforce and Step 2 is met.

Conclusion

The acquired set is a business because the set includes inputs and substantive processes
that together significantly contribute to the ability to continue producing outputs.

Note that this fact pattern may be similar to other common financial services
transactions, such as the acquisition of an insurance agency or other service
organizations.
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Endnotes

! Based, in part, on Case H, Scenario 2, in ASU 2017-01.
2 Based, in part, on Case B, Scenario 2, in ASU 2017-01.
3 Based, in part, on Case C in ASU 2017-01.

4 Based, in part, on Case A, Scenario 2, in ASU 2017-01.
% Based, in part, on Case H, Scenario 2, in ASU 2017-01.
¢ Based, in part, on Case H, Scenario 3, in ASU 2017-01.
7 Based, in part, on Case G in ASU 2017-01.
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Section 3 - The Acquisition Method

OVERVIEW OF THE ACQUISITION METHOD
ASC paragraph 805-10-25-1

...An entity shall account for each business combination by applying the
acquisition method.

3.000 The definition of a business combination in the ASC Master Glossary includes
events and transactions in which an acquirer obtains control of one or more businesses,
regardless of how it obtains control. See the discussion of Business Combinations
Achieved without the Transfer of Consideration in Section 4.

3.001 Each transaction or other event that falls within the scope of ASC paragraphs 805-
10-15-3 and 15-4, as discussed in Section 1, is accounted for using the acquisition
method. If a transaction or event is outside the scope of ASC Topic 805, it is accounted
for based on other applicable GAAP.

ASC paragraph 805-10-05-4

... The acquisition method requires all of the following steps:
a. Identifying the acquirer
b. Determining the acquisition date

c. Recognizing and measuring the identifiable assets acquired, the liabilities
assumed, and any noncontrolling interest in the acquiree

d. Recognizing and measuring goodwill or a gain from a bargain purchase.

3.002 See the guidance in the following Sections for applying the acquisition method:

a. Identifying the Acquirer Section 4
Determining the Acquisition Date Section 5
c. Recognizing and Measuring the Identifiable Section 7

Assets Acquired, the Liabilities Assumed, and
Any Noncontrolling Interest in the Acquiree

d. Recognizing and Measuring Goodwill or a Gain  Section 8
from a Bargain Purchase
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Section 4 - Identifying the Acquirer

Detailed Contents
Acquirer (and Acquiree) Defined
Application of ASC Subtopic 810-10 Guidance to Identify the Acquirer

Consideration of Other Factors to Determine the Acquirer When Application of ASC
Subtopic 810-10 Guidance Does Not Clearly Identify the Acquirer

Combinations Effected Primarily by the Transfer of Cash or Other Assets, or Incurring
Liabilities
Capital Transactions versus Business Combinations

Combinations Effected Primarily by Exchanging Equity Interests
Example 4.0: Composition of Senior Management of the Combined Entity

Example 4.1: Voting Rights, Board of Directors, and Senior Management

Example 4.2: Voting Rights, Large Minority Interest, Board of Directors, and
Senior Management

Example 4.3: Voting Rights, Board of Directors, Senior Management, and
Payment of a Premium

Relative Size of the Combining Entities

Combinations Involving More Than Two Entities
Example 4.3aa: Transaction With Three or More Entities Where More Than One
(But Not All) Are Under Common Control

Additional Factors
Transactions Involving a Newly Formed Entity
Transactions Involving a Non-Substantive Newco

Example 4.3a: Transitory NewCo
Newly Formed Entity in an Exchange that Lacks Substance
Example 4.3b: Use of a NewCo in an Up-C Structure
Roll-Up Or Put-Together Transactions
Example 4.4: Roll-Up or Put-Together Transaction Involving Two Entities

Example 4.5: Roll-Up or Put-Together Transaction Involving More Than Two
Entities

Transactions Involving a Substantive Newco
Example 4.6: Newly Formed Entity Controlled by a Venture Capital Company
Example 4.6a: Newly Formed Entity Controlled by a Venture Capital Company
Special Purpose Acquisition Company (SPAC)
Reverse Morris Trust (RMT)
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Business Combinations Achieved Without the Transfer of Consideration
Variable Interest Entities
Example 4.7: Initial Consolidation of a Variable Interest Entity

Business Combinations Achieved by Contract Alone Often Result in the Formation of
Variable Interest Entities
Reverse Acquisitions
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ACQUIRER (AND ACQUIREE) DEFINED
ASC Master Glossary: Acquirer

The entity that obtains control of the acquiree. However, in a business
combination in which a variable interest entity (VIE) is acquired, the primary
beneficiary of that entity always is the acquirer.

ASC Master Glossary: Acquiree

The business or businesses that the acquirer obtains control of in a business
combination. This term also includes a nonprofit activity or business that a not-
for-profit acquirer obtains control of in an acquisition by a not-for-profit entity.

ASC paragraph 805-10-25-4

For each business combination, one of the combining entities shall be identified
as the acquirer.

ASC paragraph 805-10-25-5

The guidance in the General Subsections of [ASC] Subtopic 810-10 related to
determining the existence of a controlling financial interest shall be used to
identify the acquirer—the entity that obtains control of the acquiree. If a business
combination has occurred but applying the guidance does not clearly indicate
which of the combining entities is the acquirer, the factors in paragraphs 805-10-
55-11 through 55-15 shall be considered in making that determination. However,
in a business combination in which a variable interest entity (VIE) is acquired, the
primary beneficiary of that entity always is the acquirer. The determination of
which party, if any, is the primary beneficiary of a VIE shall be made in
accordance with the guidance in the Variable Interest Entities Subsections of
[ASC] Subtopic 810-10, not by applying either the guidance in the General
Subsections of that Subtopic, relating to a controlling financial interest, or in
[ASC] paragraphs 805-10-55-11 through 55-15.

4.001 The acquirer is the entity that obtains control of a business (or businesses) (see
discussions of Control and Business in Section 2). There is only one acquirer in every
business combination, including combinations of three or more entities. For business
combinations involving more than two entities, see discussion of Combinations Involving
More Than Two Entities beginning at Paragraph 4.018.

4.001a For the legal acquirer to be the accounting acquirer, the target company must
undergo a change of control. If the parent entity (or individual) that controlled the target
company before the transaction controls the legal acquirer (and, indirectly, the target
company) post-transaction (under either the voting or variable interest model), the
transaction is accounted for as a reverse acquisition in the legal acquirer’s financial
statements because the target company has not undergone a change in control. See
Paragraph 6.015 and Example 6.3, Part 2.
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4.001b The accounting acquirer in a business combination in which a variable interest
entity is acquired is always the primary beneficiary of the variable interest entity. See the
discussion of Variable Interest Entities beginning at Paragraph 4.025.

4.002 If applying the guidance in ASC Subtopic 810-10, Consolidation - Overall, does
not clearly indicate which of the combining entities is the acquirer, the factors in ASC
paragraphs 805-10-55-11 through 55-15 should be considered in making the
determination.

4.002a We believe the following decision tree and related discussion provide a useful
framework of how to determine the accounting acquirer in a business combination
between two substantive entities (see discussion beginning at Paragraph 4.020a for details
on evaluating newly formed entities). The decision tree includes the term “forward
merger” to describe a business combination where the legal acquirer is also the
accounting acquirer. A reverse acquisition is a business combination where the
accounting acquirer is the legal acquiree (see Paragraph 4.029 for a discussion of reverse
acquisitions).

Is the legal acquiree (target
company) controlled by the same |
parent before and after the merger?
See Paragraph 4.001a.

[

Is the legal acquiree a VIE? ‘ Primary beneficiary is
See Paragraph 4.001b. the acquirer

Reverse acquisition

No

\ 4

Which entity is the acquirer based
on ASC Subtopic 810-10 and the

Forward merger

indicators in ASC Topic 805? | Legal
See Paragraphs 4.003 — 4.020. acquirer
' Legal
acquiree

Reverse acquisition

APPLICATION OF ASC SUBTOPIC 810-10 GUIDANCE TO
IDENTIFY THE ACQUIRER

4.003 ASC paragraph 810-10-15-8 specifies that the usual condition for obtaining control
is the ownership of more than 50% of the outstanding voting interest of another entity.
However, such ownership does not constitute control if it does not give the holder control
of the majority-owned entity. For example, as discussed in ASC paragraphs 810-10-25-1
through 25-14C, a minority shareholder or limited partner may have substantive
participating rights that prevent the majority holder from exercising control over the
investee. Conversely, an investor could obtain control over a business in situations where
the investor owns less than a majority (and perhaps none) of the voting interests in the
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investee (e.g., in a situation where control is achieved by contract alone). See discussion
of Control beginning at Paragraph 2.004.

CONSIDERATION OF OTHER FACTORS TO DETERMINE THE
ACQUIRER WHEN APPLICATION OF ASC SUBTOPIC 810-10
GUIDANCE DOES NOT CLEARLY IDENTIFY THE ACQUIRER

4.004 If applying the guidance in ASC Subtopic 810-10 does not clearly indicate which
of the combining entities is the acquirer, ASC Topic 805 requires that other facts and
circumstances be considered in making the determination, including the factors described
in ASC paragraphs 805-10-55-11 through 55-15, discussed below. No individual factor is
necessarily determinative. Rather, all pertinent facts and circumstances should be
considered in determining which of the combining entities is the acquirer.

COMBINATIONS EFFECTED PRIMARILY BY THE TRANSFER OF CASH OR OTHER
ASSETS, OR INCURRING LIABILITIES

ASC paragraph 805-10-55-11

In a business combination effected primarily by transferring cash or other assets
or by incurring liabilities, the acquirer usually is the entity that transfers the cash
or other assets or incurs the liabilities.

4.005 In business combinations effected primarily by the transfer of cash, other assets, or
by incurring liabilities, the entity that transfers the cash or other assets, or incurs the
liabilities, is usually the acquirer. Regardless of the form of the transaction, if the acquirer
retains control of the transferred assets or liabilities (including an equity interest in a
subsidiary) after the business combination, it measures the transferred assets and
liabilities at their carrying amounts immediately before the acquisition date and does not
recognize a gain or loss on the transfer. See discussion and examples of Assets or
Liabilities Transferred by the Acquirer in Section 6.

Capital Transactions versus Business Combinations

4.006 The guidance in ASC paragraph 805-10-55-11 does not apply to a transaction that
in substance is a capital transaction rather than a business combination. In these
instances, the entity that distributes cash or assets is the acquiree and not the acquirer for
accounting purposes. The SEC staff, in the Division of Corporation Finance, Financial
Reporting Manual, par. 12100, states that the acquisition of a private operating company
by a nonoperating public shell company typically results in the owners and management
of the private company having actual or effective voting and operating control of the
combined company. This transaction is equivalent to the issuance of shares by the private
company for the net monetary assets of the shell company, accompanied by a
recapitalization (i.e., a reverse recapitalization). The accounting is similar to that for a
reverse acquisition; that is, the private company is the accounting acquirer (see Reverse
Acquisitions beginning at Paragraph 9.012), except that it recognizes no goodwill or other
intangible asset because the transaction does not constitute the acquisition of a business.
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Similar to a reverse acquisition, the historical financial statements of the private operating
company (the accounting acquirer) are presented as the historical financial statements of
the combined entity in a reverse recapitalization. The equity of the private operating
company acquirer is presented as the equity of the combined entity; however, the share
capital account of the accounting acquirer is adjusted to reflect the par value of the
outstanding shares of the legal acquirer after considering shares issued in the transaction.
Earnings per share of the acquirer is restated for prior periods to reflect the changes in the
capital share account (see discussion of Preparation and presentation of consolidated
financial statements beginning at Paragraph 9.016). See the discussion beginning at
Paragraph 9.020 for a discussion about SPAC mergers that may be accounted for as a
reverse recapitalization if the legal acquiree is the accounting acquirer.

4.007 Special considerations apply to transactions involving a newly formed entity. See
discussion at Paragraph 4.020a.

COMBINATIONS EFFECTED PRIMARILY BY EXCHANGING EQUITY INTERESTS

4.008 In most business combinations effected primarily through the exchange of equity
interests, the acquirer is the entity that issues the new equity interests. However, ASC
paragraphs 805-10-55-10 through 55-15 consider other pertinent facts and circumstances
in identifying the acquirer in such business combinations, including the factors described
in ASC paragraph 805-10-55-12. See discussion of Reverse Acquisitions beginning at
Paragraph 9.012, in which the issuing entity is the acquiree. See the discussion beginning
at Paragraph 9.020 for a discussion about the accounting acquirer analysis in a SPAC
transaction.

ASC paragraph 805-10-55-12

In a business combination effected primarily by exchanging equity interests, the
acquirer usually is the entity that issues its equity interests. However, in some
business combinations, commonly called reverse acquisitions, the issuing entity is
the acquiree. Subtopic 805-40 provides guidance on accounting for reverse
acquisitions. Other pertinent facts and circumstances also shall be considered in
identifying the acquirer in a business combination effected by exchanging equity
interests, including the following:

a. The relative voting rights in the combined entity after the business
combination. The acquirer usually is the combining entity whose owners as a
group retain or receive the largest portion of the voting rights in the combined
entity. In determining which group of owners retains or receives the largest
portion of the voting rights, an entity shall consider the existence of any
unusual or special voting arrangements and options, warrants, or convertible
securities...

4.009 The existence of equity interests, other than common shares, with voting rights
(e.g., voting preferred shares) may lead to identifying an acquirer other than the entity
that would have been identified in the absence of such equity interests. Options, warrants,
and convertible securities that are in-the-money and that are vested and exercisable or
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convertible into shares with voting rights at the date of acquisition, including
exercisability or convertibility triggered by the terms of the acquisition, should also be
considered when determining relative voting rights.

4.010 In some transactions, voting rights of one or more classes of shares automatically
change at a future date or on the occurrence of specified events. For example, a class of
shares may be designated as nonvoting for the first year following the business
combination. All of the facts and circumstances of the transaction should be evaluated to
determine how this affects the identification of the acquirer. The factors described in
Paragraph 4.012 may be helpful in evaluating whether the period of time the shares are
nonvoting is substantive.

ASC subparagraph 805-10-55-12(b)

The existence of a large minority voting interest in the combined entity if no other
owner or organized group of owners has a significant voting interest. The
acquirer usually is the combining entity whose single owner or organized group of
owners holds the largest minority voting interest in the combined entity.

4.011 This may be a significant factor in determining the acquirer for a put-together or
roll-up transaction. The application of this guidance is demonstrated in Examples 4.4,
4.5, and 4.6.

ASC subparagraph 805-10-55-12(c¢)

The composition of the governing body of the combined entity. The acquirer
usually is the combining entity whose owners have the ability to elect or appoint
or to remove a majority of the members of the governing body of the combined
entity.

