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ACCOUNTING FOR BUSINESS COMBINATIONS:
SHOULD POOLING BE ELIMINATED?

THURSDAY, MAY 4, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON COMMERCE,
SUBCOMMITTEE ON FINANCE AND HAZARDOUS MATERIALS,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:08 a.m., in room
2123, Rayburn House Office Building, Hon. Michael G. Oxley
(chairman) presiding.

Members present: Representatives Oxley, Tauzin, Gillmor, Cox,
Largent, Ganske, Lazio, Shimkus, Bliley (ex officio), Towns,
DeGette, Barrett, Luther, Markey, Rush, and Dingell (ex officio).

Also present: Representatives Eshoo and Crowley.

Staff present: Brian McCullough, majority professional staff;
David Cavicke, majority counsel; Linda Dallas Rich, majority coun-
sel; Shannon Vildostegui, majority professional staff; Robert
Simison, legislative clerk; and Consuela Washington, minority
counsel.

Mr. OXLEY. The subcommittee will come to order. The Chair rec-
ognizes himself for an opening statement.

I would like to begin by reaffirming my belief in FASB as an
independent private sector entity is best suited to set accounting
standards. Few would want politicians without accounting exper-
tise making highly technical accounting decisions. From time to
time, however, FASB considers an issue which has broad public
policy implications best brought to light through congressional
hearings such as this. In such an instance, the Congress has a re-
sponsibility to foster open dialog on the issue. That is precisely why
I have called this hearing today.

FASB proposes eliminating the use of pooling as a proper method
of accounting for business combinations as well as making changes
to the treatment of goodwill. Many of the same arguments have cir-
culated for years both for and against pooling accounting as the
treatment of goodwill. The debate has little changed. What has
changed, however, is the context of the debate. In the information
economy, the magnitude of the implications of eliminating pooling
accounting has increased dramatically. Intangible assets of knowl-
edge-based companies often account for most of the company’s
value or ability to generate revenue in the future.

Central to this debate is the information available to investors
under each accounting method. Arguably, the benefits the elimi-
nation of pooling accounting will provide varies. The question we
must answer is whether the information is better, more accurate,
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and as useful under purchase accounting as the information pro-
vided under the current pooling method of accounting for these
transactions.

The recording of goodwill is a good example of the different treat-
ment intangibles receive under pooling and purchase accounting.
Some argue pooling accounting distorts book value because it does
not amortize goodwill. The values of the two companies are simply
combined. Others argue purchase accounting artificially reduces
stated income by requiring goodwill write-off without a negative
economic event to support it. In fact, I can understand how many
intangible assets appreciate rather than depreciate over time.

Distinct from which method is more accurate is the issue of
whether requiring a shorter amortization period for goodwill or
even require the write-off of goodwill and other intangibles will ac-
tually make mergers and acquisitions uneconomical for businesses.
I suspect mergers will continue. However, the possibility that such
a rule change would artificially slow economic growth without pro-
viding any marginal benefit gives me pause.

Though I do not begin to have a solution to this debate, I do urge
those central to this debate to consider all of the options. Perhaps
we need to further examine the changing nature of assets which is
driving our economy. We need to consider whether eliminating
pooling accounting is a negative economic impact that could dimin-
ish the competitiveness of U.S. businesses. Finally, we must evalu-
ate whether the proposed changes will actually provide investors
with more useful information about a company.

Today we will hear from those closest to the debate. I thank our
panelists for appearing today and look forward to hearing what
each has to say about this important issue.

The Chair’s time has expired. I recognize the ranking member,
the gentleman from New York, Mr. Towns.

Mr. TownNs. Thank you, Mr. Chairman, for holding this hearing.

A number of concerns have been raised about the elimination of
pooling as a method of accounting for business combinations. Elimi-
nating pooling accounting, it is argued, could slow the pace of busi-
ness combinations and hinder the growth of high-tech industry
then by reducing the number of jobs its industry creates. High-tech
companies in particular say that with pooling accounting, many of
the mergers in the high-tech industry which have boosted our econ-
omy and the stock market might not have ever happened.

