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AN ANALYSIS OF ACCOUNTING AND TAX
CONSIDERATIONS WHICH AFFECT

CONGLOMERATE GROWTH

When one thinks of private enterprise, the concept of maximum profits
arises automatically. Originally this concept was practiced in an internal
sense only, that is, by widening the gap between total costs and total reve-
nues. Economies of size, volume purchases, and new technology were all
considered beneficial to the healthy growth of any business. In the 1800's,
with the increase of publicly held corporations, a new way to expand earnings
arose. This new pattern of growth exhibited the external generation of profits
via the acquisition of profitable going concerns.

Many, if not all, of these early acquisitions were motivated by reasons not
directly connected with the acquisition of profits because the acquirers'
primary concern was with the accumulation of assets. Vertical and horizontal
mergers were, for the most part, based upon the philosophy of ensuring
sources of supply and "capturing" outlets of the acquired firm's products.
Thus a situation began to emerge wherein businesses, with large amounts of
capital, were able to increase their profits substantially: 1) by limiting their
costs, 2) by limiting the ability of their competition to acquire raw materials,
or 3) by acquiring their competitors. These practices, unfortunately for the
capitalist purist, have been severely restricted by the Federal Government
and its antitrust legislation.1

A new breed of businessman has arisen over the last two decades,
with whole new approaches aimed at achieving the same results in terms of
profits that their predecessors so successfully originated. These twentieth
century frontiersmen of business consolidations no longer look to related busi-
nesses for their acquisitions. They will actively seek out and acquire busi-
nesses with proven records of good earnings or strong asset positions. Even
though the acquisitions may not enhance the original line of business prac-
ticed by the acquiring company, the combination of the profits and assets of
the various enterprises combined usually reflects a highly successful concern.
The owners of these multifaceted enterprises, the stockholders, are very
pleased when their return on investment continues to increase over the years.
There is absolutely no reason, economically speaking, why the diverse
owners of today's large businesses should be limited to singularity of opera-
tion.

2

1 For an analysis of the development of American economics and the merger move-
ment see R. GILL, EVOLUTION OF MODERN EcONOMICS (1957) and S. REID, MERGERS,
MANAGERS, AND THE ECONOMY (1968).

2 Donald Turner has defined these "new" types of business mergers as all acquisitions
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When one considers the evolution of business growth in combination with
the highly popular modes of acquisition, the stock-for-stock or stock-for-
asset transfer, one begins to understand how the growing concern enlarges
itself by combinations. As each acquisition is made, earnings rise, thereby
increasing the market value of the acquiring firm's stock. This phe-
nomenon occurs because investors value their stocks at a multiple of earn-
ings. A share of stock, like any investment, should return a fair yield. As
the earnings of any given company rise, the yield on that stock rises, thereby
increasing the demand for that company's stock. Increased demand, coup-
led with speculations of even greater acquisitions in the days to come, op-
erates to drive the market value of the acquirer's stock higher and higher.
This elevation in market value allows a firm to engage in further acquisitions
due to the greater purchasing power of the elevated stock interests. For
example, when one company acquires another with its own stock, rather than
with cash or other assets, it is giving the owners of the acquired firm a valued
investment, partial ownership of the acquirer, in exchange for ownership of
the acquired firm. This assumes that the acquired firm is not in a position to
initiate acquisitions of its own.

There are many other factors which influence corporate merger other
than the mere acquisition of external earnings. The acquiring firm may
desire to enter a field of product supply without going through the agonizing
process of start-up costs and market segmentation. But no matter what
the reason, the result will usually mean increased earnings for the com-
bined enterprise. Another effect acquisitions have, which serve to greatly
increase the value of the acquirer's stock, is to influence the price the in-
vesting public will pay for different stocks.

Assume X company was able to command a price earnings ratio on its
outstanding common stock of 5 to 1. This would mean that the stock would
be valued at five times the earnings per share. These ratios are caused by
the prevailing demands for investment yields plus speculation as to the
profit growth of the company. If X acquires Y which has only a 4 to 1
price earnings ratio, the effect will be to escalate the retained earnings

other than:
(1) acquisition by a producer of the stock or assets of a firm producing an identical
product or close substitute and selling it in the same geographical market-the
simple horizontal merger; and (2) acquisition of the stock or assets of a firm
that buys the product sold by the acquirer or sells a product bought by the
acquirer-the simple vertical merger. The area ranges from the pure con-
glomerate, in which there are no discernible economic relationships between the
businesses of the acquiring and the acquired firm, through a variety of what may
be called mixed conglomerates, involving horizontal or vertical economic relation-
ships other than those characteristic of the simple mergers just described. Mixed
conglomerates include acquisition of a firm producing the same product as the ac-
quirer but selling it in a different geographic market, and acquisition of a company
manufacturing a different product which is nevertheless related to a product or
products of the acquiring firm because it can be produced with much the same
facilities, sold through the same distribution channels, or made a part of the same
research and development efforts. Turner, Conglomerate Mergers and Section 7
of the Clayton Act, 78 HAv. L. R1nv. 1313, 1315 (1965).
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of the acquired company to the higher level of the acquirer. This financial
miracle occurs because the investing public has been satisfied. Its com-
pany, X, having increased its earnings, thereby meets their demand for satis-
factory yields on investments and fulfills their growth expectations. So long
as the X shares given up do not dilute the earnings of the X shareholders
below the pre-acquisition level, the miracle works. Of course this will not be
true if X company makes a bad merger, but careful analysis of the probable
effects of each and every merger is undertaken before the actual acquisition
offer is made to prevent such a result.

In addition to the enhanced earning position gained through acquisition,
the acquiring company has the ability to make use of varied accounting
techniques to make the acquisition appear in its best light. We shall now
examine the accounting options available for conglomerate mergers to see
just what a company can achieve by selecting alternative accounting methods
for recording the acquisition. But before we can understand the benefits
of choice, we must understand the choices themselves and their reasons for
existing.

I. ACCOUNTING CONSIDERATIONS SPECIFICALLY

RELATED TO CONGLOMERATES

A. Methods of accounting for the conglomerate merger

1. Purchase method. The theory behind accounting for a merger as a
purchase is analogous to accounting for any other asset which a corporation
purchases. The acquired firm is recorded at its fair market value as an
asset of the conglomerate. This increases the asset base upon which the
conglomerate is to produce its rate of return.

A purchase of the assets or stock of one or more corporations by another
corporation is recorded at the cost value3 of the net assets or stock of the
acquired company without carrying forward the retained earnings. 4 The
Appendix illustrates the recording of an acquisition by the purchase method.
If the following factors are present, they operate to indicate a corporate ac-
quisition should be accounted for as a purchase:

(a) the elimination of an important part of the ownership interests in the
acquired firm;

3 APB ACCOUNTING PRINCIPLES § 1091.09 provides:
When a combination is deemed to be a purchase, the assets acquired should be

recorded on the books of the acquiring corporation at cost, measured in money,
or, in the event other consideration is given, at the fair value of such other con-
sideration, or at the fair value of the property acquired, whichever is more clearly
evident. This is in accordance with the procedure applicable to accounting for
purchases of assets.
4 APB ACCOUNTING PRINCIPLES § 1091.03 provides:

For accounting purposes, a purchase may be described as a business combina-
tion of two or more corporations in which an important part of the ownership
interests in the acquired corporation or corporations is eliminated or in which other
factors requisite to a pooling of interests are not present.