4.012 ASC Topic 805 is silent as to whether the owner election rights need to exist only
at the acquisition date, or for a period of time thereafter. However, if control of the board
by a shareholder group is temporary, the control may not be substantive. In evaluating
this factor, consideration should be given not only to the board’s current composition, but
also to the period of time each board member is entitled to hold his or her board position,
taking into account scheduled board member retirements and scheduled elections after
the acquisition date. While there is no minimum duration required for a shareholder
group to be in control of the board for it to be deemed substantive, we believe that control
generally should extend for a sufficient duration to allow the board to consider and act on
significant substantive matters arising from the acquisition, such as those related to
corporate governance; the appointment and compensation of senior management; the
issuance of debt or equity securities; and substantive business integration, exit, and
disposal activities. Judgment is required in determining whether control of a shareholder
group following an acquisition is substantive.

ASC subparagraph 805-10-55-12(d)

The composition of the senior management of the combined entity. The acquirer
usually is the combining entity whose former management dominates the
management of the combined entity.
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4.013 Senior management generally consists of the executive chairman of the board,
chief executive officer, chief operating officer, chief financial officer, divisional heads,
and members of the executive committee, if one exists. This description of senior
management is meant to identify functions, not necessarily managers with a specific title.
These functions should comprise the highest level of operating decision makers within
the combined entity. If the senior management of the combined entity is not dominated
by individuals from one of the combining entities, we believe that more weight should be
given to those executive positions that are most closely aligned with the core business
activities of the combined entity. In addition, the terms of employment contracts, such as
length of time, with senior management should be considered.

Example 4.0: Composition of Senior Management of the Combined Entity

ABC Corp. and DEF Corp. agree to merge their similarly sized pharmaceutical
businesses. ABC Corp. issues common shares to the shareholders of DEF Corp. in
exchange for all outstanding common shares of DEF. The shareholders of DEF will
receive 50.01% of the voting interests of the combined company.

The board of directors of the combined company will have four former ABC and four
former DEF directors. Staggered board elections will begin two years after
consummation of the business combination, and there are no scheduled board member
retirements before that time. Removal of board members requires a vote of at least two-
thirds of the shareholders. Management will consist of:

ABC DEF

CEO President of Human Resources
COO General Counsel

Chief Medical Officer CFO

No other relevant circumstances exist with respect to voting, ownership of significant
blocks of shares, etc.

Assessment

ABC will have the most influence in the combined company and is the acquirer.
Although the owners of DEF will receive a marginally larger portion of the voting
rights of the combined company, the senior management of ABC will assume the role
of CEO and other executive positions that are most closely aligned with the core
business activities of the combined entity (that is, development and marketing of
pharmaceutical products).

Considering the neutral status of the board of directors, the absence of board elections
for two years, the absence of significant blocks of voting rights, and the similar size of
the combining entities, the small voting majority of the owners of DEF does not
represent a decisive element of continuing control for DEF.
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ASC subparagraph 805-10-55-12(e)

The terms of the exchange of equity interests. The acquirer usually is the
combining entity that pays a premium over the precombination fair value of the
equity interests of the other combining entity or entities.

4.014 The FASB did not provide any hierarchy for these factors. Some factors may be
more relevant to identifying the acquirer in one combination and less relevant in others.
Judgment is required in instances where the various factors individually point to different
entities as the acquirer.

4.015 Factors (a) through (d) relate to persons involved in controlling the operations of an
entity. These functions are sometimes collectively referred to as the governance system of
an entity. The premium mentioned in factor (e), referred to as a control premium’, can be
presumed to be paid because the members of the governance system of the paying entity
can extend their control to the acquirer.

4.016 The following examples assume that neither the guidance in ASC Subtopic 810-10,
nor any other factors clearly indicate which entity is the acquirer and, thus, the
determination of the acquirer is appropriately being made based on an analysis of the
factors in ASC paragraph 805-10-55-12.

Example 4.1: Voting Rights, Board of Directors, and Senior Management

ABC Corp. and DEF Corp. agree to merge their similar-sized businesses. ABC Corp.
issues common shares to the shareholders of DEF Corp. in exchange for all outstanding
common shares of DEF. The shareholders of DEF will receive 50.01% of the voting
interests of the combined company.

The board of directors of the combined company will have five former ABC and four
former DEF directors. Staggered board elections will begin two years after
consummation of the business combination, and there are no scheduled board member
retirements before that time. Removal of board members requires a vote of at least two-
thirds of the shareholders. Management will consist of:

ABC DEF
Chairman/CEO President
Co-COO* Co-COO*
CFO

*ABC and DEF each have the right to appoint an individual that shares the COO
position with the Co-COO appointed by the other company.

No other relevant circumstances exist with respect to voting, ownership of significant
blocks of shares, management, etc.

Assessment

ABC is the acquirer. Although the owners of DEF will receive the larger portion of the
voting rights of the combined company, the members of the board of directors and
senior management of ABC will dominate the respective bodies of the combined
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company. Considering the absence of significant blocks of voting rights, the absence of
board elections for two years, and the similar size of the combining entities, the small
voting majority of the owners of DEF does not represent a decisive element of
continuing control for DEF. Thus, ABC will have the most influence in the combined
company for at least two years after the business combination.

Example 4.2: Voting Rights, Large Minority Interest, Board of Directors,
and Senior Management

Bank A and Bank B agree to enter into a business combination. On consummation,
Bank A’s former shareholders will own 55% and Bank B’s former shareholders will
own 45% (30% of which will be owned by shareholder X) of the outstanding voting
shares of the combined entity. The largest former shareholder of Bank A will own 7%
of the combined entity.

As a condition of closing, shareholder X will be granted the right to appoint a majority
of the combined entity’s first board of directors (board members serve a three-year
term). The acquisition agreement also provides for the carryover of the CEO, CFO, and
COO of Bank B into comparable positions in the combined entity. The board of
directors will have the authority to appoint and remove the senior officers of the
combined entity. No other relevant circumstances exist with respect to voting,
ownership of significant blocks of shares, or management.

Assessment

Bank B is the acquirer. Despite the voting majority of the former shareholders of Bank
A, the significant minority interest of shareholder X and his or her right to appoint a
majority of the combined entity’s first board of directors (which will serve for three
years), together with the carryover of the senior management of Bank B indicate that
Bank B has the most influence in the combined entity.

Example 4.3: Voting Rights, Board of Directors, Senior Management, and
Payment of a Premium

ABC Corp. acquires 15% of the outstanding shares of a public company, DEF Corp.,
for cash, paying a premium of 10% above the market price, and acquires the remaining
outstanding shares of DEF in exchange for shares of ABC. After the acquisition, the
former shareholders of DEF own 58% of the outstanding shares of the combined entity.
If exercised, warrants and convertible debentures held by former shareholders of DEF
would increase the interest of former shareholders of DEF to 71%; however, the
warrants and convertible debentures cannot be exercised for three years from the
closing date.

The board of directors of the combined entity consists of five nominees of ABC and
four nominees of DEF for a two-year term. Removal of board members requires a vote
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of at least two-thirds of the shareholders. The chairman and the CEO of ABC retain
their positions in the combined entity. No other relevant circumstances exist with
respect to voting, ownership of significant blocks of shares, or management.

Assessment

ABC has the most influence in the combined entity and is the acquirer. ABC paid
partly in cash, including a premium above market price, and dominates the board of
directors and senior management of the combined entity. DEF’s former shareholders
will own the majority of shares in the combined entity, but they will not own two-
thirds of the shares for at least three years following the business combination.

RELATIVE SIZE OF THE COMBINING ENTITIES
ASC paragraph 805-10-55-13

The acquirer usually is the combining entity whose relative size (measured in, for
example, assets, revenues, or earnings) is significantly larger than that of the other
combining entity or entities.

4.017 Judgment is required when comparing the combining entities based on their
relative size. When each combining entity is involved in similar activities and lines of
business, a comparison of relative size may be straightforward. For example, reported
revenues and total assets might be an appropriate comparison in these circumstances.

4.017a However, in circumstances where the combining entities are involved in disparate
activities and businesses, a comparison of relative size based on reported amounts might
not be appropriate, and information other than the reported amounts of assets, earnings,
and revenues may require consideration. Comparing the amount of reported revenues
without considering the nature and source of those revenues may not be meaningful. For
example, comparing revenues generated by an entity with high volume, high turnover,
and low gross margins (e.g., a grocery store chain) with revenues generated by an entity
with low volume, high value-added, and high gross margins (e.g., a custom designer and
manufacturer of specialized equipment) might not be meaningful.

4.017b Likewise, comparing the reported amount of total assets or net assets of an entity
whose principal revenue-generating assets are internally developed intangible assets (and
thus not reflected in the entity’s reported amounts) to the reported amount of total assets
or net assets of an entity whose principal revenue-generating assets are similar long-lived
intangible assets that were acquired in a series of business combinations (and thus are
reflected in the entity’s reported amounts) may not be particularly meaningful.

4.017c A comparison of operating cash flows might, in certain instances, be helpful in
identifying whether one of the combining entities is significantly larger than the other
combining entities. In certain instances, we believe that market capitalization may also be
an appropriate factor to consider in assessing the relative size of the combining entities.
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COMBINATIONS INVOLVING MORE THAN TWO ENTITIES
ASC paragraph 805-10-55-14

In a business combination involving more than two entities, determining the
acquirer shall include a consideration of, among other things, which of the
combining entities initiated the combination, as well as the relative size of the
combining entities, as discussed in the preceding paragraph.

4.018 The definition of control could be viewed to exclude certain transactions in which
no former shareholder group obtains control of the combined entity, such as
combinations involving more than two entities, including roll-up and put-together

transactions. However, those transactions are business combinations under ASC Topic
805.

4.019 All of the factors in ASC paragraphs 805-10-55-11 through 55-15 require
consideration in identifying the acquirer if application of the guidance in ASC Subtopic
810-10 does not clearly identify the acquirer. The guidance in ASC paragraph 805-10-55-
12(b), which indicates that in combinations involving the exchange of equity interests,
the acquirer usually is the combining entity whose single owner or organized group of
owners holds the largest minority voting interest in the combined entity, may be
particularly helpful in identifying the acquirer in some combinations involving more than
two entities. Example 4.5 illustrates an example of a business combination of more than
two entities.

4.020 For business combinations involving three or more entities where more than one
(but not all) of the entities are under common control, we believe the entities under
common control should be considered as a group for the accounting acquirer analysis.

Example 4.3aa: Transaction With Three or More Entities Where More
Than One (But Not All) Are Under Common Control

Companies A, B and C agree to merge in a single integrated transaction. NewCo,
which has no pre-combination activities, is formed to effect the transaction by issuing
shares to the former owners of Companies A, B and C in exchange for their existing
ownership interests. Companies A, B and C are all businesses. NewCo is considered to
not be substantive (see Paragraph 4.020a).

Company A is 100% owned by Investor X. Company B and Company C are under
common control of Investor Y. Investor Y owns 66.7% of Company B and Company
C. The noncontrolling shareholders of Company B and Company C are a disparate
group of unrelated investors. Ownership of the entities prior to the transaction is as
follows.
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Other B
Investors

Other C
Investors

100%

a

66.7% 66.7%
v v

Company

A Company Company

B C

After the transaction, the ownership interest in NewCo is as follows.

Other B Other C
Investors Investors
10% i 40% 10%

0, 0, 0,
100% o 100% |, 100%
Company Company Company
A B C

No individual investor has a controlling financial interest in NewCo. Other factors
include:

e The initial board of NewCo consists of 7 members: 3 members appointed
by Company A, and 2 members appointed by each of Company B and C.

e Executive management of Company A will be executive management of the
combined entity.

e Company A is larger than Company B and Company C on an individual
basis. However, Company B and Company C combined are larger than
Company A.

Assessment

Company B and Company C should be considered a single entity for purposes of the
accounting acquirer analysis because they are entities under common control. For
example, when evaluating the relative voting rights factor, Company B and Company
C would have 60% of the voting rights. Similarly, when evaluating the composition of
the governing body factor, the combined Company B and Company C would appoint 4
out of 7 board members. Based on the facts and circumstances, Company B and
Company C together are the acquirer. Therefore, NewCo’s financial statements would
reflect Company B and Company C at carryover basis and would apply acquisition
accounting to the assets and liabilities of Company A in accordance with ASC Topic
805.
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ADDITIONAL FACTORS

4.020aa If the factors listed in ASC paragraphs 805-10-55-11 through 55-15 do not
clearly indicate the accounting acquirer, other relevant factors may be considered
including details of initial negotiations, which entity initiated the business combination,
and the combined entity’s name, location of its headquarters, and ticker symbol.

TRANSACTIONS INVOLVING A NEWLY FORMED ENTITY

4.020a Special considerations apply when a new entity (NewCo) is formed to effect a
transaction. A newly formed entity with pre-combination activities deemed to be
significant (i.e., NewCo is substantive), but which do not constitute a business, can be the
acquirer in a business combination. That is, the accounting acquiree must be a business
for the transaction to be a business combination, but it is not necessary that the
accounting acquirer be a business. A nonsubstantive NewCo could indicate the
transaction is not a business combination or that another entity (e.g., one of the
combining entities) is the acquirer.

ASC paragraph 805-10-55-15

A new entity formed to effect a business combination is not necessarily the
acquirer. If a new entity is formed to issue equity interests to effect a business
combination, one of the combining entities that existed before the business
combination shall be identified as the acquirer by applying the guidance in [ASC]
paragraphs 805-10-55-10 through 55-14. In contrast, a new entity that transfers
cash or other assets or incurs liabilities as consideration may be the acquirer.

4.020b Factors to consider in determining whether the newly formed entity is substantive
include, but are not limited to:

e Whether the newly formed entity has assets other than cash related to the
initial equity investment made by its founder;

e  Whether the newly formed entity survives the transaction;

e The pre-combination activities of the newly formed entity (e.g., raising
capital, issuing debt, identifying a target, negotiating, and promoting the
business combination);

e The governance of the newly formed entity and whether a new investor
effectively obtained control of the acquiree;

e The reason why the newly formed entity was used;
e How long the newly formed entity has been in existence; and

e  Whether the elements of the transaction are integrated or preconditioned on
each other.
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Transactions Involving a Non-Substantive Newco

4.020c A transaction involving a newly formed entity with no significant pre-
combination activities may or may not be a business combination, depending on the facts
and circumstances.

Example 4.3a: Transitory NewCo

ABC forms NewCo to effect the acquisition of OpCo, which is a business. ABC
contributes cash into NewCo. NewCo immediately transfers the cash to Seller for
100% of OpCo’s shares and merges with and into OpCo. OpCo is the surviving entity.

Before After

Transitory
MNewCo

Merge with/into OpCo

While NewCo transferred cash, NewCo is not substantive, and therefore cannot be the
accounting acquirer, because:

(1) NewCo was formed as a transitory entity only to effect the transaction;
(2) NewCo has no pre-combination activities; and
(3) NewCo does not survive.

ABC is the accounting acquirer and accounts for the acquisition of OpCo as a business
combination if it prepares consolidated financial statements. If OpCo prepares separate
financial statements, it can elect to apply pushdown accounting (see Section 27,
Application of Pushdown Accounting). If pushdown accounting is not applied, OpCo’s
assets and liabilities would remain at its historical cost basis.