As a New Yorker and the ranking member of this Subcommittee
on Finance, I am concerned about the potential adverse effects. On
the other hand, a number of other companies, investors, consumer
groups and accounting experts argue that pooling is flawed, that it
distorts financial reporting, and that it adversely affects the alloca-
tion of economic resources by creating an unlevel playing field for
companies that compete for mergers and acquisitions.

Still others have concluded that both the pooling method and
purchase method of accounting for business combinations are
flawed, and that we need to go back to, should go back to, the
drawing board before moving forward.

There has been some concern lately about traditional accounting.
This is because intangible assets have replaced traditional bricks
and mortar as the backbone of business today. Information, knowl-
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edge, and human capital are difficult, if not impossible, to value.
They simply do not depreciate the same way tangible assets do. In
fact, they often appreciate.

We should not be forcing companies with mostly intangible as-
sets to apply the accounting method which does not accurately re-
flect the value of their assets. It seems to me we should be moving
toward a framework that more accurately reflects the value of com-
panies in this information day and age.

Consistency in accounting standards is a desirable goal and one
that I support vigorously, but consistency will not be beneficial if
investors cannot rely on the valuation that the consistent approach
provides.

On that note, Mr. Chairman, I yield back.

Mr. OXLEY. The Chair recognizes the chairman of the full com-
mittee, the gentleman from Richmond, Mr. Bliley.

Chairman BLILEY. Thank you. I commend you, Mr. Chairman,
for holding this hearing today.

The draft rule proposal issued by the Financial Accounting
Standards Board will have a significant impact not only on high-
tech and other companies, but also on our economy. I commend the
FASB’s work in seeking to ensure that accounting rules provide an
accurate and fair picture of a company’s financial status.

In this instance, important questions have been raised as to
whether the Board’s proposal would actually do that, or whether it
would, on the contrary, make it more difficult for investors and
creditors to understand the true status of a company that has re-
sulted from a business combination.

It is not an easy job to get companies to clarify their financial
status. The job has become increasingly difficult. Bricks-and-mortar
assets share the same balance sheet as creativity, innovation and
other intellectual assets. High-tech, biotech, financial, and other
companies thrive on these intangible values. Measuring these in-
tangible values is very difficult, and I recognize that FASB does not
have an easy job to do.

An accounting framework that functions effectively in this new
economy is an important goal we must achieve. There are good ar-
guments both for and against the FASB proposal. Hundreds of
comment letters were received, and the FASB heard from wit-
nesses at hearings in California and New York. I am interested to
know how this information has been received.

I am concerned by claims that FASB’s proposal does more harm
than good. If the proposed changes have a negative effect on our
economy, then these changes become a public policy matter that
Congress must consider. I hope that is not the case, but I do not
think the picture is clear enough at this time to advocate the
changes contemplated in the FASB proposal.

I look forward to hearing the views of our witnesses today, and
I hope that we can begin to answer these important questions.

Thank you, Mr. Chairman.

Mr. OXLEY. I thank the gentleman.

The Chair recognizes the gentleman from Massachusetts Mr.
Markey.

Mr. MARKEY. Thank you, Mr. Chairman, very much. Thank you
so much for having this very important hearing here today so we
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can air out the concerns that I think many of the people who are
right now representing new economy districts such as mine, the
concerns which are being raised by many of the companies which
we represent.

The critics of FASB raise concerns that purchase accounting may
fail to accurately value some of the mergers. These concerns have
been particularly intense among many of the new economy compa-
nies whose worth may be less a function of their physical assets,
earnings, or capital, and more a product of intellectual property or
other more intangible assets and goodwill.

Some have advocated that eliminating pooling would discourage
many new e-commerce startup companies from doing a merger be-
cause of the cost purchase accounting would impose on such a
transaction.

Today, Mr. Chairman, you have wisely invited Ed Jenkins as
well as a very distinguished panel of corporate leaders with varying
perspectives on FASB’s proposal to eliminate pooling. I greatly re-
spect Ed Jenkins. I admire Ed Jenkins. I think he is an excellent
head of FASB, and I welcome him here today.