[Vol. 3



CONGLOMERATE GROWTH

(b) a material alteration of the voting rights of the constituent corpora-
tions;

(c) the elimination or reduction of the influence of the management of
the acquired corporation (A frequent merger objective is to utilize
the experienced management of the acquired corporation.); and

(d) where one of the constituent corporations is clearly dominant--ob-
taining 90 to 95 per cent of the voting interest of the combined
enterprise. (This appears to be an arbitrary presumption because
choice of an appropriate accounting method should not be governed
by the relative size of the corporations. Relative size does not deter-
mine the nature of the economic relationship of the combining firms
which is to be reflected by the appropriate accounting method.) 5

The purchase method does not permit the conglomerate to increase its
earnings by adding the earnings of the acquired firm to those of the acquiring
firm. Rather, it embodies the theory that an asset has been acquired, be
it the assets or stock of the acquired corporation. There is no joining of own-
ership interests into a common enterprise, as the pooling of interests method
is meant to reflect. The acquiring corporation has added a new asset to
its books, and in exchange for this asset it has given up either a previously
owned asset or an equity interest in itself. It would be illogical and in vio-
lation of sound accounting theory to treat both the acquisition of assets and
the equity interest of the acquired company as continuing into the acquiring
company. The equity interest now owns new assets, the assets, debt or stock
given up by the acquiring corporation for the assets of that which was ac-
quired.

2. Pooling of interests method. The theory behind accounting for a
merger as a pooling of interests is that the financial and management re-
sources of the combining firms are pooled for more efficient and effective
administration. The Appendix illustrates the recording of an acquisition by
the pooling of interests method.

Pooling occurs when two or more corporations combine for reasonable
business and economic reasons and the holders of a substantial portion of
the ownership in the constituent corporations become owners of a single en-
tity which owns the assets and businesses of its constituents." Common

SAPB AccouNTING PRINCIPLES §§ 1091.05-.06. The method of evaluating these
factors is suggested in § 1091.07:

No one of the factors discussed in paragraphs .05 and .06 would necessarily be
determinative and any one factor might have varying degrees of significance in
different cases. However, their presence or absence would be cumulative in ef-
fect. Since the conclusions to be drawn from consideration of these different
relevant circumstances may be in conflict or partially so, determination as to
whether a particular combination is a purchase or a pooling of interests should
be made in the light of all such attendant circumstances.
6 APB AccourmNTNo PRINCIPLES § 1091.04 describes pooling of interests for ac-

counting purposes to be:
[A] business combination of two or more corporations in which the holders of

1970]
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stock of both corporation would be added together in addition to retained
earnings, assets and liabilities. A pooling is just what the name implies: a
union of corporations.

Treatment as a pooling of interests is determined by the following sub-
stantive factors rather than by the legal form of the combination:

(a) substantially all of the former ownership interests should continue in
the combined enterprises (The combined enterprise should be owned
by the same people before and after the combination.);

(b) the ownership interests of the surviving firms should continue sub-
stantially in proportion to their interest in the constituent firms (The
ownership of the combined enterprise should be the same as the
previous percentage of ownership interest.);

(c) there should remain no significant minority interest in any subsidiary
corporation (This is to follow through on the theory behind the
pooling of interests method that the businesses are combining for
the purpose of pooling their resources.);

(d) a continuity of former business activities;
(e) a continuity of management (A frequent objective in combinations is

to eliminate ineffective and inefficient management, and therefore
this factor does not appear to be a practical criterion for deciding on
the appropriate method of accounting for a combination.); and

(f) the relative sizes of the combining firms-none of the combining
firms should be clearly dominant with more than 90 to 95 per cent
of the voting interest in the combined enterprise. (This is to carry
out the pooling concept that each of the firms is making a significant
contribution in the combined enterprise.) 7

In a pooling of interests the accounting treatment involves two basic dif-
ferences from a purchase. The first is that the assets and liabilities of the
combining enterprises are brought into the new enterprise at their book
values rather than their fair market value at date of transfer. The second

substantially all of the ownership interests in the constituent corporations become
the owners of a single corporation which owns the assets and businesses of the
constituent corporations, either directly or through one or more subsidiaries, and
in which certain other factors discussed below are present.
7 APB ACCOUNTING PRINCIPLES §§ 1091.04-.06.
8 Accounting Terminology Bulletin No. 3, APB AccoUNT7NG PRINCIPLES suggests

as a definition of book value:
[ihe amount shown on accounting records or related financial statements at or
as of the date when the determination is made, after adjustments necessary to
reflect (1) correction of errors, and (2) the application of accounting practices
which have been consistently followed. Id. at 9522.
The term book value should be clearly distinguished from adjusted basis as used for

federal income tax purposes, in that adjustments used to determine book value are not
always allowed in determining adjusted basis. Treas. Reg. § 1.167(a)-7(c) (1956)
provides in part:

The regular books of account or permanent auxiliary records shall show for each
account the basis of the property, including adjustments necessary to conform to
the requirements of section 1016 and other provisions of the law relating to ad-

[Vol. 3
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is that the retained earnings of the corporations should be added together
and reflected as a total on the books of the surviving corporation or in
consolidation9 except for that amount that must be transferred to invested
capital to reflect the proper legal capital.' 0

To avoid the result of decreased earnings through acquisition many con-
glomerates have chosen to account for acquisitions by the pooling of inter-
ests method." This arbitrary decision may not truly reflect what has tran-
spired. The change in asset ownership may in fact be a purchase, but be-
cause of the desire to maintain a position of continually increasing earnings
with little emphasis on an expanding asset base, the pooling of interests
method is used when not supported by the factors delineated previously
above.

B. Accounting advantages and disadvantages of the two methods

One of the most significant advantages of the purchase method for the ac-
quired firm is that it permits a "fresh start" with respect to its accounting.
If the assets of the acquired firm are under or overvalued, they can be
adjusted to a fair market value at the time of the combination and a de-
ficit in the retained earnings of the acquired firm can be eliminated in the
new combination. The purchase method is disadvantageous to the company
if the fair market value of the assets is greater than the previous book
value because the recording of these higher values will necessitate higher
depreciation and amortization charges resulting in lower net income for sev-
eral years.12 It is assumed to be disadvantageous because it eliminates the

justments to basis, and the depreciation allowances for tax purposes. In the
event that reserves for book purposes do not correspond with reserves maintained
for tax purposes, permanent auxiliary records shall be maintained with the regular
books of account reconciling the differences in depreciation for tax and book
purposes because of different methods of depreciation, bases, rates, salvage, or
other factors.
9 APB ACCOUNTING PRINCIPLES § 2051.02 provides that consolidated statements are

used to reflect the "results of operations and the financial position of a parent com-
pany and its subsidiaries essentially as if the group were a single company with one
or more branches or divisions."

10 The amount of legal capital required is controlled by the laws of the state of

incorporation and is generally the par value of the shares issued or, in the cases of
shares without par value, an amount determined at the discretion of the board of
directors. These are minimum requirements and do not prevent the capitalization of
a larger amount per share for accounting purposes. See, e.g., CAL. CoRP. CoDn § 1900
(West Supp. 1970); see also Accounting Research Bulletin No. 43, APB AccouTrINrG
PRINCIPLES at 6024-25.

11 See APB Proposed Opinion on Business Combinations and Intangible Assets f 39
(1970).

12 If there is evidence that goodwill is of limited duration, it should be amortized for
accounting purposes by systematic charges in the income statement over the period
benefited. If there is no indication that goodwill will have a limited life at the time
of acquisition, then for accounting purposes it will not be written off until it becomes

1970]
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retained earnings of the acquired corporation thereby reducing the com-
bined retained earnings of the acquiring corporation after acquisition.18

The following advantages of the pooling of interests method have led
to its popularity in business combinations: 1) The pooling of interests
method avoids dilution of income per share because of the revaluation of
assets which is the trademark of the purchase method. 2) It avoids the ne-
cessity of recording goodwill and other intangibles that present problems of
amortization and interpretation. 3) The combining of the retained earnings
of the several enterprises keeps the informal promise of the conglomerate to
its shareholders, adds force to their speculative desires, and hides deficits of
constituent corporations.