Newly Formed Entity in an Exchange that Lacks Substance

4.020d If a newly formed entity with no significant pre-combination activities obtains a
controlling financial interest in an operating entity in a legal entity reorganization or an
exchange that lacks substance, the transaction would not be a business combination.
Paragraph 6 of FASB Technical Bulletin No. 85-5, Issues Relating to Accounting for
Business Combinations, stated, “if the exchange lacks substance, it is not a purchase
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event and should be accounted for based on existing carrying amounts.” Although FASB
Technical Bulletin No. 85-5 was superseded by Statement 141(R), we believe this
guidance remains relevant for transactions that lack economic substance (see also
Combinations Between Entities or Business with a High Degree of Common Ownership
beginning at Paragraph 28.009).
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Roll-Up Or Put-Together Transactions

4.021 A transaction in which two or more entities transfer net assets that constitute a
business, or the owners of those entities transfer their equity interests to a newly formed
entity, is sometimes referred to as a roll-up or put-together transaction. These
transactions are business combinations and should be accounted for using the acquisition
method. If a new entity with no significant pre-combination activities is formed to issue
equity interests to effect a business combination, the newly formed entity should be
looked through, with one of the existing combining entities determined to be the acquirer.
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Metro
Florists
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Company E is the acquirer. Company E’s owner receives a greater interest in Metro
Florists (35%) than the owners of any of the other combining companies, and no other
factors indicate to the contrary. Metro Florists’ consolidated financial statements will
include the assets and liabilities of Company E at their carryover basis, and will include
the assets and liabilities of Companies A, B, C, and D, which are recognized and
measured under ASC Topic 805 (i.e., 100% step-up to their acquisition-date fair
values, subject to the exceptions to the recognition and measurement principles
prescribed by ASC Topic 805).

Transactions Involving a Substantive Newco

4.022 Although a new entity formed to effect a business combination is not necessarily
the acquirer, a newly formed entity that transfers cash or other assets or incurs liabilities
as consideration may be the acquirer. See Paragraph 4.020b for factors to consider in
determining whether the newly formed entity is substantive. If a newly formed entity is
substantive, further analysis of ASC Subtopic 810-10 and ASC paragraphs 805-10-55-11
through 55-15 (as discussed in 4.001 through 4.020a) will need to be performed to
determine if the newly formed entity is the acquirer. This situation could arise, for
example, in a roll-up transaction in which the number of shares in the combined entity
issued to new management and a sponsoring venture capital company exceeds the
number of shares issued to the former owners of the numerous combining companies
(refer to Example 4.6 for further discussion).

Example 4.6: Newly Formed Entity Controlled by a Venture Capital
Company

Assume the same facts as in Example 4.4, except that XYZ was formed by Venture
Capital, which transferred cash to XYZ in exchange for a 52% equity interest in XYZ.
ABC transferred Sub A to XYZ in exchange for a 25% interest in XYZ, and DEF
transferred Sub D to XYZ in exchange for a 23% interest in XYZ. Through its 52%
equity interest, Venture Capital has the ability to appoint a voting majority of the board of
directors of XYZ and has a controlling financial interest in XYZ under ASC Topic 810.
All other facts remain the same (i.e., there are no other factors that indicate which of the
combining entities is the acquirer).
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Venture Capital

Sub A Sub D
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Example 4.6a: Newly Formed Entity Controlled by a Venture Capital
Company

Venture Capital forms a new company (XYZ) and transfers cash to XYZ in exchange for
a 100% equity interest in XYZ. Additionally, XYZ raises funds through a debt offering
and uses the proceeds and the cash received from Venture Capital to acquire a controlling
financial interest in ABC. XYZ survives the transaction as the parent of ABC.

Before After

Venture Venture

Capital

Capital

Debt
Debtholders
Debt Control
Debtholders

ABC

Assessment

XYZ is the acquirer. Although XYZ is newly formed, it raised funds independently
through the debt offering in addition to the cash contributions from the parent to
consummate the acquisition. As such, XYZ is considered to be substantive.

Special Purpose Acquisition Company (SPAC)

4.022a A SPAC is generally structured as a legal entity and often is funded through the
issuance of equity securities based on an agreement with its investors that the proceeds
will be used to acquire companies and/or assets within a predetermined period of time or
the unused proceeds will be returned to the investors. Management of the target company
is often retained to operate the business post-acquisition. SPACs' pre-combination
activities are to raise capital through an IPO, identify potential targets, perform due
diligence, and acquire one or more operating companies, usually within a 24-month
period.

4.022b A SPAC generally has significant pre-combination activities associated with
executing its investment strategy and is therefore typically considered a substantive entity
that could be the accounting acquirer. As such, entities will need to determine whether
the SPAC or target company is the acquirer in the merger. See the discussion beginning
at Paragraph 9.020 for a discussion about SPAC mergers.

Reverse Morris Trust (RMT)

4.022¢ A RMT is a structure in which a company spins off a business to its shareholders.
The divested business is then merged with another company, with the shareholders of the
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divested business obtaining a majority interest in the combined entity. These structures
are used because of the beneficial tax treatment on disposition. The steps in a typical
RMT transaction are:

e Step 1 — Parent Co establishes a Spin Co and transfers the division or business
to be divested.

e Step 2 — Parent Co distributes its shares of Spin Co to its shareholders.
e Step 3 — Acquirer Co creates a Merger Co subsidiary to merge with Spin Co.
e Step 4a — Spin Co merges with Merger Co with Spin Co surviving the merger.

e Step 4b — Parent Co shareholders receive a majority of Acquirer Co shares in
the merger.

Parent Co
Share-
holders

Acquirer
Co Share-
holders

Parent Co

S

Step 1

Acquirer Co

Merger Co

Step 4a

4.022d Parent Co shareholders typically acquire the majority of Acquirer Co shares.
However, in most RMT transactions, Acquirer Co is considered the acquirer for
accounting purposes and SpinCo is the acquiree. This is the case when Acquirer Co’s
management remains in place for the combined entity and Acquirer Co’s shareholders
appoint a majority of the board members. However, each transaction’s facts and
circumstances must be carefully considered using the framework discussed in paragraphs
4.008 through 4.020b and different circumstances could result in a different conclusion.

BUSINESS COMBINATIONS ACHIEVED WITHOUT THE
TRANSFER OF CONSIDERATION

4.023 Business combinations may occur without the transfer of consideration. For
example, an acquiree might repurchase a sufficient number of its own shares for an
existing investor to obtain control, minority veto rights that previously kept the holder of
a majority voting interest from controlling an investee might lapse, or control might be
achieved by contract alone. These transactions are business combinations, and the entity
that acquires control as a result is the acquirer.
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4.024 Many business combinations achieved by contract alone result in the formation of a
variable interest entity (VIE). In these situations, the primary beneficiary of the VIE is
always the acquirer, because the acquiree’s equity-at-risk investors lack the power to
direct the activities that most significantly impact the VIE’s economic performance (as
described in ASC Subtopic 810-10). See the guidance immediately following, and
Business Combinations Achieved without the Transfer of Consideration, beginning at
Paragraph 9.003.

VARIABLE INTEREST ENTITIES
ASC paragraph 805-10-25-5

... However, in a business combination in which a variable interest entity (VIE) is
acquired, the primary beneficiary of that entity always is the acquirer. The
determination of which party, if any, is the primary beneficiary of a VIE shall be
made in accordance with the guidance in the Variable Interest Entities
Subsections of [ASC] Subtopic 810-10 not by applying either the guidance in the
General Subsections of that Subtopic, relating to a controlling financial interest,
or in [ASC] paragraphs 805-10-55-11 through 55-15.

4.025 As noted in ASC paragraph 810-10-15-14(b), if interests other than the equity
investment at risk provide the holders of those interests with the three characteristics in
ASC paragraph 810-10-15-14(b) or if interests other than the equity investment at risk
prevent the equity holders from having the characteristics in ASC paragraph 810-10-15-
14(Db), the entity is a variable interest entity. In such situations, the primary beneficiary of
the VIE is always the acquirer. ASC Subtopic 810-10 requires a reporting entity to
determine whether it is the primary beneficiary of a VIE at the time the reporting entity
becomes involved with the VIE, and to reconsider that determination on a continuous
basis. ASC Subtopic 810-10 also includes guidance about when to reconsider whether an
entity in which a reporting entity holds a variable interest has become, or ceased to be, a
VIE.

4.026 ASC Subtopic 810-10 specifies that the initial consolidation of a variable interest
entity that is a business (as defined in the ASC Master Glossary) is a business
combination. Except for common control situations, as described below, and
circumstances where a new entity is formed and acquires an interest in a VIE in an
exchange that lacks substance (see Paragraph 4.020d), whenever a reporting entity
becomes the primary beneficiary of a VIE that is a business, even if the reporting entity
was previously involved with the VIE but was not the primary beneficiary, a business
combination has occurred and the acquisition method of accounting must be applied.
Upon initial consolidation by the primary beneficiary, the assets, liabilities, and
noncontrolling interests of a variable interest entity are recognized and measured at their
acquisition-date fair values, subject to the exceptions to the recognition and measurement
principles of ASC Topic 805. For situations in which a variable interest entity and its
primary beneficiary are under common control, see discussion in Paragraph 1.007. For
guidance on determining whether entities are under common control or have a high
degree of common ownership, see Section 28.
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Example 4.7: Initial Consolidation of a Variable Interest Entity

Company A is involved with Entity B, a variable interest entity. Entity B is a business,
as defined in ASC Topic 805. In 20X7, at the time of Company A’s initial involvement
with Entity B, Company A determined that it was not the primary beneficiary of Entity
B and, accordingly, has not consolidated Entity B. However, on July 1, 20X9, the
governing documents and contractual arrangements among the parties involved with
Entity B are revised, such that the power to direct the activities that most significantly
impact Entity B’s economic performance is changed. As required by ASC Subtopic
810-10, Company A continuously reassesses whether changes in facts and
circumstances result in a change in the determination of the primary beneficiary. As a
result of the changes to the governing documents and contractual arrangements,
Company A determines that it is now the primary beneficiary of Entity B.

This event is a business combination under ASC Topic 805 and, accordingly, at the
acquisition date (July 1, 20X9), Company A must apply the acquisition method to its
investment in Entity B, and include Entity B in its consolidated financial statements
from that date forward. Thus, as of July 1, 20X9, Company A:

(1) Remeasures its previously held interest in Entity B (using appropriate
valuation techniques — see Business Combinations Achieved without the
Transfer of Consideration in Section 9) at its acquisition-date fair value and
recognizes the resulting gain or loss, if any, in earnings;

(2) Recognizes and measures the full amount of the identified assets acquired,
the liabilities assumed, and the noncontrolling interest in Entity B under the
recognition and measurement principles of ASC Topic 805; and

(3) Recognizes and measures goodwill or a gain from a bargain purchase.

BUSINESS COMBINATIONS ACHIEVED BY CONTRACT ALONE OFTEN RESULT IN
THE FORMATION OF VARIABLE INTEREST ENTITIES

4.027 On February 18, 2015, the FASB issued ASU 2015-02, which changes the
evaluation of whether an entity has a controlling financial interest in an investee. The
guidance is effective for public business entities for annual and interim periods in fiscal
years beginning after December 15, 2015, and one year later for all other entities. Early
adoption is allowed, including early adoption in an interim period. The discussion
contained herein is based on the guidance in ASU 2015-02. In many business
combinations achieved by contract alone, the acquiree’s equity-at-risk investors would
lack at least one of the three characteristics in ASC paragraph 810-10-15-14(b) and the
acquiree would be a variable interest entity. Those characteristics include:

(1) The power, through voting rights or similar rights, to direct the activities of an
entity that most significantly impact the entity’s economic performance.
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(1) For legal entities other than limited partnerships, if no owners hold voting
rights or similar rights (such as those of a common shareholder in a
corporation) over the activities of a legal entity that most significantly
affect the entity's economic performance, kick-out rights or participating
rights held by the holders of the equity investment at risk will not prevent
interests other than the equity investment from having this characteristic
unless a single party, or its related parties and de facto agents, has the
unilateral ability to exercise such rights.

(i1) For limited partnerships and similar entities, partners lack the power if a
simple majority or lower threshold of limited partners (including a single
limited partner) with equity at risk is not able to exercise substantive kick
out rights or participating rights through voting interests over the general
partner.

(2) The obligation to absorb the expected losses of the entity.
(3) The right to receive the expected residual returns of the entity.

4.028 In these situations, the primary beneficiary of the variable interest entity is always
the acquirer. See the discussion of 4 Business Combination Achieved by Contract Alone
beginning at Paragraph 9.008.

REVERSE ACQUISITIONS

4.029 In most business combinations effected through an exchange of equity interests, the
entity that issues the equity interests is usually the acquirer. However, in some business
combinations, referred to as reverse acquisitions, application of the guidance in ASC
paragraph 805-10-55-12 results in the identification of the legal acquirer (i.e., the entity
that issues the securities) as the accounting acquiree. In these situations, the transaction is
accounted for as a business combination only if the accounting acquiree meets the
definition of a business. See the discussion of Reverse Acquisitions beginning at
Paragraph 9.012.

Endnote

! Control premium may also be referred to as a Market Participant Acquisition Premium (MPAP).
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Section 5 - Determining the Acquisition
Date

Detailed Contents
Acquisition Date Defined
Acquisition Occurs when Control Is Obtained

Designation of an Effective Acquisition Date Other Than the Actual Acquisition Date
Is Not Permitted by ASC Topic 805

Step Acquisitions
Acquisitions of Noncontrolling Interests after Control Is Obtained

Acquisition Date Documentation
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ACQUISITION DATE DEFINED
ASC Paragraph 805-10-25-6

The acquirer shall identify the acquisition date, which is the date on which it
obtains control of the acquiree.

ASC Paragraph 805-10-25-7

The date on which the acquirer obtains control of the acquiree generally is the
date on which the acquirer legally transfers the consideration, acquires the assets,
and assumes the liabilities of the acquiree — the closing date. However, the
acquirer might obtain control on a date that is either earlier or later than the
closing date. For example, the acquisition date precedes the closing date if a
written agreement provides that the acquirer obtains control of the acquiree on a
date before the closing date. An acquirer shall consider all pertinent facts and
circumstances in identifying the acquisition date.

ACQUISITION OCCURS WHEN CONTROL IS OBTAINED

5.000 The acquisition date is the date on which the acquirer obtains control of the
acquiree, and the obtaining of control results in a business combination. Thus, on the
acquisition date, the acquirer accounts for the business combination by applying the
acquisition method.

5.001 The FASB concluded that to faithfully represent an acquirer’s financial position
and results of operations, the acquirer’s financial position should reflect the assets
acquired and liabilities assumed at the acquisition date — and not before or after they are
obtained or assumed, and that the acquirer’s financial statements should include only the
cash inflows and outflows, revenues and expenses, and other effects of the acquiree’s
operations after the acquisition date.

5.002 ASC Topic 805, Business Combinations, provides for the possibility that an
acquirer might obtain control of an acquiree on a date either earlier or later than the
closing date, indicating, for example, that the acquisition date precedes the closing date if
a written agreement enables the acquirer to control the acquiree on a date before the
closing date. However, situations where an acquirer obtains control of an acquiree on a
date before the closing date will be unusual, because control for this purpose means
control as defined and used in ASC Topic 810. See discussion of Control beginning at
Paragraph 2.004.