I am going to be particularly interested in hearing constructive
ideas on options that FASB may or should consider to address in
terms of their concerns that had been raised about the impact of
purchase accounting on the new economy, and at the same time as-
suring that investors get the full and fair disclosure which they de-
serve. I think this is an excellent forum to have that discussion in.

Obviously, we are, as a Nation, in a transformation that is re-
flected in the earliest stages by particular east coast and west coast
congressional districts, but without question, it is time for us to
have this important discussion.

Mr. Chairman, since we are on the subject of accounting, I would
also suggest to the Chairman that we consider holding a further
oversight hearing on another issue affecting the accounting profes-
sion, the disturbing conflicts of interest arising from the fact that
some firms wish to simultaneously serve as consultants to or busi-
ness partners of companies that they are also auditing simulta-
neously.

This practice is very disturbing to me. When my brother John
was graduating from Boston College as one of the outstanding fi-
nance majors, | asked him why he was not an accounting major in-
stead. He said to me, well, the finance majors play the game, and
the accountants keep score. In this new era, accountants want to
play the game and keep score at the same time, and it does build
in tremendous conflicts that I believe this committee should look
at.

I know that you, Mr. Chairman, and several other members of
the majority have recently written to Arthur Levitt on this subject,
criticizing him as he tries to clamp down on such practices, and I
would hope that we could have a public hearing on that issue as
well so that we can discuss the propriety of accountants also hav-
ing financial interests in the firms they are allegedly auditing for
public consumption. I think that would be important.

I look forward to this hearing. It is a central issue in the develop-
ment of the new economy. I thank everyone who has come here
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today. I think it is going to illuminate the understanding of the
subcommittee.

Mr. OXLEY. The gentleman from Illinois Mr. Shimkus.

Mr. SHIMKUS. Thank you, Mr. Chairman. I will be brief. I have
only been a Member for 4 years, two terms. I have never seen a
submission of testimony this large before. It gives members a great
excuse, those who have not covered it prior to the hearing. If more
hearings would have this type of documentation, I would have bet-
ter excuses for not doing all my homework, Mr. Chairman.

Mr. OXLEY. There are pictures in there, though.

Mr. SHIMKUS. We appreciate pictures.

I do have great respect for FASB, too. I understand the com-
plexity of trying to determine market value in a new era of serv-
ices, information services, and how do you value that. I am here
to listen and learn. I thank my colleagues for appearing, and also
the members of the next panel.

With that, Mr. Chairman, I yield back my time.

Mr. OXLEY. The Chair is now pleased to recognize the ranking
member of the full committee, the gentleman from Michigan Mr.
Dingell.

Mr. DINGELL. Mr. Chairman, thank you for that courtesy.

Mr. Chairman, I commend you for holding this hearing. It is a
valuable one, and it will be a useful device in achieving the best
judgments as to what should be done on the matters under consid-
eration.

Mr. Chairman, there is probably no stronger defender of the Fi-
nancial Accounting Standards Board, or FASB, and the inde-
pendent setting of accounting standards than I have been over my
congressional career. I say this even though I don’t always agree
on every last detail on every accounting standard that FASB has
set.

Making us happy, however, is not their task. Their job is quite
a different one. That is to promulgate standards of high quality
that do not favor any particular interest group and maintain the
credibility of our financial reporting system.

They have an even greater responsibility, and that is to see to
it that our accounting system reports truthfully, factually, fairly,
and correctly to all involved, to the companies, to the shareholders,
to the regulators and everybody else.

Where we have not seen that happen, and I have seen several
instances in this committee, including some railroad mergers where
the reporting of the accounting system was not reliable, major
scandals and major troubles occurred.

The unparalleled success of our capital markets are due in no
small part to the high quality of the financial reporting and ac-
counting standards promulgated by FASB. I would note that this
is very much in contradistinction to what we have seen with regard
to some of the foreign accounting systems and some of the stand-
ards that are promulgated through their mechanisms, referring
very specifically to countries in and around the Pacific Rim and in
Asia.

If T have any criticism of FASB, and I would note that I do, it
is that they seem to have a political tin ear and to make a lot of
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powerful enemies. Their decisionmaking process is supposed to be
neutral and thorough and open and informed, and it is all of that.