C. Regulatory opinions affecting accounting treatment of conglomerate
mergers

1. Proposed APB Opinion "Business Combinations and Intangible As-
sets". The American Institute of Certified Public Accountant's Accounting
Principles Board (APB)14 has indicated its intention to bar mergers by the

reasonably evident that it has become a worthless asset. See APB AcCOUNINO PRIN-
CIPLES § 5141.01-.10.

This accounting treatment should be contrasted with Treas. Reg. § 1.162-14 (1958)
which specifically provides that no deduction will be allowed for amortization of
goodwill in the computation of taxable income, but rather that amounts should be
capitalized.

13 See H. FINrY & H. MILLER, PRINCIPLES OF ACCOUNTING, INTERMEDIATES 502-03
(6th ed. 1965).

14 The American Institute of Certified Public Accountants (AICPA) is the profes-
sional organization of practicing certified public accountants. The AICPA established
the Accounting Principles Board (APB) in 1959 with the authority to formulate and
promulgate accounting principles which constitute the rules which certified public
accountants must follow in the preparation of financial statements. Violation of the
principles of the APB may result in reprimand, suspension or expulsion from the
AICPA. Although expulsion does not automatically cause the loss of a CPA license,
such censure may be equally as damaging to the professional reputation of the of-
fending individual or firm since this information would be readily available to the
public. Violation of provisions of the APB AcCOUNTnG PRINCIPLES as well as por-
tions of the AICPA's Code of Professional Ethics which have been incorporated into
state accountancy acts (licensing statutes) may result in the revocation of the license
to practice in these states.

The Securities and Exchange Commission (SEC) has frequently been the motivating
force behind the promulgation of accounting principles by the AICPA. The Securities
Act of 1933 and the Securities Exchange Act of 1934 empowered the SEC to establish
accounting and auditing standards to be applied to corporations which come within
the purview of the Acts. The interrelationship between the SEC and the AICPA
has been described as a ceding of the SEC's "working" authority to the AICPA,
with a retention of the right to overrule the AICPA. Although the AICPA is
restricted in its power to enforce APB Accounting Principles, it is aided by the
SEC's usual practice of endorsing AICPA recommendations. The SEC issues Account-
ing Series Releases which are statements of its policy on technical questions. The

[Vol. 3
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pooling of interests method and to require the amortization of goodwill ac-
quired over a period not to exceed forty years. 15

The final announcement of the APB is currently pending official release.
The reasons behind this action by the APB are the abuses of pooling
which have occurred in conglomerate situations. The pooling method has
been applied where companies were totally disproportionate in size.16 It has
also been applied when the stock of the acquiring company used was treasury
stock recently acquired for cash or other assets, thereby making the trans-
action a "sham" which should realistically only be accounted for by the pur-
chase method. 17 If the Conglomerate Parent Co. acquires treasury stock
with cash and then exchanges such stock to acquire Subsidiary Co., it is a
"sham" to treat the transaction as a pooling when in reality the steps were
merely integrated parts of a unitary plan to purchase the Subsidiary Co.
In situations where the Conglomerate Parent Co. established its position in
the Subsidiary Co. with cash purchases and subsequently went through a
merger or other exchange of stock, the concept of "partial pooling" has

weight of authority of Accounting Series Releases is greater than AICPA pronounce-
ments, but the SEC and AICPA are usually in agreement on major policy matters.
S. A. Zeff, A FmrsT GUIDE TO Tm LrrERATurE oF AccourNTiNG IN FNNcL'r. Ac-
coUNTING THEORY 2 (T. F. Keller & S. A. Zeff ed. 1964).

15 See APB Proposed Opinion on Business Combinations and Intangible Assets
(1970).

16 Although none of the companies combining in a merger can be clearly dominant
by controlling more than 90-95% of the voting interest in the resulting combination,
there have been mergers under the pooling of interests method in which the size of the
merging companies was so disproportionate that the theory upon which the method
is based was not satisfied. Arthur R. Wyatt has given the following as examples of
combinations involving two companies of disproportionate size:

The single combination reviewed in the 1949-52 period in which there was an
exchange of less than 5% of the stock outstanding in the surviving company and
for which the accounting treatment was similar to pooling accounting involved
the acquisition of Trackson Co. by Caterpillar Tractor Co. in late 1951. Cater-
pillar acquired all of the outstanding stock of Trackson (60,000 shares) in ex-
change for 54,000 shares of its common stock. At the time of the acquisition
Caterpillar had 3,764,480 common shares outstanding .... In either event the
net assets would be recorded by Caterpillar at book value on Trackson's books.
Accounting in this manner for assets acquired is one feature of pooling accounting.

During December, 1951 the market value of the Caterpillar stock averaged about
$49 per share. Upon this basis the value of the net assets acquired from Trackson
would have been $2,646,000. Thus, by pooling the assets at the book value on
Trackson's books, the assets were accounted for as a purchase, with the market
value of Caterpillar's shares used as the basis for the entry ...

In the 1954-56 period the greater size disparity in the pooling combinations we
studied existed in the Union Carbide and Carbon Corporation (now Union
Carbide Corporation) merger with Visking Corporation in 1956. Union Carbide
issued 864,449 shares in exchange for all the properties and assets of Visking, or
2.8% of the shares to be outstanding subsequent to the combination. Union
Carbide credited its no-par capital-stock account for the amount in the capital-stock
of Visking ($12,305,791) and credited its earned surplus with the Visking earned
surplus ($12,867,308). The book value of the net assets of Visking was
$25,173,099, and this amount became merged with the Union Carbide asset values.
A. WYATT, A CRmcAL STUDy OF AcCOUNTING FOR BUsINEss COMBINATiONS 28-29
(1963).
17 Id. at 112-13.
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been applied based on the percentage of cash to stock. Conglomerate com-
panies have given retroactive effect to pooling in their consolidated income
statements resulting in increased earnings by the addition of companies
which were not acquired until after the close of the last year covered by
the income statement. Conglomerate companies have also created "instant
earnings" by acquiring assets from Subsidiary Co. without a stepped-up
basis, which they sold shortly after the acquisition thereby realizing signifi-
cant gains. 18 In Accounting Research Study No. 5, Professor Wyatt con-
cludes that a business combination "is basically an exchange event in which
two economic interests bargain to the consummation of an exchange of
assets and/or equities."'10 Applying this definition, most combinations
are purchases and should be accounted for as such.

The limitation of the use of the pooling method and mandatory amorti-
zation of goodwill arising from acquisition are essential steps needed to
curb the impetus of that conglomerate growth which is based on unsound
financial and business purposes.

2. APB Opinion No. 15 "Earnings per Share"

Since a stockholder thinks in terms of the number of shares he owns or
plans to buy or sell, reducing corporate financial information to per-share
terms puts it in a useful perspective. Perhaps the most commonly used
statistics relating to common stock are earnings per share and dividends per
share. These statistics appear widely in financial press releases, prospec-
tuses, proxy material, and reports to stockholders.

Although earnings per share is a highly significant summary figure, it
has some serious limitations and there are some dangers in focusing too much
attention on this single index of performance. The manner of computing
and reporting earnings per share has been of major concern not only to
the accounting profession but also to the SEC and the major stock ex-
changes. 20 In 1969, the Accounting Principles Board issued Opinion No.
15, "Earnings per Share", which sets forth guidelines for reporting this
statistic.21  The Opinion mandatorily requires that earnings per share
should be shown on the face of the income statement for (a) income before
extraordinary items, (b) net income, and (c) if material, earnings per share
for extraordinary items. The extent of the data to be presented and the cap-
tions used will vary with the complexity of the company's capital structure.22

Simple capital structures of corporations consist of common stock excluding

18 Id. at 93.
19 Id. at 104.
20 See Aectg. Series Release No. 105, 4 CCH FED. SEc. L. REP. 1 72,127 (SEC

1966).
21 Opinion No. 15, APB ACCOUNTING PRINCIPLES at 6609.
22 Id. at 6611, 1 12, 13.