5.002a In certain instances, shareholder or regulatory approval is required to consummate
the business combination. Generally, the acquisition date does not precede the approval
date because the acquirer does not obtain control before approval. However, when the
only remaining contingency is shareholder approval, the acquisition date could precede
that approval if it is considered perfunctory and the acquirer controls the acquiree through
written agreement before the approval date. Shareholder approval would be perfunctory
only if management and the board of directors control enough shareholder votes to
approve the transaction.
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5.002b A business combination may have a closing in a time zone that is different from
that of the acquirer’s corporate headquarters, which could straddle different reporting
dates. For purposes of determining the acquisition date, we believe it is acceptable to use
either 1) the time zone of the acquirer’s corporate headquarters or 2) the time zone where
personnel that are authorized to execute the arrangement are located (e.g., the time zone
of a foreign subsidiary that has personnel executing the contract).

DESIGNATION OF AN EFFECTIVE ACQUISITION DATE OTHER THAN THE
ACTUAL ACQUISITION DATE IS NOT PERMITTED BY ASC TOPIC 805

5.003 Statement 141(R) (as codified by ASC Topic 805) eliminated the previous
provision in Statement 141 (the convenience exception) that allowed the acquirer in a
business combination, under certain circumstances, to designate an effective acquisition
date (i.e., the end of an accounting period between the dates a business combination was
initiated and consummated). Statement 141(R) also eliminated the previous provisions
that permitted an acquirer to include a subsidiary that was purchased during the year in
the acquirer’s consolidated financial statements as though the subsidiary had been
acquired at the beginning of the year and to deduct the preacquisition earnings of the
subsidiary at the bottom of the consolidated income statement.

5.004 The FASB noted that the financial statement effects of eliminating the convenience
exception are rarely likely to be material and that, unless events between the convenience
date and the actual acquisition date result in material differences in the amounts
recognized, an entity’s practice to designate a convenience date complies with the
requirements of ASC Topic 805 (see FASB Statement 141(R), Basis for Conclusions par.
B110 for detailed discussion). An acquirer can designate an acquisition date that precedes
the actual closing date under ASC Topic 805 only if it has determined that the effect of
this non-GAAP accounting policy on its financial statements is immaterial, both in the
period of the acquisition and in subsequent periods. Further, if a designated date is used
on the basis of its immateriality, the iron curtain method of assessing materiality
described in ASC paragraph 250-10-S99-2 requires the acquirer to have an unadjusted
difference that will carry forward for a significant period of time and, in many instances,
indefinitely.

STEP ACQUISITIONS
ASC Paragraph 805-10-25-9

An acquirer sometimes obtains control of an acquiree in which it held an equity
interest immediately before the acquisition date. For example, on December 31,
20X1, Entity A holds a 35 percent noncontrolling equity interest in Entity B. On
that date, Entity A purchases an additional 40 percent interest in Entity B, which
gives it control of Entity B. This Topic refers to such a transaction as a business
combination achieved in stages, sometimes also referred to as a step acquisition.
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ASC Paragraph 805-10-25-10

In a business combination achieved in stages, the acquirer shall remeasure its
previously held equity interest in the acquiree at its acquisition-date fair value and
recognize the resulting gain or loss, if any, in earnings. In prior reporting periods,
with respect to its previously held equity method investment, the acquirer may
have recognized amounts in other comprehensive income in accordance with
paragraph 323-10-35-18. If so, the amount that was recognized in other
comprehensive income shall be reclassified and included in the calculation of gain
or loss as of the acquisition date. If the business combination achieved in stages
relates to a previously held equity method investment that is a foreign entity, the
amount of accumulated other comprehensive income that is reclassified and
included in the calculation of gain or loss shall include any foreign currency
translation adjustment related to that previously held investment. For guidance on
derecognizing foreign currency translation adjustments recorded in accumulated
other comprehensive income, see Section 830-30-40.

5.005 A business combination occurs whenever an entity obtains control over one or
more businesses. In a step acquisition, an entity (the acquirer) acquires shares of another
entity (the investee) in two or more transactions in which the acquirer ultimately gains
control of the investee. On the date the acquirer obtains control over the acquiree, a
business combination has occurred, and the acquirer accounts for the combination by the
acquisition method on that date.

5.006 Acquisition by a parent of some or all of a noncontrolling interest in a subsidiary
(that is a business) after it initially gains control is not a business combination, because
control is not obtained as a result of this transaction (i.e., the parent had control over the
subsidiary before the transaction). A business combination occurs only on the acquisition
date (i.e., when control is obtained). See Appendix 4-1 in KPMG Guide To Accounting
For Foreign Currency, for guidance on accounting for foreign currency translation
adjustments in business combinations of foreign equity method investments achieved in
stages.

ACQUISITIONS OF NONCONTROLLING INTERESTS AFTER CONTROL IS
OBTAINED

5.007 Changes in the parent’s ownership interest, as long as it continues to retain control,
are accounted for as equity transactions (investments by owners and distributions to
owners acting in their capacity as owners) under ASC Subtopic 810-10. Thus, no gains or
losses with respect to these changes are recognized in net income or comprehensive
income, nor are the carrying amounts of the assets and liabilities of the subsidiary
adjusted (i.e., step acquisition accounting is not applied). Rather, the parent adjusts the
carrying amount of the noncontrolling interest to reflect the change in its ownership
interest in the subsidiary. See KPMG Handbook, Consolidation, for further discussion.
See discussion of Business Combinations Achieved in Stages (Step Acquisitions) in
Section 9.
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ACQUISITION DATE DOCUMENTATION

5.008 ASC Topic 350, Intangibles -- Goodwill and Other, requires that the assets
acquired and liabilities assumed in a business combination, including goodwill, be
assigned to reporting units as of the acquisition date. ASC Topic 350 also requires that
the basis for and method of determining the fair value of the acquiree and other related
factors (such as the underlying reasons for the acquisition and management’s
expectations related to dilution, synergies, and other financial measurements) be
documented at the acquisition date. ASC paragraph 350-20-35-40
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[lustrations of Contingent Consideration Arrangements That Are Classified as
Liabilities Under ASC Subtopic 480-10

Example 6.7: Contingent Consideration That Embodies a Written Put Option

Example 6.8: Contingent Consideration That Embodies a Guarantee of the
Acquirer’s Share Price

Example 6.9: Contingent Consideration in the Form of a Freestanding Financial
Instrument

Example 6.10: Contingent Consideration Based on Earnings
Example 6.11: Fixed Minimum Payment and Contingent Consideration Based on
Earnings

Classification of Equity-Linked Contingent Consideration Arrangements That
Are Not Within the Scope of ASC Subtopic 480-10

Example 6.12: Contingent Consideration That Provides for Different Outcomes
Involving the Issuance of Shares That Are Based on the Level of Revenues
Achieved

Example 6.13: Reclassification of a Contingent Consideration Arrangement from
Equity to a Liability

Example 6.14: Reclassification of a Contingent Consideration Arrangement from
a Liability to Equity

Example 6.15: Contingent Consideration That Embodies a Net-Share Settled
Written Call Option

Example 6.16: Contingent Consideration That Provides for the Issuance of a
Fixed Number of Shares Payable on the Achievement of an Earnings Target

Example 6.17: Fixed Minimum Number of Shares and Contingent Consideration
That Provides for the Issuance of a Fixed Number of Additional Shares Payable
on the Achievement of an Earnings Target

Example 6.18: Contingent Consideration Based on the Acquirer’s Stock Price
Determining the Unit(s) of Accounting for Contingent Consideration

Example 6.19: Determining the Unit(s) of Accounting for Contingent
Consideration — Scenario 1

Example 6.20: Determining the Unit(s) of Accounting for Contingent
Consideration — Scenario 2

Subsequent Issuance of Contingent Shares Based on Earnings in a Reverse Acquisition
Effect of Contingent Consideration on the Computation of Earnings Per Share
Effect of Contingency Based on Security Prices in Computing Earnings Per Share

Effect of Contingency Based on Both Future Earnings and Security Prices in
Computing Earnings Per Share

Business Combinations in Which no Consideration Is Transferred
Measurement of Consideration Transferred in Combinations Involving Mutual Entities

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations | 121
6. Recognizing and Measuring the Consideration Transferred

CONSIDERATION TRANSFERRED INCLUDES ONLY THE
CONSIDERATION EXCHANGED BY THE ACQUIRER FOR THE
ACQUIREE

ASC Paragraph 805-10-25-20

The acquirer and the acquiree may have a preexisting relationship or other
arrangement before negotiations for the business combination began, or they may
enter into an arrangement during the negotiations that is separate from the
business combination. In either situation, the acquirer shall identify any amounts
that are not part of what the acquirer and the acquiree (or its former owners)
exchanged in the business combination, that is, amounts that are not part of the
exchange for the acquiree. The acquirer shall recognize as part of applying the
acquisition method only the consideration transferred for the acquiree and the
assets acquired and liabilities assumed in the exchange for the acquiree. Separate
transactions shall be accounted for in accordance with the relevant generally
accepted accounting principles (GAAP).

ASC Paragraph 805-10-25-21

A transaction entered into by or on behalf of the acquirer or primarily for the
benefit of the acquirer or the combined entity, rather than primarily for the benefit
of the acquiree (or its former owners) before the combination, is likely to be a
separate transaction. The following are examples of separate transactions that are
not to be included in applying the acquisition method:

a. A transaction that in effect settles preexisting relationships between the
acquirer and acquiree (see [ASC] paragraphs 805-10-55-20 through 55-23)

b. A transaction that compensates employees or former owners of the acquiree
for future services (see [ASC] paragraphs 805-10-55-24 through 55-26)

c. A transaction that reimburses the acquiree or its former owners for paying
the acquirer’s acquisition-related costs (see [ASC] paragraph 805-10-25-23).

6.000 ASC Topic 805, Business Combinations, requires an acquirer to identify any
amounts that are not part of what the acquirer and the acquiree (or its former owners)
exchanged in the business combination. The acquiree accounts for separate transactions
that do not represent consideration transferred for the acquiree in accordance with other
relevant GAAP. Only the consideration transferred for the acquiree is included as
consideration transferred in applying the acquisition method.

6.001 Amounts related to the settlement of preexisting relationships between an acquirer
and an acquiree, a transaction that compensates employees or former owners of the
acquiree for future services, and a transaction that reimburses the acquiree or its former
owners for paying the acquirer’s acquisition-related costs, are examples of transactions
that are not included in applying the acquisition method, but rather are accounted for as
separate transactions in accordance with relevant GAAP. See Determining What Is Part
of the Business Combination Transaction in Section 11.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations | 122
6. Recognizing and Measuring the Consideration Transferred

CONSIDERATION TRANSFERRED IS NOT ELIGIBLE FOR
HEDGE ACCOUNTING

6.002 The measurement of the consideration transferred in a business combination is not
affected by gains and losses from derivative or nonderivative financial instruments. A
firm commitment to enter into a business combination is not eligible for designation as a
hedged item in a fair value hedge. (ASC paragraph 815-20-25-43(c)(5)) In addition, a
forecasted transaction (for which there is no firm commitment) that involves a business
combination is not eligible for designation as a hedged transaction in a cash flow hedge.
(ASC paragraph 815-20-25-15(g)) Thus, the costs and proceeds (including gains and
losses) from financial instruments that are used to reduce the risks of a change in the
value of the acquiree’s net assets or the consideration to be issued by the acquirer before
the date of acquisition are not part of the consideration transferred and should be recorded
currently in earnings.

MEASUREMENT OF THE CONSIDERATION TRANSFERRED
ASC Paragraph 805-30-30-7

The consideration transferred in a business combination shall be measured at fair
value, which shall be calculated as the sum of the acquisition-date fair values of
the assets transferred by the acquirer, the liabilities incurred by the acquirer to
former owners of the acquiree, and the equity interests issued by the acquirer.
(However, any portion of the acquirer’s share-based payment awards exchanged
for awards held by the acquiree’s grantees that is included in consideration
transferred in the business combination shall be measured in accordance with
[ASC] paragraph 805-20-30-21 rather than at fair value.) Examples of potential
forms of consideration include the following:

a. Cash

b. Other assets

c. A business or a subsidiary of the acquirer

d. Contingent consideration (see [ASC] paragraphs 805-30-25-5 through 25-7)
e. Common or preferred equity instruments

f. Options

g. Warrants

h. Member interests of mutual entities.

6.003 Consideration may be issued in many forms and may include, for example, cash,
noncash assets (such as a business or a subsidiary), debt issued to the former owners of
the acquiree, equity interests issued (such as common or preferred equity instruments,
options, warrants, or member interests of mutual entities), the portion of any share-based
payment awards required to be issued by an acquirer to replace awards held by grantees
of the acquiree (replacement awards) included in the consideration transferred, and
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contingent consideration. The consideration transferred in a business combination is
measured at fair value, determined in accordance with ASC Topic 820, Fair Value
Measurement, except for (1) assets and liabilities transferred that remain under the control
of the acquiree after the business combination, and (ii) any portion of the acquirer’s
share-based replacement awards exchanged for awards held by the acquiree’s grantees
included in the consideration transferred, and is the sum of the following:

e The acquisition-date fair value of the equity interests issued by the acquirer
(other than share-based payment awards included in the consideration
transferred);

e The acquisition-date fair value of the liabilities incurred by the acquirer to
former owners of the acquiree;

e The acquisition-date fair value of the assets transferred by the acquirer;

e The amount of the liability or equity instruments related to share-based
replacement awards required to be issued by an acquirer and included in the
consideration transferred, measured in accordance with ASC Topic 718,
Compensation—Stock Compensation. ASC paragraph 805-20-30-21 refers to
the results of amounts measured in this manner as the fair-value-based
measure of the awards; and

e The acquisition-date fair value of contingent consideration issued by the
acquirer.

6.004 Cash payments by an acquirer do not present measurement difficulties. However,
the measurement of other forms of consideration can present varying degrees of difficulty
and require judgment, and it may be necessary to obtain independent valuations of the
consideration exchanged in some situations. This Section addresses measuring the
consideration transferred in a business combination. See Section 18, Determining the
Fair Value of the Consideration Transferred in a Business Combination, for additional
discussion.

CONSIDERATION IN THE FORM OF EQUITY INTERESTS

6.005 Equity interests issued as consideration in a business combination (other than
share-based replacement awards) are measured at fair value at the acquisition date,
determined in accordance with ASC Topic 820. Whenever available, the quoted price in
an active market should be used to measure the fair value of equity securities issued to
effect a business combination. If a quoted price in an active market is not available, other
methods or techniques should be used.

Issuing Shares of a Nonpublic or Closely Held Entity

ASC Paragraph 805-30-30-2

In a business combination in which the acquirer and the acquiree (or its former
owners) exchange only equity interests, the acquisition-date fair value of the
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acquiree’s equity interests may be more reliably measurable than the acquisition-
date fair value of the acquirer’s equity interests. If so, the acquirer shall determine
the amount of goodwill by using the acquisition-date fair value of the acquiree’s
equity interests instead of the acquisition-date fair value of the equity interests
transferred.