They do have a tough job to do. I respect that, and I welcome
them here today, as I do all of our witnesses.

On the substance of this hearing, I have not made up my mind
as to what is the right answer. I am not an accounting expert. I
would note that my experience in accounting is bottomed somewhat
on the practice of law and the fact that I once took a mail order
course in accounting to understand what I was dealing with when
I addressed this particular subject in the practice of law.

The 1970 compromise by the FASB to allow both purchase and
pooling accounting for business combinations has been highly con-
troversial, strongly dissented from, and showed serious fault lines
during the merger boom of the 1980’s.

After several years of deliberation and debate, at the urging of
affected parties, FASB has issued an exposure draft that proposes
replacing the pooling of interests method with the purchase method
for almost all business combinations.

Currently companies can use pooling if they meet 12 criteria. I
suspect if there is a criticism of what has happened heretofore, it
has been that the industry has gotten the assumption, correctly or
incorrectly, from FASB that they have arrived at a decision that
this is what is going to occur, and that nothing further is going to
belldone on the matter. I think that is unwise, and certainly politi-
cally so.

Under the purchase method, an acquiring company records the
value of the acquired company at the cost it actually paid. Under
pooling of interests, the combining companies simply add together
the book value of their assets, leaving investors with no way to de-
termine what price was actually paid or tracking the acquisition’s
subsequent performance.

In an example cited at page 5 of FASB’s prepared remarks in-
volving a $10 billion transaction that was accounted for under the
pooling method, the book value of the company being acquired was
only $500 million. The acquisition was reported as $500 million in
the financial statements of the acquired company, and $9.5 billion
in value simply disappeared. Where did it go?

Despite no real change in cash-flows, the pooling method also
creates a false measure of increased earnings, say its critics. Dra-
matically different results are produced by the two accounting
methods, making it difficult for investors to compare companies, or
indeed even to understand whether or not the accounting system
is producing a reliable and truthful result. This will have another
curious result, and that is possible serious competitive advantages
or disadvantages.

High-tech companies and financial institutions oppose the FASB
proposal, saying if pooling is eliminated or curtailed, it will destroy
their industries, the M&A market, the stock market, and the U.S.
economy. It seems every time anybody has a bad case, they come
in and make these charges. The Congress and everybody else is
supposed to panic.

It may well be that this is the case. If that is so, then maybe we
had better take a hard look at these high-tech companies and see
whether they have any real viability at all.
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Other companies such as General Motors, whose chief accounting
officer will testify today, the respected rating agency Moody’s In-
vestors Service, and the Council of Institutional Investors, the Con-
sumer Federation of America, and other groups representing inves-
tors and consumers support the FASB proposal.

Me, I think that we probably ought to just support the gathering
of the truth and seeing to it that accounting, accounting standards,
and things of this kind tell us the truth. Perhaps maybe if we get
that, we will have accomplished our purpose in this particular mat-
ter.

In May 1999, a study by Goldman Sachs concluded that the pro-
posed accounting standards will not have a material adverse im-
pact on future business consolidations, although the study identi-
fied some industries that might be adversely affected.

I would ask unanimous consent, Mr. Chairman, that that be in-
serted in the record.

Mr. OXLEY. Without objection.

[The information referred to follows:]
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May 28, 1999 Purchase versus Pooling:
The Debate on
Business Combinations

Anslysts Industry Details

Gabrielle Napolitano, CFA ® Some investors are concerned that the FASB's
(New York) 1-212 902-2018 preliminary decisions to eliminate pooling of
Abby Joseph Cohen, CFA interests and the immediate writeoff of in-process
(New York) 1-212 802-4085 R&D could adversely affect future M&A activity.

‘m Qur detailed survey of investment research
analysts suggests that these potential accounting
changes will not have a material adverse effect on
‘future business consolidation. However, ' our
analysts have identified some industries that may
be adversely affected. These include advertising,
healthcare information technology, medical
devices, and precious metals. -

W Most of our analysts anticipate acceptance of a
cash earnings valuation approach and a more
intensified focus on alternative valuation metrics,
such as return on invested capital and EVA®.

m Trends in global M&A activity continue to be
robust. The fundamental factors driving worldwide
consolidation are intact, and we do not foresee a
notable slowdown in business combinations as 2
consequence of possible accounting changes.

m Our detailed Appendix, which begins on page 19,
provides industry-specific information.