[Vol. 3
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potentially dilutive convertible securities, options, warrants or other rights
that upon conversion or exercise could in the aggregate dilute earnings per
share. Such corporations need only make a single presentation on the face
of the income statement in terms such as "earnings per common share". 23

This disclosure requirement would require the same information as the
"Earnings per share and common equivalent share" section in the Statement
of Income and Retained Earnings in the Appendix.

Complex corporate capital structures are illustrated at the bottom of the
Financial Statements in the Appendix. Such corporations should present
two types of earnings per share data with equal prominence on the face of
the income statement. The first presentation of "Earnings per share and
common equivalent share" is the computation of primary earnings per share
based on the outstanding common shares and those securities that are in
substance equivalent to common shares thereby having a diluent effect. The
second presentation of "Earnings per common share-assuming full dilution"
is a pro-forma presentation which reflects the dilution of earnings per share
that would have occurred if all contingent issuances of common stock that
would reduce earnings per share had taken place at the beginning of the
accounting period. 24

To illustrate the significance of the earnings per share statistic, assume
Conglomerate Parent Co. (C) acquired Subsidiary Co. (S) for 1,000 of C's
shares, giving S's stockholders a market value improvement of approxi-
mately $5,600 ($236,000 total market value of C's shares after distribution
less $230,400 market value of S's shares given in exchange. See Appendix).
The reason for this is that financial investors value stock as a multiple of
earnings per share. 25  The fair market value of C's stock was a multi-
ple of 34 times earnings and S's was only 13.6 times earnings (See combined
statement of income and retained earnings in Appendix.) The tendency
of investors to continue valuing S at the same multiple as C results in an
increased market value based on the differences in previous multiples
times the additional earnings contributed by S (20.4 x $16,900 Subsidiary
Co.'s earnings). Having created a record for growth of earnings per share
through this market phenomenon, conglomerates are under pressure to
maintain their growth in earnings per share by future acquisitions having
the same effect.

23 Id. at 6611-12, V 14.
24 Id. at 6612, 15.
25 Investors rely on corporations' annual reports and SEC reports to ascertain

earnings per share as a basis for valuing the stock of the corporation. If full disclosure
were required in these reports as to the composition of earnings per share after acquisi-
tion this might reduce the effect of the inflated earnings per share multiple valuation
of stock after a merger.

1970]
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3. Proposed APB Opinion "Changes in Accounting Methods and Estimates"

Generally accepted accounting principles provide numerous ways of treat-
ing items of expense.26 Changes in these methods made soon after the ac-
quisition of a company by a conglomerate could boost future earnings.
These methods which affect net income and earnings per share are matters
within the discretion of corporate management. The relevant decisions to be
made are as follows:

a. the depreciation period of a fixed asset;
b. whether to amortize goodwill, and if so, over what period;
c. what method of depreciation should be used; and
d. whether to capitalize or charge off to expenses research and develop-

ment costs, costs of opening new plants, and costs of establishing
foreign operations. 27

Considering the significant effect which can be created by a change in the
method of treating expense items after a merger, it seems necessary to es-
tablish better disclosure requirements governing the preparation of financial
statements regarding the actual affect of the different methods available.
The proposed APB Opinion would require full disclosure of the nature of a
change in accounting and its effect on net income and earnings per share
for the current and prior affected accounting periods to enhance compara-
bility of financial statements. 28

4. APB position on divisional reporting.

By using consolidated financial statements29 conglomerates have not ade-
quately disclosed informaton with respect to the nature and impact of the
operations of specific divisions within the combined enterprise. Investors
have relied on expectations of continued growth based on their analysis of
the consolidated financial statements. Obviously the information as to divi-
sional operations might be quite different and the investors should be made
aware of the essential details in order to intelligently conduct their invest-
ment decisions. The need of investors, creditors, representatives of regula-
tory agencies, financial analysts, and labor union leaders for this supplemen-
tal financial statement information must be weighed against the effect on
the business of disclosing such valuable information in order to achieve the

26 APB AccouNTING PRINCIPLES § 520.03.
27 If management makes an election as to the particular accounting treatment of

an item, this choice does not necessarily control for tax purposes. Only certain sec-
tions of the Internal Revenue Code require that the same method used for accounting
records must also be used for tax purposes. See, e.g., INT. REv. CODE OF 1954, §§ 453,
472; Treas. Reg. §§ 1.453-1(f) (1958), 1.472-2(h) (1961). See also H. FINNEY & H.
MILLER, supra note 13, at 500.

28 APB Proposed Opinion on Changes in Accounting Methods and Estimates (1970).
29 See note 9 supra.
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delicate balance which provides full and fair disclosure of the results of con-
glomerate operations.

Problems arise in implementing supplementary disclosure requirements
because of the difficulty of establishing standards which would achieve the
proper balance of reporting in such a myriad of different factual circum-
stances. The APB feels that further experience, research and study are
necessary in order to have an adequate basis for promulgating an opinion.30

Currently there is an increasing trend of companies voluntarily making
disclosure of the following specific supplementary information:

(a) Revenues by industry activity, or type of customer
(b) Revenues and profits by separable industry segments
(c) Separate financial statements of segments of the business which operate

autonomously and employ distinctly different types of capital structure,
such as insurance or bank subsidiaries of merchandising or manufacturing
companies

(d) Revenues by type of industry activity and type of customer, together with
a general indication of the profitability of each category

(e) Information that the operations of a segment of the enterprise are resulting
in a loss, with or without disclosure of the amount of such loss.31

The disclosure of this type of supplemental information appears necessary
in order to present financial statements which fairly reflect the opera-
tions of diversified conglomerates, and provide a reliable basis for investment
decisions.

11. TAx CONSIDERATIONS SPECIFICALLY RELATED
TO CORPORATE ACQUISITIONS

Corporate acquisitions, especially conglomerate mergers, are planned
with a definite objective in mind. Whether called a purchase or a pooling,
one corporation seeks to acquire another. The mechanics of the transaction
have been considered in the first part of this comment. But now we must
look at the transaction with a view to the silent partner of corporate
mergers, the Internal Revenue Service.

The Internal Revenue Code of 1954 (Code) is replete with sections that
may serve as an impetus or an obstacle, depending upon what the acquiring
corporation gives up in exchange for the acquired company.

The basic items of barter are assets, promises to pay assets in the future,
commonly referred to as corporate indebtedness, and stock in the acquiring
corporation.

If the shareholders of the acquired company receive money or other
assets in exchange for their ownership interests, they are subject to capital

30 Disclosure of Supplemental Financial Information by Diversified Companies, APB
ACCOUNTING PRINCIPLES § 2061.

81 Id. at § 2061.12.
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gains taxation at the date of transfer.3 2 The same is true if the corporation
which is the object of the transaction, exchanges its assets for money or
other assets of the acquiring corporation.38 This transaction may easily lead
to the dissatisfaction of all parties involved. The acquiring corporation may
not want, or be able, to give up any of its assets in exchange for control of
the acquired company. The owners of the involved corporations, and pos-
sibly the corporations themselves may wish to escape taxation at the date
of transfer.

The second method does not offer any real advantages to the owners of
the acquired company. If they accept corporate indebtedness in exchange
for their stock or for the assets of their corporation, they have exchanged
property within the definition of the Code.3 4 Income represented by interest
on this indebtedness, when received by the shareholders, will be taxed as
ordinary income. In the Tax Reform Act of 1969 (Act)3 5 some of the ad-
vantages available to the shareholders of the acquired company using this
method were eradicated. 3 6

In both the above methods the new basis of the acquired property would
be the amount paid which in most situations would approximate the fair
market value of the property received.3 7 These transactions are excellent
for the acquiring corporation. It receives stock or assets of the acquired
company and in most instances, will have no taxable gain or loss, because it
acquires the property at value given, not value received. It becomes obvin.
ous that the acquiring corporation not only may enter into a transaction of
this type without fear of purchasing an income tax liability, but also may ac-
quire a tax write off in situations where it gives up corporate indebtedness.
The interest paid on the certificates of indebtedness is an ordinary and neces-
sary expense of the acquiring corporation and is deductible.38s The acquiring
corporation may even "sweeten" a bond offering with a conversion feature.
This means that the holder of the bond or bonds may, at some date in the
future, exchange his bonds for stock in the acquiring corporation. In terms
of risk, the owners of the acquired company have achieved the best possible
financial position other than a direct acquisition financed by stock or assets.
If the owners of the acquired company seek financial security they must
weigh it against the tax disadvantages of these transactions.