6.006 The acquisition of a public entity by a nonpublic or closely held entity provides an
example of where the acquisition-date fair value of an acquiree’s equity interests may be
more reliably measurable than the acquisition-date fair value of the acquirer’s equity
interests issued to effect a business combination. In those situations, a nonpublic acquirer
may look to the fair value of the acquiree’s equity interests in determining the fair value
of the shares issued to effect the combination.

Preferred Shares Issued in a Business Combination

6.007 When preferred shares are issued in a business combination to the shareholders of
the acquiree and there is no quoted market price available to determine the fair value of
those shares, the characteristics of the preferred shares (e.g., dividend rate, conversion
features, or redemption features) should be incorporated into the fair value of the
preferred shares. For example, the fair value of nonvoting, nonconvertible preferred
shares that lack characteristics of common shares may be determined by comparing the
specified dividend and redemption terms with those of comparable securities and by
assessing market factors. Thus, the approach to determining the fair value of such shares
may be similar to that used to determine the fair value of debt securities.

Convertible Preferred Shares and Other Convertible Instruments Issued in a
Business Combination

6.008 If there is no quoted market price available to determine the fair value of
convertible preferred shares or other convertible instruments issued in a business
combination, the acquirer should use another method to determine fair value consistent
with ASC Topic 820.

6.009 Paragraph not used.

LIABILITIES INCURRED TO FORMER OWNERS OF THE ACQUIREE

6.010 Liabilities that an acquirer incurs to former owners of an acquiree are part of the
consideration transferred. These liabilities include amounts payable to dissenting
shareholders. For guidance on presenting payments to former owners to settle those
liabilities in the statement of cash flows, see chapter 18 of KPMG Handbook, Statement
of cash flows.

CONTINGENT CONSIDERATION

6.011 Contingent consideration includes obligations to transfer additional consideration
to the former owners of an acquiree if future events occur or conditions are met.

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations | 125
6. Recognizing and Measuring the Consideration Transferred

Obligations of an acquirer under contingent consideration arrangements may be classified
as equity (equity-classified contingent consideration) or a liability (liability-classified
contingent consideration). See discussion beginning at Paragraph 6.019.

e Obligations to pay specified amounts at specified future dates are recognized
and measured at fair value at the acquisition date and included in the
consideration transferred. They are noncontingent obligations and thus are not
subsequently remeasured.

e Equity-classified contingent consideration is recognized and measured at fair
value at the acquisition date and included in the consideration transferred.
Equity-classified contingent consideration is not remeasured following the
acquisition date, and its subsequent settlement is accounted for within equity.

e Liability-classified contingent consideration is recognized and measured at
fair value at the acquisition date and included in the consideration transferred,
and subsequently remeasured to fair value each reporting period until the
contingency is resolved. Adjustments resulting from remeasurement are
recognized in earnings (unless the contingent consideration is a hedging
instrument).

6.012 The nature of the arrangements determines whether payments to employees or
selling shareholders are contingent consideration in the business combination or are
separate transactions. See Transactions That Compensate Employees or Former Owners
of the Acquiree for Future Services in Section 11.

6.013 In some business combinations, there may be a preexisting arrangement between
the acquirer and acquiree that provides for a payment when a contingent event occurs.
For example, the acquirer and acquiree could have a preexisting agreement that granted
the acquirer distribution rights to the acquiree's products in a geographic region with
payments by the acquirer to the acquiree depending on the sales made in that geographic
region. In negotiating the acquisition agreement, if the two parties agree to carry forward
the preexisting agreement without change, the payments contingently payable to the
former owner of the acquiree under that agreement would be treated as contingent
consideration in the acquisition, because the future payment was contemplated in the
acquisition negotiations. In effect, the acquisition negotiations change the contingent
payments from a contingent liability (preacquisition) to contingent consideration in the
acquisition.

6.013a However, a new arrangement entered into in conjunction with a business
combination may require future payments from the acquirer to the former owner of the
acquiree with characteristics of both contingent consideration and compensation for
future rights granted or services provided by the former owner to the acquirer or
combined entity. The acquirer should carefully evaluate these arrangements when
determining whether the future payments should be included as consideration transferred
in applying the acquisition method or accounted for separately under other GAAP. For
example, a buyer and seller may negotiate contingent consideration in the form of an
earnout based on revenue or profits as part of the transaction price when they cannot
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agree on the transaction price. Conversely, the buyer and seller of a distribution business
may enter a new arrangement that includes a long-term, non-cancelable sales or earnings-
based royalty payment to the seller for the buyer’s future use of a trademark or
distribution within a geographic area. The royalty payments are customary in the seller’s
industry and set at market rates. In this case, the royalty arrangement is not contingent
consideration in the business combination and is accounted for separately as an expense
in the period(s) payments are accruable. In addition to the factors discussed in Section 11,
Determining What Is Part of the Business Combination Transaction, the following
factors indicate that these future payments are not part of consideration transferred in a
business combination:

e The payments are customary in the industry and set at market rates;

e The payment period coincides with the duration of the future services to be
provided or rights granted by the former owner of the acquiree;

e The royalty or similar arrangement did not exist before the business
combination;

e The resulting consideration transferred in the business combination (excluding
the fair value of the future payments) is reasonable relative to the valuation of
the business acquired.

ASSETS OR LIABILITIES TRANSFERRED BY THE ACQUIRER
ASC Paragraph 805-30-30-8

The consideration transferred may include assets or liabilities of the acquirer that
have carrying amounts that differ from their fair values at the acquisition date (for
example, nonmonetary assets or a business of the acquirer). If so, the acquirer
shall remeasure the transferred assets or liabilities to their fair values as of the
acquisition date and recognize the resulting gains or losses, if any, in earnings.
However, sometimes the transferred assets or liabilities remain within the
combined entity after the business combination (for example, because the assets
or liabilities were transferred to the acquiree rather than to its former owners), and
the acquirer therefore retains control of them. In that situation, the acquirer shall
measure those assets and liabilities at their carrying amounts immediately before
the acquisition date and shall not recognize a gain or loss in earnings on assets or
liabilities it controls both before and after the business combination.

6.014 ASC paragraph 805-30-30-7 requires that consideration transferred in a business
combination is measured at the acquisition-date fair value. If the fair value of assets or
liabilities recognized as consideration transferred is different from the carrying amount of
those assets or liabilities, a gain or loss is recognized in earnings. However, this guidance
applies only if the acquirer does not retain control of the assets or liabilities transferred
after the acquisition.
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Example 6.1: Consideration Includes a Cost Method Investment

ABC Corp. acquires a business from DEF Corp., and in exchange transfers cash and a
cost method investment in an unrelated entity to DEF. How should ABC measure the
consideration transferred?

ABC should include the fair value of the cost method investment as part of the
consideration transferred. To the extent the fair value differs from the book value of the
investment, ABC recognizes a gain or loss in earnings for the difference.

Example 6.2: Consideration Includes a Technology License

ABC Corp. acquires a business from DEF Corp., and in exchange transfers cash and
grants a software license for one of ABC’s products to DEF. How should ABC
measure the consideration transferred?

ABC should include the fair value of the license as part of the consideration
transferred. ABC would follow the appropriate revenue recognition guidance in GAAP
to determine when revenue recognition would be appropriate.

Assets or Liabilities Transferred to an Acquiree That Remain Under the Control of
the Acquirer Are Not Remeasured, and No Gain Or Loss Is Recognized

6.015 An acquirer may transfer a business or a subsidiary to the acquiree as consideration
in a business combination. Other forms of consideration transferred may include assets
and liabilities of a subsidiary, or other assets of the acquirer. Regardless of the structure
of the transaction, if the acquirer retains control of the transferred assets or liabilities after
the acquisition, it recognizes no gain or loss and measures those assets and liabilities at
their carrying amounts immediately before the acquisition.

6.016 Additionally, if an acquirer transfers an equity interest in a subsidiary, but
continues to hold a controlling financial interest in the subsidiary after the transfer, the
change in the parent’s ownership interest in the subsidiary is accounted for as an equity
transaction, and no gain or loss is recognized. Any difference between the fair value of
the consideration received or paid and the amount by which the noncontrolling interest is
adjusted, is recognized in equity attributable to the parent. (ASC paragraph 810-10-45-
23). See Chapter 7 of KPMG Handbook, Consolidation, for further discussion.

6.017 The following are examples of business combinations in which an acquirer retains
control of assets and liabilities transferred in connection with a business combination.
These examples illustrate that, regardless of how a business combination is structured, if
the acquirer retains control of the assets and liabilities transferred after the acquisition, no
gain or loss is recognized.
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Consequently, this transaction is recognized in ABC’s consolidated financial
statements as follows:

e ABC recognizes the net assets of its newly acquired subsidiary, DEF, in the
amount of $400, which equals the acquisition-date fair value of DEF
(including goodwill, if any).

e ABC recognizes the noncontrolling interest in the combined DEF entity of
$260, which is equal to 40% of the historical carrying amount of Subsidiary
S’s net assets immediately preceding the acquisition of DEF (40% x $250,
or $100), plus 40% of the fair value of DEF (including goodwill, if any) at
the acquisition date (40% x $400, or $160).

e The transfer of a 40% indirect interest in Subsidiary S to Shareholders is
accounted for as an equity transaction. Thus, the excess of the fair value of
the amount transferred (40% x $600, or $240) over the historical carrying
amount of the indirect interest transferred (40% x $250, or $100), or $140,
is credited to paid-in capital.

ABC will record the following entries in its consolidated financial statements to reflect
the acquisition of DEF:

Debit Credit

Net assets of DEF (including goodwill, if any) 400
Noncontrolling interest in DEF 260
Paid-in capital 140

(2) Accounting for the transaction in DEF’s consolidated financial statements

Because the former shareholder of Subsidiary S (ABC) obtains control of the combined
entity (which includes Subsidiary S and DEF), and assuming no other evidence
indicates that DEF is the acquirer, this transaction should be accounted for as the
acquisition of DEF by Subsidiary S (i.e., a reverse acquisition in which Subsidiary S
effectively issues consideration equal to a 40% ownership interest in Subsidiary S in
exchange for the acquisition of a 60% ownership interest in DEF). See discussion of
reverse acquisitions starting at Paragraph 9.012.

Thus, a business combination has occurred, with Subsidiary S being the accounting
acquirer and DEF the accounting acquiree. In DEF’s consolidated financial statements:

e The net assets of DEF are recognized and measured at their acquisition-date
fair value (including goodwill, if any), thus requiring an increase in their
carrying amount of $200 ($400 fair value less $200 book value).

e The net assets of Subsidiary S are recognized at their historical carrying
amount of $250.
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The net assets recorded at DEF (including any goodwill) would have the same basis as
those in ABC’s consolidated financial statements.

DEF’s consolidated financial statements should present the historical financial
statements of Subsidiary S before the acquisition as the historical financial statements.
Thus, the results of operations of DEF are included in the financial statements of the
consolidated entity only for periods after the acquisition date.

Although the equity of Subsidiary S (the accounting acquirer) is presented as the equity
of the combined entity, the capital stock account must be adjusted to reflect the
outstanding stock of DEF (the surviving entity). That is:

e The retained earnings of Subsidiary S would be presented as the retained
earnings of the combined entity.

e The capital stock account of the combined entity would reflect the par value
of DEF’s stock.

The additional paid-in capital account of Subsidiary S would be adjusted for the
difference between the capital stock account of Subsidiary S and the capital stock
account of DEF, and that adjusted amount would be presented as additional paid-in
capital of the combined entity.

Example 6.3 presumes that both the entities are businesses. See Question 2.1.30 in
KPMG Handbook, 4sset acquisitions, for guidance that addresses transactions
involving entities that do not meet the definition of a business.

Example 6.4: Shares of a Subsidiary Issued in a Business Combination

ABC Corp.’s wholly owned Subsidiary S issues new common shares representing a
40% interest to shareholders of DEF Corp. in exchange for all of the common shares of
DEF. The fair value of the consideration transferred is equal to the fair value of the
consideration received (i.e., there is no bargain purchase). It was also determined that
there is no minority discount or control premium in this transaction.

How should ABC account for this transaction in its consolidated financial statements?
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The acquisition of control of DEF by ABC is a business combination under ASC Topic
805, in which Subsidiary S (ABC’s subsidiary) is the acquirer and DEF is the acquiree. In
applying the acquisition method to the transaction, Subsidiary S recognizes and measures
the assets acquired and liabilities assumed based on the recognition and measurement
principles of ASC Topic 805. However, no gain or loss is recognized on the transaction:

e ABC controls Subsidiary S both before and after the business combination.
Therefore, ABC continues to measure the assets and liabilities of Subsidiary S
following its acquisition of DEF at their carrying amounts immediately before
the acquisition, and does not recognize a gain or loss on the transfer of a 40%
noncontrolling interest in Subsidiary S to the former owners of DEF
(consistent with the guidance in ASC paragraph 805-30-30-8).

e Subsidiary S recognizes the net assets (including goodwill, if any) acquired in
the acquisition of DEF at their fair value of $400, and a corresponding
increase in equity to reflect the fair value of the shares issued to effect the
acquisition. In consolidation, ABC also recognizes the net assets acquired at
their fair value of $400.

e This transaction also involves a reduction in the parent’s (ABC’s) ownership
interest in Subsidiary S (from 100% to 60%). However, because ABC
continues to control Subsidiary S after the transaction, the issuance of shares
by Subsidiary S to the noncontrolling interest (the former owners of DEF) is
accounted for by ABC as an equity transaction under ASC paragraph 810-10-
45-23, and no gain or loss is recognized on the issuance of the additional
shares of Subsidiary S to the former owners of DEF.

Consequently, this transaction is recognized in ABC’s consolidated financial statements
as follows:

e Subsidiary S recognizes the net assets (including goodwill, if any) resulting
from the acquisition of DEF at their fair value of $400, and ABC recognizes
an increase in its investment in Subsidiary S in the same amount. ABC
continues to recognize its preexisting investment in Subsidiary S at its
historical carrying amount of $250 immediately preceding the transaction,
resulting in an investment in Subsidiary S of $650 ($400 + $250) after the
transaction.

e ABC recognizes the noncontrolling interest in Subsidiary S of $260, which is
equal to 40% of the historical carrying amount of Subsidiary S immediately
before the acquisition of DEF by Subsidiary S (40% x $250, or $100), plus
40% of the fair value of DEF at the acquisition date (40% x $400, or $160).

e Because ABC retains control of Subsidiary S after the transaction, the transfer
of a 40% interest in Subsidiary S to the noncontrolling interest in Subsidiary S
(the former owners of DEF) is accounted for as an equity transaction. Thus,
the excess of the fair value of the acquired interest in DEF (60% x $400, or
$240) over the historical carrying amount of the interest transferred (40% x
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$250, or $100), which nets to $140, is credited to paid-in capital. The $140
credit to paid-in capital may be viewed as the gain resulting from the
transaction with the noncontrolling interest, equal to the excess of the fair
value received of $240 over the carrying amount of the of the interest
transferred of $100.