Goldman Sachs Investment Research important disclosures appear on the back cover.
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Main Points

The FASB reached a preliminary decision in April to eliminate
pooling of interests to account for business combinations. The
Board also favors a shorter goodwill amortization period and
will Likely eliminate the immediate writeoff of in-process R&D.
Some investors are concerned that these changes could adversely
impact future Business consolidation.

Only a few of our industry analysts “elieve that the accounting
changes under consideration may have a dramatic effect on
future M&A activity in the industries they cover, which include
advertising, healthcare information technology, medical devices,
and precious metals. Most analysts anticipate acceptance of a
cash earnings valuation approach if the FASB changes are
ultimately adopted.

This report should help investors assess the possible impact of
these potential accounting changes on future (1) M&A activity,
(2) individual company valuations, and (3) corporate reporting
policies.

Global merger activity has more than tripled to $1.9 trillion in
1998 from $419 billion in 1990. The fundamental factors
driving M&A activity are intact: robust corporate cash flow, a
positive regulatory environment, focus on interal reengineering,
an attractive financing environment, and the desire to improve
market share and overall competitiveness.

Our detailed Appendix, which begins on page 19, provides
industry-specific information.

Goldman Sachs Investment Research
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ntroduction

FASB Votes Tentatively
to Eliminate Poolings and the
Immediate Writeoff of in-Process R&D

The Financial Accounting Standards Board (FASB)
reached a preliminary decision in April to eliminate
pooling of interests to account for business combina-
tions, In doing so, the FASB fentatively decided that
the ptirchase model is preferable to allowing more
than one framework to be used when businesses
combine. The FASB also determined that a shorter
goodwill amortization period may be appropriate.
For instance, it believes that the useful life of
goodwill should never exceed 20 years (goodwill is
currently amortized over a period not to exceed 40
years). This followed a tentative judgment in
February to eliminate the imumediate writeoff of in-
process R&D (IPR&D). The FASB now believes
that JPR&D should be capitalized and amortized
over its estimated useful life.

Industry Conclusions

Future M&A Activity Is Not
Expected io Slow Dramatically

. Acceptance of Cash Eamings Valuation

In general, only a few of our analysts believe that
the ing ch being idered by the
FASB will have a dramatic effect on future M&A
activity in the industries they cover. These include
advertising, healthcare information technology,
medical devices, and precious metals.

Most analysts . conclude that the potential
accounting changes will not have a material
adverse effect on future M&A activity. These
analysts emphasize that gements’ decisions to
consolidate are influenced primarily by the (1)
strength of the operating and financial fundamentals
underlying the transaction in question and. (2)
strategic factors (such as, synergies, improving
competitiveness, market share gains, and others).

Industry Examples

[ ) 1. s i g
sE8. Y

The Appendix
specific comments that are difficult to summarize

* In some industries, namely brokerage and medical
devices, our analysts anticipate a "flury® of
poolings to precede ultimate implementation of the
business combination changes under consideration
by the FASB.

+

® The majority of our,analysts anticipate a more
intensified focus on a cash earnings metric or
supplemental valuation measures, such as retum
on invested capital and economic value added
(EVA®), if the FASB rule changes are ultimately
adopted.

® In some sectors, such as energy, where there has
already been considerable consolidation, our
analysts do not expect the accounting changes to
have 2 material impact because so much M&A
activity has already occurred,

"In contrast, our analysts believe that industry
consolidation is far from complete in other sectors,
such as asset management.

industry Detalls: Qur
industry Analysts’ Views

Contents of the Detailed Appendix

We have surveyed G0 industry analysts in our
Investment Research Department regarding the
possible impact that these potential changes in
accounting could have on (1) future M&A activity
in their covered industries and (2) individual
company valuations. Their detailed commentary
and analyses are presented in the Appendix, which
includes

* a description of the current vaiuation metric(s) that
are used in each sector;