The third method, stock of the acquiring corporation in exchange for the
stock or assets of the acquired company, is much more desirable from a tax

32 INT. REv. CODE OF 1954, § 1201(b).
33 Id. § 1201(a).
34 Id. § 1001; Treas. Reg. § 1.1002-1 (1957).
35 Pub. L. No. 91-172, 83 Stat. 492.
36 INT. REv. CODE OF 1954, § 453(b)(3) (I.R.C. CCH 1970 STAND. FED. TAX

REP.) [hereinafter referred to as CCH 1970].
37 INT. REv. CODE OF 1954, § 1012.
38 Id. § 163.
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viewpoint. Under Section 368 of the Code, corporate acquisitions that in-
volve the giving up of stock by the acquiring corporation are generally con-
sidered to be tax free reorganizations. The types of mergers delineated in
Section 368 are, by now, old friends. They are:

A. The statutory merger or consolidation. A merger is A and B joining
to form C. A consolidation is A and B joining to form a reorganized
A or B.39 These are the Code's definition of a true pooling of in-
terests.

B. The stock for stock merger is the exchange of an acquiring company's
stock for the stock of the acquired company. 40 This necessitates an
exchange between the acquiring corporation and the individual share-
holders of the acquired company. When the transaction is complete,
the acquiring corporation may operate the acquired company as a
division, or, as the majority stockholder, vote to have a liquidation and
distribute the assets to itself. Of course the minority stockholders, if
there are any, must receive fair compensation upon liquidation. But
the acquiring corporation has achieved its objective, control41 of the
acquired company. This method is most commonly used when the
management of the target corporation is not as desirous as that of the
acquiring firm, for a corporate takeover. If the target management
is amenable to acquisition then the next method listed is preferable.

C. The stock for assets merger. Here the acquiring firm exchanges its
stock for the assets of the acquired company.42  The result of this
transaction, involving indirect shareholder participation is the con-
tinued existence of the acquired company as a separate entity, owning
as its sole assets the stock of the acquiring corporation. Generally,

39 INT. REV. CODE of 1954, § 368(a)(1)(A) defines an "A reorganization" as "a
statutory merger or consolidation."

Treas. Reg. § 1.368-2(b) (1955) defines statutory merger or consolidation as "a
merger or consolidation effected pursuant to the corporation laws of the United States
or a State or Territory or the District of Columbia."

40 INT. REV. CODE of 1954, § 368(a) (1) (B) defines a "B reorganization" to be:

[TIhe acquisition by one corporation, in exchange solely for all or a part of its
voting stock [or in exchange solely for all or part of the voting stock of a corpora-
tion which is in control of the acquiring corporation], of stock of another corpora-
tion if, immediately after the acquisition, the acquiring corporation has control
of such other corporation (whether or not such acquiring corporation had control
immediately before the acquisition).
41 INT. REV. CODE of 1954, § 368(c) defines control as "the ownership of stock

possessing at least 80 percent of the total combined voting power of all classes of stock
entitled to vote and at least 80 percent of the total number of shares of all other
classes of stock of the corporation."

42 INT. REv. CODE OF 1954, § 368(a)(1)(C) defines a "C reorganization" to be:

ETIhe acquisition by one corporation, in exchange solely for all or a part of its
voting stock (or in exchange solely for all or a part of the voting stock of a
corporation which is in control of the acquiring corporation), of substantially all
of the properties of another corporation, but in determining whether the exchange
is solely for stock the assumption by the acquiring corporation of a liability of the
other, or the fact that property acquired is subject to a liability, shall be disregarded.
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the acquiring corporation will enter into a liquidation shortly after the
transfer and exchange its new assets for its outstanding shares. By
this indirect method, the acquired corporation obtains the assets of
the target company, and the target stockholders receive an ownership
interest in the acquiring corporation. This situation is preferable in
that it allows the exchange without leaving the unwanted minority
shareholders and circumvents a problem that cannot be consistently
avoided in the direct stock for stock transfer. If the acquiring cor-
poration gives up more than stock, such as assets or corporate indebt-
edness, then the transaction will result in being partially non-taxable to
the shareholders of the acquired company.43 There are other require-
ments, in addition to a stock transfer that effect the taxability of the
transaction. There are many variables which, although unimportant
to the thrust of this discussion, will make a large difference in the
initial decision to make an acquisition. Included among these are
the type of securities the shareholders of the acquiring corporation wish
to exchange, if the acquired company has a net operating loss 44 and
what benefit, if any, the acquiring corporation can make of this tax
loss.

Furthermore, in a nontaxable acquisition there would be no immediate
tax liability to the seller from its disposition of Section 38, 45 Section 124540
and Section 12504 property although the potential tax liability from recap-
ture of credit and ordinary income potential from disposition of depreciable
property will carry over to the acquiring corporation. In a taxable acquisi-
tion, computation of tax liability at ordinary rates would be required under
Sections 38, 1245 and 1250. This additional tax liability could be shifted
either to the acquiring corporation or to the acquired company, depending
on the steps which are to take place in the transaction.

A conglomerate merger is a taxable event if effected by financing the
purchase price of the acquisition with cash, or with a cash downpayment and
the balance with promissory notes, or with part cash and part stock, or with
nonvoting stock or debt securities. The taxable effect of the acquisition is
the recognition of gain or loss by the acquired company and the receipt of
a stepped-up basis in acquired assets by the acquiring corporations. 48

When the expectations of the owners and management of the target
company, and the regulations of the IRS are considered in juxtaposition to

43 J. CHommiE, FEDERAL INCOME TAXATION 495 (1968) states that:
[Als a general rule, if property (boot) other than stock or securities is received,
sections 356(a) and (b) preserve the tax-free character of the exchange but
subject gain realized to tax to the extent of the value of the boot.
44 INT. REv. CODE of 1954, § 172.
45 See id. § 38.
46 See id. § 1245.
47 See id. § 1250.
48 Id. §§ 1012, 1201.
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the desired results of the owners and management of the acquiring corpora-
tion, one must be impressed at the high level of corporate mergers. How so
many people, and so many competing factors can be compromised to achieve
the fantastic growth rate of the conglomerate, boggles the mind and causes the
senses to reel.

Tax considerations based on the Tax Reform Act of 1969.

1. Debt financed corporate acquisitions.

Even though these transactions are termed taxable, there are definite tax
advantages to the acquiring corporation if it adopts the debt financed method.
At the outset it must be recognized that the initial choice of acquisition, as
already explained, will be negotiated between the acquirer and the acquired
corporation. If for various reasons, the acquired company's management
can be convinced to accept a non-taxable exchange, the acquiring corporation
may benefit greatly.

Formerly the foremost benefit in a taxable exchange involving debt
securities was the interest deduction as opposed to non deductible dividends
on outstanding stock.49 By issuing corporate indebtedness the acquiring cor-
poration increases its retained earnings after taxes by reducing its taxable
income. The IRS has thereby become a party in these transactions. The
bonds given may be convertible to preferred or common stock of the
acquiring corporation. In 1969 the Federal Government enacted the fol-
lowing provisions which directly restrict its participation in these taxable
acquisitions.