ABC will record the following entries in its consolidated financial statements to reflect
the acquisition of DEF by Subsidiary S:

Debit Credit

Net assets of Subsidiary S 400
Noncontrolling interest in DEF 260
Paid-in capital 140

Example 6.5: Acquisition Achieved in Stages Through the Exchange of an
Indirect Noncontrolling Interest in a Subsidiary, Including Payment of a
Control Premium

ABC Corp. owns 40% of the outstanding common stock of DEF Corp. (the carrying
amount of ABC’s investment in DEF was equal to 40% of the book value of DEF).
Public shareholders own the remaining 60% of DEF’s shares. DEF issues additional
shares of its common stock to ABC in exchange for 40% of the common stock of XYZ
Corp. (a wholly owned subsidiary of ABC). After the transaction, ABC owns a
controlling interest in DEF of 60%; the remaining 40% is owned by the public
shareholders. The fair value of the consideration transferred is equal to the fair value of
the consideration received (i.e., there is no bargain purchase). ABC pays a $20 control
premium to the public shareholders of DEF on this transaction, as explained below.

How should ABC account for this transaction in its consolidated financial statements?

Before Transaction

Public Shareholders ABC Corp.
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In this transaction, ABC effectively acquired a 20% additional interest in DEF from the
public shareholders in exchange for a 16% indirect interest in XYZ (effected by the
transfer of a 40% interest in XYZ to DEF, which is 40% owned by the public
shareholders on completion of the transaction; 40% % 40% =16%). ABC also pays a
control premium on this transaction of $20 as a result of its obtaining control of DEF. It
has been determined that the fair value of the control premium is $20.

! The following analysis demonstrates that ABC has paid and received equivalent consideration:

Fair value of equity interest in XYZ that ABC transferred

($375 x 16%) $ 60
Fair value of additional equity interest in DEF received by ABC:
Excluding control premium (20% x $200) $40
Control premium 20
Fair value received by ABC (including ability to control DEF) $ 60

Because ABC held a 40% interest in DEF before this transaction, the acquisition of
control of DEF results in a business combination achieved in stages (also referred to as a
step acquisition). In a business combination achieved in stages, the acquirer remeasures
its previously held equity interest in the acquiree at its acquisition-date fair value and
recognizes the resulting gain or loss, if any, in earnings. See discussion of Business
Combinations Achieved in Stages (Step Acquisitions) in Section 9.

This transaction also results in a reduction of ABC’s direct controlling ownership of XYZ
(from 100% to 60%), offset by an increase in ABC’s indirect ownership of XYZ of 24%
(through its 60% ownership of DEF and DEF’s ownership of 40% of XYZ on completion
of the transaction; 60% x 40% = 24%), and a transfer of a 16% indirect ownership
interest in XYZ to the public shareholders of DEF (through the public shareholders’
ownership of 40% of DEF and DEF’s ownership of 40% of XYZ on completion of the
transaction; 40% x 40% = 16%). However, ABC continues to control XYZ after the
transaction (through its 60% direct ownership interest and its 24% indirect ownership
interest). Thus, ABC accounts for its exchange of a 16% interest in XYZ as an equity
transaction under ASC paragraph 810-10-45-23, with no gain or loss recognized in
income on the exchange.

ABC records the following entries in its consolidated financial statements:

e ABC remeasures its 40% interest in DEF immediately preceding this
transaction at its acquisition-date fair value of $80 ($40% x $200), and
recognizes the resulting gain of $20 in earnings. The $20 gain is equal to the
excess of the fair value of ABC’s 40% interest of $80 over its carrying amount
of $60 (40% x $150).

e ABC recognizes the net assets of its newly acquired subsidiary, DEF, at their
acquisition-date fair value (including goodwill, if any) of $220 (which
includes the $20 control premium). Note that ABC continues to consolidate
the net assets of XYZ, and separately recognizes the noncontrolling interest in
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XYZ resulting from the transfer of a 16% indirect interest in XYZ to the
public shareholders of DEF (see below).

e ABC eliminates the carrying amount of its investment in DEF of $80 before
the acquisition (the sum of the historical carrying amount of its investment
before this transaction ($60), plus the $20 gain recognized from the
remeasurement of that investment to fair value).

e ABC recognizes the noncontrolling interest in DEF of $120, which is equal to
40% of the historical carrying amount of the 40% interest in XYZ that was
transferred to DEF (40% x $100), or $40, plus 40% of the fair value
(including goodwill, if any) of DEF at the acquisition date, exclusive of the
control premium, all of which is ascribable to ABC (40% x $200), or $80).

e Because ABC retains control of XYZ after the transaction, it accounts for the
transfer of a 16% indirect interest in XYZ to the public shareholders of DEF
as an equity transaction, with no gain or loss recognized in income. Thus, the
excess of the fair value of the acquired 20% interest in DEF of $60 (20% x the
fair value of DEF of $200, or $40, plus the control premium of $20), over the
historical carrying amount of the 16% indirect interest transferred to the
public shareholders of $40 (16% x $250), which nets to $20, is credited to
paid-in capital. The $20 credit to paid-in capital can be viewed as the gain
resulting from the transaction with the noncontrolling interest, equal to the
excess of the fair value received of $60 over the $40 carrying amount of the
consideration transferred.

ABC would record the following entries in its consolidated financial statements to reflect
this transaction:

Debit Credit

Investment in affiliate - DEF 20
Gain 20

Net assets of DEF (including goodwill, if any) 220
Investment in affiliate - DEF 80
Noncontrolling interest in DEF 120
Paid-in capital 20

Control Premium Realized by Public Shareholders

Note that the public shareholders of DEF have realized the benefit of the $20 control
premium paid by ABC:
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Fair Value of

Public
Shareholders’
Interests

Before the transaction:
60% interest x $200 fair value of DEF $ 120
After the transaction:
40% interest x $200 fair value of DEF (exclusive of
the control premium which is ascribable to ABC) $ 80
16% indirect interest x $375 fair value of XYZ 60

$ 140
Net premium received by public shareholders $ 20

The $20 control premium is equal to the difference between the fair value of the 16%
indirect interest in XYZ received by the public shareholders (16% x $375), or $60, and
the 20% of the fair value of DEF effectively sold to ABC (20% % $200), or $40.
Although the fair value of the noncontrolling interest in DEF is $140 (40% x $350), ABC
recognizes this in its consolidated financial statements at $120, due to the measurement
of DEF’s interest in XYZ using ABC’s carryover basis.

SHARE-BASED PAYMENT AWARDS INCLUDED IN THE CONSIDERATION
TRANSFERRED

ASC Paragraph 805-30-30-9

An acquirer may exchange its share-based payment awards for awards held by
grantees of the acquiree. This Topic refers to such awards as replacement awards.
Exchanges of share options or other share-based payment awards in conjunction
with a business combination are modifications of share-based payment awards in
accordance with [ASC] Topic 718. If the acquirer is obligated to replace the
acquiree awards, either all or a portion of the fair-value-based measure of the
acquirer’s replacement awards shall be included in measuring the consideration
transferred in the business combination. The acquirer is obligated to replace the
acquiree awards if the acquiree or its grantees have the ability to enforce
replacement. For example, for purposes of applying this requirement, the acquirer
is obligated to replace the acquiree’s awards if replacement is required by any of
the following:

a. The terms of the acquisition agreement
b. The terms of the acquiree’s awards

c. Applicable laws or regulations.
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ASC Paragraph 805-30-30-10

In situations in which acquiree awards would expire as a consequence of a
business combination and the acquirer replaces those awards even though it is not
obligated to do so, all of the fair-value-based measure of the replacement awards
shall be recognized as compensation cost in the postcombination financial
statements. That is, none of the fair-value-based measure of those awards shall be
included in measuring the consideration transferred in the business combination.

6.018 See discussion of Acquirer Share-Based Payment Awards Exchanged for Awards
Held by the Grantees of the Acquiree in Section 11.

CONTINGENT CONSIDERATION
ASC Master Glossary: Contingent Consideration

Usually an obligation of the acquirer to transfer additional assets or equity
interests to the former owners of an acquiree as part of the exchange for control of
the acquiree if specified future events occur or conditions are met. However,
contingent consideration also may give the acquirer the right to the return of
previously transferred consideration if specified conditions are met.

ASC Paragraph 805-30-25-5

The consideration the acquirer transfers in exchange for the acquiree includes any
asset or liability resulting from a contingent consideration arrangement. The
acquirer shall recognize the acquisition-date fair value of contingent consideration
as part of the consideration transferred in exchange for the acquiree.

ASC Paragraph 805-30-25-6

The acquirer shall classify an obligation to pay contingent consideration as a
liability or as equity in accordance with [ASC] Subtopics 480-10 [Distinguishing
Liabilities from Equity - Overall] and [ASC] 815-40 [Derivatives and Hedging -
Contracts in Entity’s Own Equity] or other applicable generally accepted
accounting principles (GAAP). For example, [ASC] Subtopic 480-10 provides
guidance on whether to classify as a liability a contingent consideration
arrangement that is, in substance, a put option written by the acquirer on the
market price of the acquirer’s shares issued in the business combination.

ASC Paragraph 805-30-25-7

The acquirer shall classify as an asset a right to the return of previously
transferred consideration if specified conditions are met.

6.019 Contingent consideration refers to a payment that is contingent upon meeting
certain conditions or the occurrence of a particular event. When negotiating the
transaction price of a business, contingent consideration is often used to bridge the price
gap between what the seller would like to receive and what the buyer is willing to pay.
For example, additional consideration may be paid if the acquired business meets certain
financial targets (e.g., revenue, EBITDA, operating profit), passes regulatory reviews,
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achieves certain litigation outcomes, or develops a product. Contingent consideration can
also be used as a means of deferred financing or incentive for management performance
(see Section 11 for accounting for transactions that compensate employees or former
owners of the acquiree for future service). Contingent consideration is usually paid in the
form of cash or equity. Additionally, if the acquired business had contingent
consideration arrangements from acquisitions it made before its acquisition by the
acquirer, the acquiree’s preexisting contingent consideration becomes contingent
consideration for the acquirer. However, unlike consideration of the acquirer, preexisting
contingent consideration is accounted for as an assumed liability (or asset acquired) in the
business combination rather than part of consideration transferred.

6.020 If the business combination requires a stated minimum amount of additional
consideration to be paid to the former owners of the acquiree after the acquisition date,
this obligation is defined and not contingent and should not be accounted for as part of a
contingent consideration arrangement, regardless of how the acquisition agreement
characterizes the obligation. Noncontingent obligations should be measured at fair value
at the acquisition date as part of the consideration transferred. The acquirer should
measure and account for a noncontingent obligation to deliver a minimum level of
additional consideration in the future based on other applicable GAAP, depending on the
nature of the obligation. ASC Subtopic 835-30, Interest - Imputation of Interest, provides
guidance on the subsequent measurement of debt obligations. Examples 6.11 and 6.17
involve both (a) an obligation to deliver a minimum amount of consideration in the future
and (b) an obligation under a contingent consideration arrangement.

WORKING CAPITAL

6.020a Adjustments to the consideration transferred based on net working capital at the
acquisition date are not contingent consideration arrangements, because they relate to
conditions that existed at the acquisition date and do not depend on future events.
Working capital adjustments paid or received during the measurement period would be
adjustments to the consideration transferred in accordance with the measurement period
guidance in ASC subparagraph 805-10-25-15(b). However, working capital adjustments
paid or received after the close of the measurement period would be recorded to income.

CONSIDERATION HELD IN ESCROW FOR GENERAL REPRESENTATIONS AND
WARRANTIES

6.020b Many business combination agreements require consideration to be held in an
escrow account pending the seller’s satisfaction of general representations and warranties
(i.e., those not related to a specific asset or liability). Typically, general representations
and warranties are expected to be valid and relate to conditions that exist as of the
acquisition date rather than contingent on a future event. Therefore, settlements of
general representations and warranties are not contingent consideration and any
consideration held in escrow for this purpose is typically part of the consideration
transferred.
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6.020c¢ In addition, the acquirer would need to assess the escrow agreement to determine
whether the escrowed funds continue to qualify as an asset on its balance sheet, and if so,
recognize a corresponding liability for any funds expected to be paid to the sellers.

6.020d See Paragraph 7.168 for discussion about whether reimbursement for general
representations and warranties should be accounted for as an indemnification asset. See
Paragraph 12.033 for a discussion of evaluating contingencies that arise from disputes
around the purchase price, including when seeking enforcement of an escrow
arrangement.

FORMS OF CONTINGENT CONSIDERATION

6.021 Contingent consideration may include the issuance of additional securities or
distribution of other consideration on resolution of contingencies based on post-
combination earnings, post-combination security prices, or other factors.

6.022 Examples of contingent consideration include the following:

e Contingent Consideration Based on Earnings. Consideration may be
contingent on maintaining or achieving specified earnings levels in future
periods. An acquirer may be required to issue additional shares of its common
shares to the former shareholders of the acquiree if earnings of the acquiree
reach a certain level for a specified period.

e Contingent Consideration Based on Components of Earnings.
Consideration could be contingent on components of earnings such as revenue
growth, cost containment, or EBITDA. An acquirer may be required to pay
additional consideration to the acquiree’s previous owners based on the
number of units or dollar amount of sales of specified products sold by the
acquirer for the five-year period following the acquisition date.

e Contingent Consideration That Represents a Guarantee of Security
Price. Contingent consideration is sometimes issued to guarantee the price of
securities issued by the acquirer in an acquisition. This type of guarantee is
generally in the form of an agreement by the acquirer to issue additional
shares of shares, cash, or other consideration if the market (fair) value of the
acquirer’s securities issued to the former shareholders of the acquiree does not
reach the guaranteed value by a specified date or maintain the guaranteed
value for a stipulated period of time.

e Redeemable Preferred Shares and Put Options. A guarantee of the value of
shares issued as consideration in a business combination may be embedded in
the securities, 1.e., the shares unconditionally issued at the date of acquisition
are puttable for the guaranteed value at the option of the holder (i.e., the
holder may demand cash in exchange for the shares). Alternatively, in
addition to the shares issued to effect the combination, an acquirer could issue
put options that give the holder the right to return the shares to the acquirer for
the guaranteed value.
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e Below-Market Guarantee. A purchase agreement may include an
arrangement for the purchaser to issue additional consideration to the seller
that guarantees a minimum value or security price at a future date that is less
than the value or security price at the date the securities are issued (below-
market guarantee).

e Contingent Consideration That Does Not Guarantee Security Price. The
purchase agreement may include an arrangement for the acquirer to issue
additional consideration to the seller based on security prices at a future date,
but does not result in a guarantee of the total value of the consideration issued
by the acquirer. An acquirer may agree to issue a fixed amount of additional
shares should the fair value of the shares originally issued be less than a target
value at a specified future date.