® an assessment of whether a cash eamings (ie.,
earnings before goodwill) measure will be
pted if the p ial ing rule ¢h

are uitimately adopted;

ac 4 g

* the most popular accounting framework employed
by combined enterprises sirce 1991 (i.e., purchase
versus pooling);

®the expected impact that these accounting

here. A few interesting examples include the 76
following: amendments could have on future M&A activity;
2 Gold Sachs | t Research
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® a list of the 10 most popular "pooling" industries,
which account for about 25% of total S&P 500
market capitalization and slightly less than 30% of
the total dollar value of worldwide transactions
completed,since the beginning of 1996; and

¥ textnal commentary by analysts on the unique
aspects of their industries that should be
considered by investors.

In addition, our analysts provide guidance as to
how they plan to evaluate the possible resultant
dilutive impact of amortized goodwill and IPR&D

on reported earnings in sectors where equity
valuation is driven by measures such as P/E muld-
ples, P/E-to-growth models, or reported earnings
momentum approaches. Note that the issues under
dis‘cussion are extremely complex and open-ended
given the fact that the FASB has yet to release
Exposure Drafts (EDs)-on the potential accounting
changes that could apply to either business combina-
tions or IPR&D. The opinions expressed reflect the
independent views of Goldman Sachs analysts based
on the FASB's progress to date on these topics.

Goldman Sachs investment Research
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The Issues: (1) Future
M&A Activity, (2) 1
| Company Valuations; and (3)
| Corporate Reporting Policies

The technical aspects of the potential changes in
accounting for business combinations and purchased
intangibles, such as goodwill and TPR&D, are of
great interest to the accounting community. More
important, analysts and investors need 1o assess their
possible impact on future (1) M&A activity at both
the macro- and microeconomic levels, (2) individual
company valuations, and (3) corporate reporting
policies,

{1} M&A Activity (Detailed
Discussion Begins on p. 7}

Global merger activity has increased dramatically
since 1990. ‘The aggregate value of worldwide
acquisitions completed in 1990 totaled about $419
billion. The U.S. dollar value of mergers that were
executed globally more than tripled to $1.9 trillion
as of year-end 1998. We estimate that 1999 mergers
totaled about $479 billion through the end of April
(see Figure 1), The current pace of M&A activity
suggests that managers and owners continue to
perceive attractive underlying vaiue in equities.

Many of these acquisitions have been executed by
larger-capitalization firms that are attemnpting to (1)
gain access to facilities without construction delays,
(2) improve the operating efficiency of their ongoing
‘businesses, (3} increase the retums generaed by the
overall enterprise through synergies, and (4}
improve their competitiveness or market share
through consolidation,

Concemns About Future M&A Activity

There are concerns that the changes in accounting
for business combinations and purchased
intangibles that the FASB iz considering could
have @ material impact on the level of future
consolidation. For instance,

®how, if at all, will the potential changes in
accounting described above impact future M&aA
activity at both the aggregate and industry levels?

® will corporate managements be less willing to
complete an acquisition if the resultant dilutive
impact on reported earnings is material?

* will the underlying economic fundementals and
strength of the strategic alliance continue to drive

* managements’ decisions o complete  these
ransactions? .

" do we expect the potential changes in accounting
for business combinations to have a disparate
impact on different industries?

® if so, what industries are at risk?

This report will attempt to answer these key
questions.

{2) Individual Company Valuations
(Detailed Discussion Begins on p. 12)

In addition, some analysts and investors have
expressed concerns about the potential impact
these accounting changes could have an resultant
LI L % & ' by 1y md equit)} Frres
In some industries, P/E-to-growth models, relative
P/E multiples, and reported earnings momentum
approaches are used as the primary valvation metrics
to assess the fair value of individual companies. In
addition, pooling of interests has been the most
popular business combinations accounting frame-
work used to execute sizable acquisitions in a
number of sectors,

Concems About
Individual Company Valuations

The potential elimination of both (1) poolings and
(2) the immediate wriweoff of IPR&D, in
combination with a shortened amortization period
for goodwill, could affect the valnation of individual
corporations in some cases. In sectors where
valuation is not derived from cash flow, EBITDA, or
cash earnings models, and/or pooling-oi-interests
has been the most popular accounting framework
used to account for an acquisition, analysts and
investors must decids how to evaluate the resuliant
dilutive impact of amortized goodwil and IPR&D
on reported earnings. For example,
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Figure 1: Value of Woridwide Completed Merger Activity
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{a) Data reflected through April 30, 1999.
Source: Securities Data Company.