Issuance of convertible bonds in an acquisition gives the holder the right
to exchange or convert his bond into stock under stipulated conditions. The
advantage to the issuing corporation is that it induces the bond holder to
accept a lower rate of interest or it may enhance an otherwise unmarketable
issue. Moreover, the corporation enjoys a reduction of fixed charges and
an increase in credit rating if the debt is converted into common stock. The
holder who cannot or will not assume the risks of stock ownership can
realize his profit by selling his bonds when, and if, their price rises because
of the increase in the value of the stock for which it is convertible.

The principle reasons for using bonds rather than stock to finance an
acquisition are:

(1) Bonds may be the only available source of funds. Many businesses are so
impermanent as to make permanent ownership investment risky and impractical
for outsiders. (2) To lower the cost of the funds. Because bonds represent
less investment risk than stocks, a corporation might sell bonds at a lower rate
than would be necessary to induce investors to buy stocks. (3) Tax advantage
in debt financing. Interest charges-but not dividends-are deductible in com-
puting the amount subject to income taxes.5 0

49 See id. § 163.
50 H. GuTHmANN & H. DOUGALL, CoRpoRATE FNANcIL POLICY 165 (4th ed. 1962).
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The Act 5' contains significant provisions affecting the use of convertible
debentures in the conglomerate merger area. These provisions are aimed
at tax benefits currently enjoyed by parties involved in acquisitions financed
in whole or in part by convertible bonds. The Act limits the acquiring
corporation's interest deduction on such bonds and prevents a stockholder
in the acquired company from electing installment reporting in an attempt
to defer gain realized on the transaction to a later year.
(a) Disallowance of interest deduction on indebtedness incurred by a cor-
poration to acquire stock or assets of another corporation. The Act adds a
new Section 27952 to the Code which limits the interest deduction of large
acquisition programs which generate "corporate acquisition indebtedness"
and which meet four statutory tests.53 To the extent the interest on such in-
debtedness exceeds five million dollars, as adjusted by the Code for any tax-
able year, the excess will be disallowed as a deduction 4 This Section is
aimed at very substantial acquisitions where the obligations issued closely
resemble equity instruments.

Section 279 will have limited application because a number of corpora-

51 Pub. L. No. 91-172, 83 Stat. 492.
52 INT. REV. CODE OF 1954, § 279 (CCH 1970).
53 The standard for corporate acquisition indebtedness is defined as any obligation

whether directly or indirectly as in guaranty or by assumption which:
(1) is issued as a consideration for stock or at least two-thirds of the value of all

the assets, except money, used in the acquired corporation's trade or business;
(2) is either:

(A) subordinated to the claims of the several trade creditors of the acquiring
corporation, or

(B) expressly subordinated to "any substantial amount of unsecured indebt-
edness." It is not material as to whether this indebtedness is outstanding
at the time of the questioned acquisition or is subsequently issued.

(3) is either:
(A) convertible into stock of the acquiring corporation, or
(B) part of an "investment unit or other arrangement" which includes an

option to acquire stock in the acquiring corporation.
(4) is issued by a corporation and as of the end of the taxable year in which the

the obligations are issued, either:
(A) the ratio of debt to equity of the corporation exceeds 2 to 1, or
(B) the average annual earnings of the corporation computed with certain

adjustments for their three-year period ending with the year of acquisition
do not exceed 3 times the annual interest to be paid by such acquiring
corporation. The two tests of this part are applied to the combined
earnings and indebtedness of both the acquired and acquiring corpora-
tions if the acquiring company obtains 80% control, as defined in Internal
Revenue Code § 368(c), of the stock of the acquired corporation or sub-
stantially all of its assets. For the purpose of this last test special rules
apply to financial institutions. Id. § 279(b).

54 The Act provides for a limitation on the amount of interest deduction allowed
with respect to its corporate acquisition indebtedness:

to the extent that such interest exceeds-
(1) $5,000,000, reduced by
(2) the amount of interest paid or incurred by such corporation during such year
on obligations (A) issued after December 31, 1967, to provide consideration for
an acquisition described in paragraph (1) of subsection (b), but (B) which are
not corporation acquisition indebtedness. Id. § 279(a).
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tions will never issue enough indebtedness to exceed the five million dollar
limit and further, because many of the corporations which were large enough
to be concerned with that test would, in the normal course of business,
issue obligations which fail one of the four tests for determining "corporate
acquisition indebtedness".

Once an obligation reaches the Section 279 limitation, its interest will
continue to be disallowed as a deduction in all subsequent years in which the
five million dollar limit is exceeded unless in a later year one of the two
exceptions is met. The first exception contemplates an additional transaction
whereby control of a subsidiary is acquired by the parent company. The
second exception requires that the fourth test55 must be met for three con-
secutive years, thus affording relief only at the beginning of the fourth year.56

Section 279 is applicable to interest on indebtedness incurred after Octo-
ber 9, 1969. It does not apply to obligations existing prior to that date
which are subsequently refinanced or extended or to acquisitions of stock in
a corporation which was at least 50 per cent controlled by the acquiring
corporation on that date.57

Assume Conglomerate Parent Co. issues 6 per cent debentures in con-
sideration for 80 per cent of the common stock of Subsidiary Co. on
March 27, 1970. The bonds are subordinated to other creditors and con-
vertible into the stock of the Conglomerate Parent Co. On December 31,
1970, Conglomerate Parent Co. has a total indebtedness of $60 million and
equity of $30 million. Its ratio of debt to equity is two to one and does not
exceed the statutory limit under the fourth test. Conglomerate Parent Co.'s
average annual earnings for the preceding 3 year period are $40 million and
its annual interest costs are $5 million. Subsidiary Co.'s average annual
earnings for the same period are $10 million and its annual interest costs are
$4 million. As of the year end of the acquiring company which is the date
for applying the test, Conglomerate Parent Co.'s projected combined average
annual earnings of $50 million do not exceed three times the combined an-
nual interest costs of $27 million. Thus the bonds issued meet the earnings
test. Since all four tests are met, the bonds constitute "corporate acquisi-
tion indebtedness" and the interest deduction on these debentures will be
limited to five million dollars annually unless the tests are not met in future
years.

(b) Limitations on Installment Sales. Under prior law stockholders of a
corporation acquired in a conglomerate merger could receive convertible
bonds and defer payment of tax on the resulting gain until they disposed of
the debentures, collected a portion of the principal, or the debentures were
retired. This was accomplished by electing the installment method of re-

55 See test (4) in note 53 supra.
56 INT. REV. CODE OF 1954, § 279(d) (3), (4) (CCH 1970).
57 Id. § 279(h), (i).
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porting gain under the requirements of Code Section 453(b).5 8

The Act provides that a taxpayer will no longer be able to use the in-
stallment method when the debt obligation received is "a bond or other evi-
dence of indebtedness which is payable on demand," and readily marketable
in an established securities market. This new definition provides that:

a bond or other evidence of indebtedness which is payable on demand or which
is issued by a corporation or a government or political subdivision thereof
A) with interest coupons attached or in registered form, or B) in any other form
designed to render such bond or other evidence of indebtedness readily tradeable
in an established securities market, shall not be treated as an evidence of in-
debtedness of the purchaser.59

The phraseology of the new Section 453(b)(3) specifically states that
evidences of indebtedness will not be treated as payments in the year of sale.
The stockholders of the acquired company may still qualify to elect the in-
stallment method even though the acquiring corporation issues obligations
payable on demand, in registered form, or with coupons attached, provided
that the obligations are issued in a taxable year following the year of sale.

Assume a stockholder of Subsidiary Co. sells stock with a two thousand
dollar basis to Conglomerate Parent Co. for six thousand dollars of its 6 per
cent bonds, redeemable in twenty years. The stockholder realizes a four
thousand dollar gain on the sale but under prior law could defer recognition
of the gain until the bonds were redeemed by electing the installment
method of reporting. The bonds are treated as "evidences of indebtedness"
under prior law and not subject to the thirty per cent receipt in the year
of sale test imposed by Code Section 453. The Act provides that bonds

58 INT. REv. CODE OF 1954, § 453(b) provides:

SALES OF REALTY AND CASUAL SALES OF PERSONALTY.-
(1) GENERAL RULE.-Income from-

(A) a sale or other disposition of real property, or
(B) a casual sale or other casual disposition of personal property (other than

property of a kind which would properly be included in the inventory of the tax-
payer if on hand at the close of the taxable year) for a price exceeding $1,000,

may (under regulations prescribed by the Secretary or his delegate) be returned on the
basis and in the manner prescribed in subsection (a).