INITIAL RECOGNITION OF CONTINGENT CONSIDERATION

6.023 While the amount of future payments by the acquirer resulting from contingent
consideration issued in an acquisition is conditional based on future events, the acquirer’s
obligation regarding the contingent consideration is unconditional and meets the
definition of a liability in FASB Concepts Statement No. 6, Elements of Financial
Statements. Contingent consideration issued by an acquirer in a transaction accounted for
as a business combination is recognized at the acquisition date at its acquisition-date fair
value as part of the consideration transferred in the acquisition. (ASC paragraph 805-30-
25-5) See Section 18, Determining the Fair Value of the Consideration Transferred in a
Business Combination, for additional discussion.

6.024 Contingent consideration issued in a business combination is classified at the
acquisition date as either equity, or as an asset or a liability, based on applicable GAAP.
The accounting for contingent consideration after an acquisition depends on whether the
obligation for contingent consideration is classified as equity or as a liability (or in some
cases, as an asset).

e Contingent consideration classified as equity is not remeasured after the
acquisition date, and subsequent settlement is accounted for within equity.

¢ Contingent consideration classified as a liability (or an asset) is remeasured to
fair value at each reporting date until the contingency is resolved. The changes
in fair value are recognized in earnings (see Subsequent Measurement of
Contingent Consideration in Section 12) unless the arrangement is a
derivative that has been designated as a hedging instrument in a cash flow
hedging relationship for which ASC Topic 815, requires the changes to be
initially recognized in other comprehensive income.

6.025 See the discussion of the initial measurement of contingent consideration in
Section 18, Determining the Fair Value of the Consideration Transferred in a Business
Combination, and the discussion of the subsequent accounting for contingent
consideration in Section 12, Subsequent Measurement and Accounting.
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STATEMENT OF CASH FLOWS
6.026 See chapter 18 of KPMG Handbook, Statement of cash flows.

6.026a Paragraph not used.
Examples 6.5a and 6.5b Not used.

DETERMINING THE CLASSIFICATION OF CONTINGENT CONSIDERATION

6.027 ASC paragraphs 805-30-25-6 and 25-7 require an acquirer to classify an obligation
to pay contingent consideration as a liability or as equity based on ASC Subtopic 480-10,
ASC Subtopic 815-40, or other applicable GAAP. The guidance in these and other
relevant pronouncements should be considered in determining the classification of
contingent consideration issued in a business combination.

6.028 ASC Subtopics 480-10 and 815-40 generally apply to financial instruments (a) for
which the payoff to the counterparty is based, in whole or in part, on variations in the fair
value of the issuer’s own shares (or the shares of a consolidated subsidiary of the issuer)
or (b) that are potentially settled in the issuer’s own shares (or the shares of a
consolidated subsidiary of the issuer). The first step in the determination of whether a
contingent consideration arrangement is classified as a liability or equity requires a
determination of whether the arrangement has either of those characteristics. If neither of
those characteristics is present, the contingent consideration arrangement is a liability
under ASC Topic 805 and no further analysis of classification is necessary. However, if
either of those characteristics is applicable to the contingent consideration arrangement,
the guidance in this Section should be applied to determine the arrangement’s
classification. Contingent consideration arrangements that meet either of those
characteristics are referred to herein as equity-linked contingent consideration
arrangements.

Example 6.6: Cash-Settled Contingent Consideration Based on Earnings

ABC Corp. acquires DEF Corp. and the terms of the acquisition agreement provide for
contingent consideration to be paid in cash two years after the acquisition date. The
value of that consideration ranges between $0 and $20 million and is calculated
according to an earnings-based formula.

Analysis. This example does not involve an equity-linked contingent consideration
arrangement, so there is no GAAP that could potentially result in equity classification.
The arrangement should be classified as a liability.

6.029 ASC Subtopics 480-10 and 815-40 are complex, and a complete discussion of
those standards is beyond the scope of this publication. However, an overview of those
standards and their application to contingent consideration arrangements is presented
below. For a more detailed discussion of these and related standards, refer to the
following KPMG Handbooks.
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e Debt and equity financing
e Derivatives and hedging (As amended by ASU 2017-12), Chapters 2 and 3
e Derivatives and hedging (Pre-ASU 2017-12), Sections 2 and 3

6.030 This flowchart illustrates the process for evaluating whether to classify an
obligation to pay contingent consideration as a liability or as equity in accordance with
ASC Subtopics 480-10 and 815-40:

Yes
Is the arrangement a liability under
ASC Subtopic 480-107

l Mo

|5 the arrangement considered 1o
be indexed to the entity™s own
stock under ASC Subtopic 815407

i Yas

Have the requirements for equity
classification in ASC Subtopic 815
40 been met, including the
conditions in ASC paragraphs 815
40-25-7 through 25-357

l &3 v

The arrangement is classified as The arrangement is classifisd as a
SQUITY. liability.

Mo

Mo

6.031 We believe that certain business combinations may contain multiple contingent
consideration arrangements. In those circumstances, the guidance in ASC Subtopics 480-
10 and 815-40, and other U.S. GAAP would be applied to each arrangement and the
classification of each of those individual arrangements as liabilities or equity may differ.
See additional discussion in the subsection titled Determining the Unit(s) of Accounting
When a Business Combination Potentially Involves More Than One Contingent
Consideration Arrangement.

Classification of Equity-Linked Contingent Consideration Arrangements That Are
Within the Scope of ASC Subtopic 480-10

6.032 ASC paragraph 480-10-35-4A requires that financial instruments within its scope

that are issued as consideration in a business combination be classified as liabilities (or in
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some instances, assets). ASC Subtopic 480-10 applies to the following three classes of
freestanding financial instruments that embody obligations for the issuer:

(1) Mandatorily Redeemable Financial Instruments (ASC paragraphs 480-
10-25-4 through 25-7). A mandatorily redeemable financial instrument is a
financial instrument issued in the form of shares that embodies an
unconditional obligation requiring the issuer to redeem the instrument by
transferring its assets at a specified or determinable date (or dates) or on an
event certain to occur. Mandatorily redeemable financial instruments are not
classified as liabilities if redemption is only required to occur on the
liquidation or termination of the reporting entity. Similarly, mandatorily
redeemable noncontrolling interests in a consolidated subsidiary are not
classified as liabilities in the consolidated financial statements of the parent if
redemption is only required to occur on the liquidation or termination of the
subsidiary, even if the parent entity will not be liquidated or terminated at the
redemption date. Additionally, for non-SEC registrants only, mandatorily
redeemable financial instruments are not classified as liabilities unless they
are redeemable on fixed dates for amounts that are fixed or determined by
reference to specified indices. (See ASC paragraphs 480-10-15-7E to 15-7F
for additional information about noncontrolling interests that are mandatorily
redeemable only on liquidation of the subsidiary and certain mandatorily
redeemable financial instruments issued by non-SEC registrants.)

(2) Obligations to Repurchase the Issuer’s Shares by Transferring Assets
(ASC paragraphs 480-10-25-8 through 25-13). A financial instrument, other
than an outstanding share, that, at inception, (a) embodies an obligation to
repurchase the issuer’s equity shares or is based on variations in the fair value
of the obligation, and (b) requires or may require the issuer to settle the
obligation by transferring assets, is within the scope of ASC Subtopic 480-10.
Examples include forward purchase contracts or written put options on the
issuer’s equity shares that are physically settled or net-cash-settled, put
warrants, and warrants on shares that are redeemable.

(3) Certain Obligations to Issue a Variable Number of Shares (ASC
paragraph 480-10-25-14). A financial instrument that embodies an
unconditional obligation (or a financial instrument other than an outstanding
share that embodies a conditional obligation) that the issuer must or may settle
by issuing a variable number of its equity shares is within the scope of ASC
Subtopic 480-10 and is classified as a liability (or an asset in some instances)
if, at inception, the monetary value of the obligation is based solely or
predominantly on any of the following:

(a) A fixed monetary amount known at inception (e.g., share-settled debt),

(b) Variations in something other than the fair value of the issuer’s equity
shares (e.g., a financial instrument indexed to the S&P 500 and settleable
with a variable number of the issuer’s shares), or

© 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent
member firms affiliated with KPMG International Limited, a private English company limited by guarantee. All rights reserved.



Business Combinations | 146
6. Recognizing and Measuring the Consideration Transferred

(c) Variations inversely related to changes in the fair value of the issuer’s
equity shares (e.g., a written put option that could be net share settled).

6.033 ASC Subtopic 480-10 applies to freestanding financial instruments, including those
that comprise more than one option or forward contract, and its guidance applies to an
instrument in its entirety (i.e., ASC Subtopic 480-10 does not apply to embedded
features). A freestanding financial instrument is a financial instrument that is entered into
separately and apart from the entity’s other financial instruments or equity transactions,
or that is entered into in conjunction with some other transaction and is legally detachable
and separately exercisable. In determining whether a feature is a freestanding financial
instrument within the scope of ASC Subtopic 480-10 or an embedded feature, significant
judgment is often required. However, ASC Topic 805 always requires a contingent
consideration arrangement issued in a business combination to be recognized as a
separate unit of accounting (i.e., either as a liability or equity). ASC paragraph 805-30-
25-6 specifies that the analysis of whether a contingent consideration arrangement is a
liability requires that the arrangement be evaluated based on the classification guidance
contained in ASC Subtopics 480-10 and 815-40, and other relevant GAAP. Based on that
guidance, we believe that the evaluation of whether a contingent consideration
arrangement should be classified as a liability or as equity would require consideration of
the classification requirements in ASC Subtopic 480-10, regardless of whether the
arrangement is otherwise considered to be embedded in the related acquisition agreement.

6.034 Although ASC Subtopic 480-10 specifies certain types of financial instruments that
are required to be classified as liabilities (or assets in some instances), it does not provide
guidance on determining whether a financial instrument should be classified as equity.
Consequently, if the guidance in ASC Subtopic 480-10 does not require a contingent
consideration arrangement to be classified as a liability, further analysis of other
applicable guidance (e.g., ASC Subtopic 815-40) is required to determine the
arrangement’s classification as a liability or equity.

For further guidance about financial instruments that are required to be classified as
liabilities (or assets) under ASC Subtopic 480-10, see KPMG Handbook, Debt and equity
financing, chapter 6, Distinguishing liabilities from equity.

lllustrations of Contingent Consideration Arrangements That Are Classified as
Liabilities Under ASC Subtopic 480-10

6.035 The following examples illustrate the evaluation of whether contingent
consideration arrangements are required to be classified as liabilities under ASC Subtopic
480-10.
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Example 6.7: Contingent Consideration That Embodies a Written Put
Option

ABC Corp. acquires DEF Corp. by unconditionally issuing 1 million common shares at
the date of acquisition. The fair value of those shares at the date of acquisition is $50
million ($50 per share). Under the terms of the acquisition agreement, the former
shareholders of DEF can require ABC to repurchase those common shares at the end of
4 years for $50 per share. In lieu of purchasing the shares, ABC can elect to satisfy its
obligation by making a cash payment equal to 1 million times the excess of $50 over
ABC’s share price at the end of the 4-year period.

Analysis. The contingent consideration arrangement should be classified as a liability
based on the classification guidance in ASC paragraph 480-10-25-8. In this example,
the contingent consideration arrangement (a) is not an outstanding share, (b) embodies
an obligation to repurchase its equity shares (in this case it is a conditional obligation),
and (c) may require ABC to settle the obligation by transferring assets (i.e., ABC can
either repurchase 1 million shares for $50 million or make a cash payment equal to 1
million times the excess of $50 over ABC’s share price).

Example 6.8: Contingent Consideration That Embodies a Guarantee of
the Acquirer’s Share Price

ABC Corp. acquires DEF Corp. by unconditionally issuing 1 million common shares at
the date of acquisition. The fair value of those shares at the date of acquisition is $30
million ($30 per share). ABC also agrees to issue additional shares if the fair value of
its common shares is less than $50 per share at the end of 4 years such that the value of
the shares issued to acquire DEF will be at least $50 million.

Analysis. The contingent consideration arrangement should be classified as a liability
based on the classification guidance in ASC paragraph 480-10-25-14(c¢). In this
example, the contingent consideration arrangement (a) embodies a conditional
obligation and is not an outstanding share, (b) the issuer must settle the obligation by
delivering a variable number of common shares (i.e., if ABC’s share price is less than
$50 per share at the end of 4 years), and (c) has a monetary value, at inception, that is
based on variations inversely related to changes in the fair value of its common shares
(i.e., the monetary value of the consideration that must be delivered to the former
shareholders of DEF increases as ABC’s stock price declines).

Example 6.9: Contingent Consideration in the Form of a Freestanding
Financial Instrument

ABC Corp. acquires DEF Corp. by unconditionally issuing 1 million common shares at
the date of acquisition. ABC also issues a freestanding written put option to the former
shareholders of DEF that permits those holders to sell (put) 500,000 shares of ABC’s
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common shares to ABC in exchange for $25 million ($50 per share) at the end of 4
years. At ABC’s option, the put option can either be physically settled or it can be net-
cash settled by making a cash payment equal to 500,000 times the excess of $50 over
ABC'’s share price.

Analysis. The contingent consideration arrangement should be classified as a liability
based on the classification guidance in ASC paragraph 480-10-25-8. In this example,
the contingent consideration arrangement (a) is not an outstanding share, (b) embodies
an obligation of the issuer to repurchase its equity shares (in this case it is a conditional
obligation), and (c) may require ABC to settle the obligation by transferring assets (i.e.,
ABC can either repurchase 500,000 shares for $25 million or make a cash payment
equal to 500,000 times the excess of $50 over ABC’s share price).

Example 6.10: Contingent Consideration Based on Earnings

ABC Corp. acquires DEF Corp. and the terms of the acquisition agreement provide for
contingent consideration to be paid two years after the acquisition date. The value of
that consideration ranges between $0 and $20 million and is calculated based on an
earnings-based formula. ABC can elect to settle its obligation under the contingent
consideration arrangement in cash or a variable number of its common shares with an
equivalent value.

Analysis. The contingent consideration arrangement should be classified as a liability
based on the classification guidance in ASC paragraph 480-10-25-14(b). In this
example, the contingent consideration arrangement (a) embodies a conditional
obligation and is not an outstanding share, (b) may be settled by delivering a variable
number of common shares, and (c) has a monetary value, at inception, that is based on
variations in something other than the issuer’s stock price. ABC’s earnings are the sole
basis for the monetary value of the obligation. Although ABC’s share price affects the
number of shares delivered at settlement, its stock price does not affect the monetary
value of that consideration.

Example 6.11: Fixed Minimum Payment and Contingent Consideration
Based on Earnings

ABC Corp. acquires DEF Corp. and the terms of the acquisition agreement provide for
additional consideration to be paid two years after the acquisition date. The value of
that additional consideration ranges between $30 million and $50 million and is
calculated according to an earnings-based formula. ABC can elect to settle its
obligation under the arrangement in cash or a variable number of its common shares
with an equivalent value.

Analysis. Regardless of how the acquisition agreement characterizes the arrangement,
the $30 million minimum consideration to be transferred at the end of 2 years is
noncontingent and should not be accounted for as contingent consideration. Rather, the
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obligation to deliver cash or a variable number of shares worth $30 million in 2 years
represents a separate accounting unit and should be recognized as a debt obligation at
the acquisition date and initially measured at fair value, with the resulting debt discount
amortized to interest expense using the effective interest method over the 2-year
period.