*® how will historical comparisons be impacted?

® are lower stock price multiples merited in some
cases?

® should analysts "look through” the transaction cost
or goodwill premium and begin to value
companies based on a cash eamnings or earnings
before goodwill (EBG) basis?

®does the goodwill and IPR&D charge have
inherent information content that should not be
ignored?

® will transaction costs (i.e., the goodwill premium)
be driven down as a result of these potential
accounting rule changes?

® will there be a more intensified focus on
supplemental valuation measures, such as cash
eamnings, returs on invested capital, and EVA®?

We have surveyed 60 analysts in our Investment
Research Department on these issues. Their
comments and analyses, which are presented in a
detailed Appendix, clarify many of these key
questions at the micro level. In general, our
lysts do not believe that the p ial changes in
accounting for business combinations and
purchased intangibles (i.e., goodwill and IPR&D)
currently considered by the FASB will have a
material adverse effect on future M&A activity in
the industries they cover; however, in some
industries, including advertising, healthcare
informati technology, dical devices, and
precious metals, our analysts expect future
lid te slow dr lly from current
levels if the FASB rule changes being considered
are ultimately implemented.
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{3) Comporate Reporting Policies
{Detailed Discussion Begins on p. 14)

The accounting changes being considered by the
FASB on business combinations and purchased
intangibles, including goodwill and IPR&D, will
also change corporate reporting practices and
policies. An understanding of the technical details
of the potential rule amendments is essental for
relevant investment decision-making purposes. This
report also highlights the detalls of the modified
principles that the FASB is currently examining.

[ . Goldman Sachs Iny t B h
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The Current Merger-Market Environment

As we have mentioned, worldwide merger activity
has been extremely robust since 1990. Executed
global transactions more than tripled between 1990
and 1998 {see Figure 1). And thus far in 1999, the
strong merger market fundamentals appear to be
intact. In addition, there has been a high volume of
billion-dollar deals completed since 1992. For
example, in 1992, only 37 mergers valued at $1
billion or more were executed. This increased to
153, 221, and 291 in calendar 1996, 1997, and 1998,
respectively {see Figure 2).

Since 1992, the volume of announced mergers has
been fairly evenly split between the United States
and the rest of the world. There was, however, 2
slight uptick in announced U.S. merger volume as a
percentage of global volume in 1998 (see Figure 3).

Economic Factors Driving M&A Activity

Many factors drive both domestic and cross-border
consolidations, including

* robust corporate free cash flow;

¥ positive regulatory changes and strategic
imperatives in a number of industries, including
banking and financial services, energy and patural
resources, media/telecom, and retail;

* a focus on the benefits of internal reengineering at
a number of firms;

" more intense pressure placed on corporate
managements to deliver consistent earnings
growth or meet investors’ consensus expectations;

* the desire for some companies to improve market
share and overall competitiveness by engaging in
domestic or cross-border acquisitions; and

"an attractive financing environment in which
interest rates are relatively low, U.S. corporate
balance sheets are strong (low debt-to-equity
ratios), and the investment-grade and bank-debt
markets are strong.

P

These fundamental factors remain intact within the

United States. As a result, we expect aggregute

domestic and  cross-border li to

continue. We do not believe that potentinl changes
in ing for business bi will have
¢ materigi impact on future M&A activity at the
macro level in the intermediate term. Factors that
could slow or derail the pace of global M&A activity

include (1) a notable increase in interest rates, {2) a

dramatic downtum in equity prices, (3) an economic

downturn or recession, (4) a Hquidity squeeze or
credit crunch, (5) a large number of failed deals, and

(6) increased regulatory obstacles.