(2) LimiTATIoN.-Paragraph (1) shall apply-
(A) In the case of a sale or other disposition during a taxable year beginning

after December 31, 1953 (whether or not such taxable year ends after the date of
enactment of this title), only if in the taxable year of the sale or other disposition-

(i) there are no payments, or
(ii) the payments (exclusive of evidences of indebtedness of the pur-

chaser) do not exceed 30 per cent of the selling price.
(B) In the case of a sale or other disposition during a taxable year beginning

before January 1, 1954, only if the income was (by reason of section 44(b) of the
Internal Revenue Code of 1939) returnable on the basis and in the manner pre-
scribed in section 44 (a) of such code.

For specific examples of use of the installment provisions in negotiating acquisitions
see Holden, The Background of Some Recent Mergers and Acquisitions, 27 INSTITUTE
ON FEDERAL TAXATION 885, 887-91 (1969).

59 INT. REV. CODE OF 1954, § 453(b)(3) (CCH 1970), amending INT. REV. CODE
OF 1954, § 453.
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are not to be treated as "evidences of indebtedness", and thus are in-
cluded in applying the thirty per cent test disqualifying the transaction
from treatment as an installment sale. The possibility of deferring issuance
of bonds to the taxable year following the year of sale, might provide a
loophole for the stockholder to conform with the Code Section requirements
for electing the installment method of recognition. It should be noted that
the IRS has not yet promulgated regulations under this new provision and
such regulations might construe the provision as preventing the use of the
deferred issuance device.
(c) Original issue discount. Under prior law, if the sale or exchange of
an obligation issued by any corporation, government, or political subdivi-
sion, held by the taxpayer for more than six months resulted in gain, it
would be treated as ordinary income to the extent of:

(1) the original issue discount on the obligation, less
(2) the original issue discount multiplied by the following fraction if, at the

time of the original issue, there was no intention to call the obligations
before maturity:
Number of complete months the obligation was held by the taxpayer
Number of complete months from date of original issue to the date of
maturity.60

Any gain realized in excess of that treated as ordinary income is recognized
as long term capital gain.

The term "original issue discount" means the difference between the issue
price and the stated redemption price at maturity. Moreover, the discount
is considered to be zero, if the original issue discount is less than of 1
per cent of the redemption price at maturity multiplied by the number of
complete years to maturity. 61

The Act provides that the holder of a bond, debenture, or other evidences
of indebtedness issued by a corporation will be required to include in gross
income a ratable portion of "original issue discount" for the period he
holds such evidence of indebtedness.62 The purpose of this change is to
require the holder to include original issue discount in income on the same
basis that the issuing corporation claims a deduction. The Act also provides
that the same provisions of the prior law will still be applicable to govern-
ment obligations issued at any time and corporate obligations issued before
May 28, 1969.63 Where evidences of indebtedness are issued as an invest-
ment unit, the issue price of each will be the amount of the total issue price
allocated to each element of the investment unit proportionate to its relative
fair market value on the date of issuance. 64

60 INT. REv. CODE Of 1954, § 1232(a) (2).
61 Id. § 1232(b)(1).
02 INT. REv. CODE OF 1954, § 1232(a) (3) (CCH 1970), amending INT. REv. CODE

OF 1954, § 1232(a).
63 Id. § 1232(a)(2)(B), amending INT. REv. CODE OF 1954, § 1232(a).
64 Id. § 1232(b)(2), amending INT. REv. CODE OF 1954, § 1232(b).
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To illustrate the effect of the new provision, assume that on November 1,
1970, an individual purchased an original issue of Conglomerate Parent
Co.'s ten year 6 per cent debentures for $88,000 with a stated redemption
price of $100,000. Interest is payable semiannually on January 1 and July 1.
There was no intention of calling the bonds at the time they were issued.
The ratable amount of the "original issue discount" that the individual must
include in his gross income until the bond is sold, exchanged, or redeemed
will be $100.65 For 1970 the individual must include $20060 of original
issue discount in income even though he has not received an interest pay-
ment from Conglomerate Parent Co. For 1971 the individual must include
$1,200 of the original issue discount and the $6,000 of interest received in
gross income.

Furthermore, on July 1, 1972, assume the individual sells Conglomerate
Parent Co.'s debentures to another individual for $95,000. The ratable
amount of original issue discount that must be included in the buyer's gross
income each month will be $50.67

If similar debentures had been issued on November 1, 1968 prior to the
effective date of the Act, the first holder would include in gross income only
the actual interest paid, or constructively received during his taxable year.
In the year of sale, in addition to reporting his interest income as of the date
of the sale, the holder would also include the original issue discount of $100
times the number of complete months he held the debentures. The in-
dividual purchasing the debentures would include in gross income the actual
interest paid or constructively received.

(d) Limitation on deduction of bond premium on repurchases.
In Roberts & Porter, Inc. v. Commissioner,6" the Seventh Circuit held

that premiums paid by the taxpayer corporation in excess of the amount
which it was legally bound to pay when it called its convertible notes were
deductible as ordinary and necessary business expense under Code Section
162.

The call premium is the amount of the excess of the repurchase price of
convertible debt over the "adjusted issue price" the issue price which has

1 month
65 times $12,000.

120 months
66 The bondholder must include $100 for each full month he holds the obligation

($1200 per year) plus the stated interest on the bonds. (67o x $100,000 redemption
price equals $6,000 per year.) Thus the total amount of interest income when the
bonds are held for a full year would be $7,500.

1 month
6T times $5,000 which is the selling price less the original issue price,

100 months
and less the $2,000 discount previously included in the seller's gross income.

68 307 F.2d 745 (7th Cir. 1962).
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been adjusted to reflect the original issue discount amortized over the life
of the bond which was originally deducted from income and any premium
originally reported as income. 69

The position of the IRS70 was that a deduction for premiums paid by a
corporation on the redemption or repurchase of its own bonds is limited to
an amount which relates to the cost of borrowing money and any excess
amounts are not deductible. This ruling is contrary to the decision in
Roberts & Porter, Inc. The new Code Section 249(c) specifically provides
that no inference shall be drawn as to the deductibility of a call premium on
convertible debt repurchased prior to April 23, 196971 thus it may be argued
that the decision in Roberts & Porter, Inc. is the correct interpretation of the
law applicable to repurchase of convertible debt prior to April 23, 1969.
If correct, this means a corporation could fully deduct the call premium on
convertible debt repurchased prior to April 23, 1969.

The purpose of the new Section is to settle the controversy as to deducti-
bility of call premiums on convertible debt repurchased after April 23, 1969
and to prevent deductions for payments which are really capital in nature.
The Act provides that no deduction will be allowed a corporation for a
premium paid to repurchase its own convertible debentures unless it can
establish that the premium represents the cost of borrowing. The deduction,
if allowed, is the amount of adjusted issue price plus a normal call premium
on debt which is not convertible.7 2

2. Multiple corporations

Conglomerates have found it advantageous to operate as a group of cor-
porations for the purpose of meeting various provisions in the Code. The
intent of Congress in establishing per corporation limits in certain sections
of the Code was to apply limits on individual corporations and not to en-
title large companies to operate as a group of corporations for the purpose
of obtaining multiple tax benefits.