The contingent consideration arrangement represents the conditional obligation to
remit up to $20 million of additional consideration (i.e., the amount in excess of the
$30 million minimum) at the end of 2 years based on an earnings formula. That
arrangement should be classified as a liability based on the classification guidance in
ASC paragraph 480-10-25-14(b). In this example, the contingent consideration
arrangement (a) embodies a conditional obligation and is not an outstanding share, (b)
may be settled by delivering a variable number of common shares, and (c) has a
monetary value, at inception, that is based on variations in something other than the
issuer’s stock price. ABC’s earnings are the sole basis of the monetary value of the
obligation. Although ABC’s stock price affects the number of shares delivered at
settlement, its stock price does not affect the monetary value of that consideration.

Classification of Equity-Linked Contingent Consideration Arrangements That Are
Not Within the Scope of ASC Subtopic 480-10

6.036 For an equity-linked contingent consideration arrangement issued in a business
combination that is not required to be classified as a liability in accordance with ASC
Subtopic 480-10, other GAAP that provides guidance on the classification of equity-
linked contracts must be applied to determine the classification of the arrangement.
Applying the guidance in other GAAP requires that both of the following two criteria be
met for a contingent consideration arrangement to be classified as equity:

(a) The arrangement must be considered to be indexed to the entity’s own stock
based on the guidance in ASC paragraphs 815-40-15-5 through 15-8; and

(b) The arrangement must meet the conditions for equity classification in ASC
Section 815-40-25.

6.037 If the contingent consideration arrangement does not meet either of these criteria, it
would be classified as a liability, regardless of whether the arrangement has all the
characteristics of a derivative in ASC paragraphs 815-10-15-71, 15-83, 15-85, 15-89, 15-
90, 15-92 through 15-96, 15-99, 15-100, 15-110, 15-119, 15-120, and 15-128.

6.037a In August 2020, the FASB issued ASU 2020-06, Accounting for Convertible
Instruments and Contracts in an Entity’s Own Equity. The ASU aims to simplify the
accounting for convertible instruments. Prior to the ASU, ASC Section 815-40-25
included seven additional conditions that preclude a contract from being classified in
equity (or preclude an embedded derivative from meeting the derivative scope exception)
because they may — or will — result in the contract being settled in cash rather than shares.
The FASB removed three of those conditions and clarified another. The ASU could affect
an entity’s analysis of the guidance in the preceding paragraphs.
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6.037b The ASU is effective for public business entities that are SEC filers and are not
eligible to be a smaller reporting company for annual and interim periods beginning after
December 15, 2021. The ASU is effective for all other entities for annual and interim
periods beginning after December 15, 2023. ASU 2020-06 can be early adopted no
earlier than fiscal years beginning after December 15, 2020, including interim periods
within those fiscal years. An entity adopts the guidance at the beginning of its annual
fiscal year.

For further guidance about classification of equity-linked contracts under Subtopic 815-
40, see the following chapters of KPMG Handbook, Debt and equity financing.

e Chapter 8, Contracts in an entity’s own equity (before ASU 2020-06)
e Chapter 8A, Contracts in an entity’s own equity (after ASU 2020-06)

Determining Whether a Contingent Consideration Arrangement Is Indexed to an
Entity’s Own Stock under ASC Paragraphs 815-40-15-5 through 15-8

6.038 ASC paragraphs 815-40-15-5 through 15-8 establish a framework for determining
whether an instrument (or embedded feature) is indexed to an entity’s own stock. When
an equity-linked contingent consideration arrangement is not required to be classified as a
liability under ASC Subtopic 480-10, the guidance in ASC paragraphs 815-40-15-5
through 15-8 is applied in determining whether it should be considered indexed to the
entity’s own stock, which is one of the requirements for the arrangement to be classified
as equity.

6.039 The decision process for determining whether an equity-linked financial instrument
is indexed to an entity’s own stock under ASC paragraphs 815-40-15-5 through 15-8 is
illustrated through a number of examples presented as illustrations in ASC paragraphs
815-40-55-26 through 55-48.

6.040 ASC paragraphs 815-40-15-5 through 15-8 require an entity to evaluate whether an
equity-linked financial instrument (or embedded feature) is indexed to its own stock
using a two-step approach:

Step 1: Evaluate the instrument’s contingent exercise provisions, if any. (ASC
paragraphs 815-40-15-7A and 15-7B)

Step 2: Evaluate the instrument’s settlement provisions. (ASC paragraphs 815-40-
15-7C through 15-7H)

Step 1: Evaluate Contingent Exercise Provisions

6.041 In applying ASC paragraphs 815-40-15-5 through 15-8, an exercise contingency is
a provision that entitles the entity (or the counterparty) to exercise an equity-linked
financial instrument (or embedded feature) based on changes in an underlying (as defined
in ASC Topic 815), including the occurrence (or nonoccurrence) of a specified event. An
exercise contingency would not preclude an instrument from being considered indexed to
an entity’s own stock, provided that it is not based on:
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(a) An observable market, other than the market for the issuer’s stock (if
applicable), or

(b) An observable index, other than an index calculated or measured solely by
reference to the issuer’s own operations (e.g., sales revenue of the issuer,
EBITDA (earnings before interest, taxes, depreciation, and amortization) of
the issuer, net income of the issuer, or total equity of the issuer).

6.042 If the evaluation of Step 1 does not preclude a contingent consideration
arrangement from being considered indexed to an entity’s own stock under ASC
paragraphs 815-40-15-7A and 15-7B, the analysis proceeds to Step 2 of that model (ASC
paragraphs 815-40-15-7C through 15-7H).

6.043 For a contingent consideration arrangement, the guidance in Step 1 would apply to
a contingency that causes the transfer of consideration to be triggered or that causes the
arrangement to be terminated. However, if the amount of consideration to be transferred
(or forfeited) is adjusted when an exercise contingency occurs, the exercise contingency
would be evaluated under Step 1 and the potential adjustment to the amount of
consideration would be evaluated under Step 2. For example, if the achievement of an
earnings target for a specified period triggers payment under a contingent consideration
arrangement and the amount of that payment varies based on the level of those earnings,
then the arrangement should be evaluated under both Step 1 and Step 2 of the model
(ASC paragraph 815-40-15-7). See Example 6.12 for an illustration of those
circumstances.

Step 2: Evaluate Settlement Provisions

6.044 If an instrument’s settlement provisions provide for a settlement amount equal to
the difference between the fair value of a fixed number of an entity’s equity shares and a
fixed monetary amount or a fixed amount of a debt instrument issued by the entity, the
instrument would be considered indexed to an entity’s own stock under ASC paragraph
815-40-15-7C. An issued share option that gives the counterparty a right to buy a fixed
number of an entity’s shares for a fixed price or for a fixed stated principal amount of a
bond issued by the entity would be considered indexed to the entity’s own stock. Certain
all or nothing contingent consideration arrangements, as discussed below, would meet
this fixed-for-fixed criterion and be considered indexed to an entity’s own stock.

6.045 An instrument’s strike price or the number of shares used to calculate the
settlement amount are not fixed if its terms provide for potential adjustment, regardless of
the probability of such adjustment(s) or whether such adjustments are in the entity’s
control. If an instrument’s strike price or the number of shares used to calculate the
settlement amount are not fixed, but the only variables that could affect the settlement
amount are inputs to the fair value of a fixed-for-fixed forward or option on equity shares,
the instrument would still be considered indexed to an entity’s own stock under ASC
paragraph 815-40-15-7D.

6.046 The fair value inputs of a fixed-for-fixed forward or option on equity shares may
include additional variables beyond the entity’s stock price, such as the strike price of the
instrument, term of the instrument, expected dividends or other dilutive activities, stock
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borrow cost, interest rates, stock price volatility, the entity’s credit spread, and the ability
to maintain a standard hedge position. Determinations and adjustments related to the
settlement amount (including determination of the ability to maintain a standard hedge
position) must be commercially reasonable. An instrument (or embedded feature) would
not be considered indexed to the entity’s own stock if its settlement amount is affected by
variables that are extraneous to the pricing of a fixed-for-fixed option or forward contract
on equity shares. If an instrument’s settlement calculation incorporates variables other
than those used to determine the fair value of a fixed-for-fixed forward or option on
equity shares, or if the instrument contains a feature (such as a leverage factor) that
increases exposure to the additional variables listed above in a manner that is inconsistent
with a fixed-for-fixed forward or option on equity shares, the instrument (or embedded
feature) would not be considered indexed to the entity’s own stock.

All or Nothing Contingent Consideration Arrangements

6.047 Consistent with the preceding discussion, a contingent consideration arrangement
that provides for a settlement amount based on the difference between the fair value of a
fixed number of the acquirer’s shares and a fixed monetary amount, which may be zero
(i.e., an all or nothing arrangement) would meet the fixed-for-fixed criteria in Step 2 of
the model (ASC paragraph 815-40-15-7E). If the contingency that triggers payment of
the consideration (i.e., an exercise contingency) is based on an observable market other
than the market for the issuer’s stock (if applicable), or is based on an observable index
other than an index calculated or measured solely by reference to the issuer’s own
operations, the arrangement would not be considered indexed to the acquirer’s own stock
under Step 1 and the arrangement would be classified as a liability. See Example 6.16 for
an illustration of an all or nothing arrangement.

Illustration of the Application of ASC Subtopic 480-10 and ASC Paragraphs 815-40-
15-5 through 15-8 to a Contingent Consideration Arrangement

6.048 The following example illustrates the evaluation of whether a contingent
consideration arrangement is required to be classified as a liability under ASC Subtopic
480-10 and ASC paragraphs 815-40-15-5 through 15-8.

Example 6.12: Contingent Consideration That Provides for Different
Outcomes Involving the Issuance of Shares That Are Based on the Level
of Revenues Achieved

ABC Corp. acquires DEF Corp. by unconditionally issuing 1 million common shares at
the date of acquisition. Under the terms of the acquisition agreement, ABC is required
to issue 100,000 additional shares if the revenues of DEF are at least $10 million in the
year following the acquisition or 150,000 additional shares if the revenues of DEF are
at least $12 million for that year.

Analysis under ASC Subtopic 480-10. In this example, the contingent consideration
arrangement is not a liability under ASC paragraph 480-10-25-8 because (a) it does not
embody an obligation to repurchase the issuer’s shares (nor is it indexed to such an
obligation) and (b) it would not require the issuer to settle the obligation by transferring
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assets. The determination of whether this contingent consideration arrangement should
be classified as a liability under ASC paragraph 480-10-25-14 depends on the entity’s
assessment of the predominant nature of the monetary value that will be received by
the counterparty at settlement.

The monetary value of the consideration to be delivered at settlement varies in the
same direction as ABC’s stock price (i.e., the monetary value of the consideration
increases when the stock price increases, and vice versa). However, the monetary value
of the consideration to be delivered at settlement also varies based on changes in
something other than the fair value of ABC’s equity shares (i.e., the monetary value of
the consideration is affected by the entity’s revenues, which determines the number of
shares to be delivered at settlement). The monetary value of the consideration to be
delivered at settlement is affected by a variable that would meet the characteristic in
ASC paragraph 480-10-25-14(b) (i.e., its monetary value varies based on something
other than the fair value of ABC’s equity shares) if it were the sole variable affecting
the monetary value of the obligation. Consequently, the entity must evaluate whether
the overall monetary value of the obligation is predominantly based on variations in
revenues. Significant judgment is often required when assessing predominance under
ASC paragraph 480-10-25-14. If ABC concludes based on the relevant facts and
circumstances that the monetary value of the arrangement is predominantly based on
variations in something other than the fair value of its equity shares (i.e., the entity’s
revenues), the contingent consideration arrangement would be classified as a liability
under ASC Subtopic 480-10.

Analysis under ASC paragraphs 815-40-15-5 through 15-8. If ABC concludes
based on the relevant facts and circumstances that the monetary value of the
arrangement is not predominantly based on variations in something other than the fair
value of its equity shares (i.e., the entity’s revenues), the arrangement would not be
within the scope of ASC Subtopic 480-10. However, the contingent consideration
arrangement is not considered indexed to ABC’s own stock under ASC paragraphs
815-40-15-5 through 15-8 and, therefore, is required to be classified as a liability based
on the following evaluation:

Step 1. The exercise contingency (i.e., the accumulation of at least $10 million of
revenues in the 3-year period following the acquisition) is an observable index.
However, it can only be calculated or measured by reference to ABC’s own operations,
so the evaluation of Step 1 does not preclude the arrangement from being considered
indexed to the entity’s own stock. Proceed to Step 2.

Step 2. The consideration paid at settlement would not equal the difference between a
fixed number of the entity’s equity shares and a fixed strike price. Although the strike
price to be received at settlement ($0) is fixed, the number of shares to be issued to the
counterparty is not fixed (i.e., 100,000 shares if revenues are greater than $10 million
but less than $12 million in the year following the acquisition and 150,000 shares if
revenues for that year are at least $12 million). The amount of an entity’s annual
revenues is not an input to the fair value of a fixed-for-fixed option on equity shares.
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Determining Whether a Contingent Consideration Arrangement Is Classified in
Equity under ASC Section 815-40-25

6.049 ASC Section 815-40-25 addresses the classification and measurement of contracts
that are indexed to, and potentially settled in, a company’s own stock. If an entity
concludes that (a) a contingent consideration issued in a business combination is not
required to be classified as a liability under ASC Subtopic 480-10 and (b) the
arrangement is indexed to the entity’s own stock under ASC paragraphs 815-40-15-5
through 15-8, then the classification guidance in ASC Section 815-40-25 is applied to
determine the arrangement’s classification as a liability or equity.

6.050 ASC Section 815-40-25 generally bases classification on the concept that contracts
that may require net-cash settlement are assets or liabilities and contracts that permit or
require settlement in shares are equity. If a contract provides the entity with a choice of
net-cash settlement or settlement in shares, settlement in shares is assumed; if a contract
provides the counterparty with a choice of net-cash settlement or settlement in shares,
settlement in cash is assumed. However, these general principles do not apply when the
settlement alternatives do not have the same economic value or if one of the alternatives
is fixed or has caps or floors. In that case, the economic substance of the transaction
should be the basis for the classification. However, the principles do apply when the
settlement alternatives have different economic values if the reason for the difference is a
limit on the number of shares that the entity must deliver under a net-share settlement
alternative.

6.051 Based on the model described in the preceding paragraph, a contingent
consideration arrangement that is evaluated under ASC Section 815-40-25 (i.e., liability
classification is not otherwise required under ASC Subtopic 480-10 or ASC paragraphs
815-40-15-5 through 15-8) would be classified as a liability or equity in the following
circumstances unless the economic substance indicates otherwise:

Equity Classified

e Contracts that require physical settlement in shares (including gross or net-
share settlement), provided that all of the conditions in ASC Section 815-40-
25 are met; and

e Contracts that give the issuer a choice of net-cash settlement or settlement in
its own shares (physical settlement or net-share settlement), provided that all
of the conditions in ASC Section 815-40-25 