Under prior law a "controlled group" of corporations was required either
to apportion among its members a single surtax exemption or to elect multi-
ple surtax exemptions and pay an additional tax of 6 per cent on the first
$25,000 of taxable income of each corporation.7 3  Suppose Conglomerate
Parent Co. was operating a group of nine subsidiary corporations. Under
prior law the group could elect to have each corporation take a $25,000
surtax exemption and pay an additional tax of 6 per cent. This would re-
sult in $250,000 of surtax exemptions for the group which would be taxed at

69 INT. REV. CODE OF 1954, § 249(b) (1) (CCH 1970).
70 Rev. Rul. 409, 1967-2 CUM. BULL. 62.
71 INT. REV. CODE OF 1954, § 249(c) (CCH 1970).
72 Id. § 249(a).
78 INT. REv. CODE of 1954, § 1561-63.
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28 per cent tax rate, rather than one $25,000 surtax exemption taxed at a 22
per cent tax rate and the balance of the taxable income of the group taxed
at a 48 per cent tax rate. The net tax savings on electing multiple surtax
exemptions for our hypothetical group of ten corporations was $43,500.
Similar tax advantages accrue from multiple application of the provisions
for accumulated earnings tax, the small business deduction for life insurance,
investment credit, and additional first year depreciation.

The Act repeals the right of a "controlled group' 74 to elect multiple surtax
exemptions and provides that each group will be entitled to only:

(1) Surtax Exemption--one $25,000 exemption under Section 1 1(d).
(2) Accumulated Earnings Tax--one $100,000 amount for purposes of

74 INT. REV. CODE of 1954, § 1563(a) defines controlled group of corporations to
mean any group of-

(1) PARENr-sUsmmIDY CONTROLLED GRotP.-One or more chains of corpora-
tions connected through stock ownership with a common parent corporation if-

(A) stock possessing at least 80 percent of the total combined voting
power of all classes of stock entitled to vote or at least 80 percent of the
total value of shares of all classes of stock of each of the corporations, except
the common parent corporation, is owned (within the meaning of subsection
(d) (1)) by one or more of the other corporations; and

(B) the common parent corporation owns (within the meaning of subsec-
tion (d) (1)) stock possessing at least 80 percent of the total combined voting
power of all classes of stock entitled to vote or at least 80 percent of the total
value of shares of all classes of stock of at least one of the other corpora-
tions, excluding, in computing such voting power or value, stock owned directly
by such other corporations.
(2) BROTHER-SISTER CONTROLLED GROUP.-Two or more corporations if stock

possessing at least 80 percent of the total combined voting power of all classes of
stock entitled to vote or at least 80 percent of the total value of shares of all classes
of stock of each of the corporations is owned (within the meaning of subsection
(d) (2)) by one person who is an individual, estate, or trust.

(3) COMBINED GROup.-Three or more corporations each of which is a mem-
ber of a group of corporations described in paragraph (1) or (2), and one of
which-

(A) is a common parent corporation included in a group of corporations
described in paragraph (1), and also

(B) is included in a group of corporations described in paragraph (2).
(4) CERTAIN INSURANCE CoMPANIES.-Two or more insurance companies sub-

ject to taxation under section 802 which are members of a controlled group of
corporations described in paragraph (1), (2), or (3). Such insurance companies
shall be treated as a controlled group of corporations separate from any other cor-
porations which are members of the controlled group of corporations described in
paragraph (1), (2), or (3).

The Tax Reform Act of 1969 has amended § 1563 (a) (2) to read:
"(2) BROTHER-SISTER CONTROLLED GROUP.-Two or more corporations if 5 or

fewer persons who are individuals, estates, or trusts own (within the meaning of
subsection (d) (2)) stock possessing-

"(A) at least 80 percent of the total combined voting power of all classes
of stock entitled to vote or at least 80 percent of the total value of shares of
all classes of the stock of each corporation, and

"(B) more than 50 percent of the total combined voting power of all
classes of stock entitled to vote or more than 50 percent of the total value
of shares of all classes of stock of each corporation, taking into account the
stock ownership of each such person only to the extent such stock ownership
is identical with respect to each such corporation."

INT. REv. CODE OF 1954, § 1563(a)(2) (CCH 1970).
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computing the accumulated earnings credit under Section 535(c) (2)
and (3).

(3) Small Business Deduction for Life Insurance-one $25,000 amount
for purposes of computing the limitation on the small business de-
duction of life insurance companies under Sections 804 and 809.75

(4) Investment Credit-new property limited to the group's aggregate
tax liability up to $25,000 plus 50 per cent of the tax liability above
$25,000; and old property limited to a maximum of $50,000 ap-
portioned as to the amount of used property held by each member
of the "controlled group."'76

(5) Additional First Year Depreciation-limited the additional first year
depreciation deduction to 20 per cent of qualified property in the year
acquired up to an aggregate cost of $10,000 per year under Section
179(d). 77

The effective date of this change is December 31, 1974.78 The Act also
provides for a six year transition period for converting to the new limitations
on a gradual basis. 79

CONCLUSION

The changes in financial reporting effected by the APB Opinions will pro-
vide fuller disclosure of conglomerate operations to creditors, investors, rep-
resentatives of regulatory agencies, financial analysts, and labor union lead-
ers. Such disclosure will curtail the conglomerate's use of reporting tech-
niques which simulate an increase in earnings without relating the source of
such increase. An implication should not be drawn from this analysis that
all the increases in earnings reported by conglomerates are based upon
manipulations in financial reporting. Many conglomerates have shown phe-
nomenal growth from their operations without manipulating the reporting
techniques employed. It is the duty of the accounting profession to see that
the company's operations are fairly reflected by the reported financial state-
ments.

The Act eliminates the tax benefits available in certain conglomerate
acquisitions but does not modify provisions relating to tax free reorganiza-
tions. The Act focuses on acquisitions financed by convertible debentures
which are really equity securities. Thus the scope of application of this
new debt-acquisition provision is quite limited and does not fully im-
plement the proposed intent of the legislature. However, the changes
affecting the operation of multiple corporations are broader in scope.
The definition of a "controlled group" has been greatly expanded to

75 Id. § 1561(a)(3).
76 Id. H8 46(a),48(c)(2)(C).
77 Id. § 179.
78 Id. § 1564(a)(2).
70 Id. § 1564(a)(1).
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reach corporations which were not previously included. The provisions es-
tablish new limitations for the application of surtax exemptions, accumu-
lated earnings tax, the small business deduction for life insurance, invest-
ment credit, and additional first year depreciation. This severely affects the
tax advantages of the operations of most "controlled groups".

Although the accounting and tax developments will significantly affect
the rate of conglomerate growth, the structural trend in this area will con-
tinue based on economic and financial factors as the primary impetus.

Joanne S. Rocks
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Explanatory Comments of the Financial Statements in Appendix

An acquisition accounted for as a purchase is illustrated in column 4
of the Balance Sheet and Combined Statement of Income and Retained
Earnings. The purchase price is computed on the basis of a $230 assumed
fair market value of the stock being used by the acquiring corporation.
The purchase price of $230,000 is allocated among the specific intangible
and tangible assets acquired, and the remainder is allocated to goodwill.
This allocation normally results in recording the assets acquired from the
acquired company at a basis determined by the fair market value of the
asset on the date of acquisition. The Subsidiary Co. now has stock of
the Surviving Co. as its only asset on its Balance Sheet after the acquisi-
tion. Operations after the acquisition, produce less net income than the same
operations before the acquisition, because of the increased depreciation
expense based on the higher basis of the acquired assets, and the amortiza-
tion of goodwill.

As illustrated in column 3 of the same statements, the combination is re-
flected by the pooling of interests method. The companies pool their
operations by adding their individual financial statements together. The
assets of each of the constituent corporations are pooled together and re-
corded by the Surviving Co. at the same value they were shown as on the
constituent corporations' books prior to the combination. The basis of
acquired assets remain the same as in the hands of the acquired company
prior to acquisition and there is no goodwill created in the transaction. The
net income of the Surviving Co. consists of the combined net income of the
constituent corporations.

[Vol. 3
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