Trends in U.S. Equity Supply

The trend in U.S, equity supply is another proxy
that reflects changes in (1) the pace of new equity
issuance as well as (2) the reduction in shares due
to factors such as cash mergers, LBOs, and share
repurchases. Corporations have continued to shrink
equity supply through Md&As, LBOs, and share
repurchase programs. Much of the gross new
issuance has been executed by smaller-capitalization
companies; larger, more established firmns have been
active in withdrawing shares from the secondary
market.

Gross new issuance of shares fell to $74 billion in
1998 from $122 tillion and $118 billion in 1996 and
1997, respectively, largely as a result of unusually
volatile equity prices combined with heightened
investor risk aversion. At the same time, the gross
reduction in shares during 1998 increased to $328
billion from $241 billion in 1997. Companies
reduced shares outstanding for several reasons,
including support during periods of market volatility
and options exercise. Thus, the net change in shares
was ($254) billion in 1998 compared with ($123)
billion in 1997 (see Table 1),
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Figure 2: Number of Billion-Dollar Deals Completed Worldwide
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Figure 3: Announced U.S. Merger Volume as a Percentage of the Worldwide Total
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Table 1: Change in Shares
(bitlions, at annual rate)

Gross Change Gross Net Change
Year in Shares{a) - New issues in Shares

1968 . $ (37 ,§ 48 $ 09
1988 (3.4) 8.4 5.0
1876 (3.4) 8.6 N 52
1971 1.4 13.2 146
1872 {0.5) 14.1 . . 138
1973 22 . 10.8 13.1
1974 T 0B 63 57
1975 (2.2) 10.8 8.7
1976 1.1 11.1 12.2
1977 7.4 12.0 46
1978 79 10.4 3.4
1978. {17.8) 12.0 - {5.5)
1980 (104) 225 B 121
1881 {352) 248 {107}
1982 (23.8) 30.1 . 82
1983 (28.6) 51.6 23.0
1984 (96.1) 228 (73.5)
1988 (104.2) 355 68.7)
1986 {128.9) 61.8 67.0)
1887 {108.5) 53.4 (55.1)
1988 (146.2) 425 (1037}
1989 (147.4) 322 (115.2)
1890 (68.8) 23.4 . (45.1)
1991 {19.0) 65.3 46.3
1992 (5.5) 78.4 73.0
1993 (36.8) 111.1 74.3
1994 (83.7) 60.2 {23.5)
1995 (127.1) . 73.2 (53.9)
1996 {185.4) 122.0 (63.4)
1997 (240.9) 117.9 (123.0)
1998 (328.4) 74.0 (254.4)
1908: 1 (193.8) 72.8 (121.0)

2 {219.9) 100.0 {118.8)

3. (331.0) 44.8 {286.2)

4 {568.9) 78.4 (490.5)

(a) U.8. corporate demand for shares stemming from cash mergers, LBO's, and share repurchases.

Source: Federal Reserve Bulletin and Flow of Funds Accounts.
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Micro Backdrop: Analyzing
M&A Activity at the industry Level

In order to accurately assess the impact that the
potential (1) business combinations and (2)
purchased intangibles accounting rule changes could
have on different industries, it is necessary to
analyze M&A wends at the micro level. In
particular, many of the consolidutions completed in
the last 12 months have occurred in industries
where either favorable regulatory changes are
being intr i (Le, fi ial services and
telecommunications) or weak business/economic
conditions have increased the need for companies
to form strategic alliances o retain their
compelitiveness  (Le, energy and natural
resources). Figure 4 reflects the worldwide deals
completed by industries since May 1998.

It is also important to analyze the means by which
corporations have executed M&A transactions over
time. For example, have cash or stock transfers been
used most frequently? Have the majority of deals
involved combination currencies, such as cash and

stock? Or have debt, stock options, and warrants
accounted for the acquisition currency of choice in
most transactions?

Not surprisingly, the trend has changed since the late
1970s and over the course of the current economic
expansion. In 1992, 22% of all mergers were
completed using cash, 40% reflected stock transfers,
37% deployed a combinatior of cash/stock, and 1%
used debt and other securities. At year-end 1997,
cash surpassed stock as the most popular
"currency” used to execute business combinations;
it accounted for 40% of the total. Acquisitions
executed as share transfers reflected 32% of all
deals, while 27% of the remainder employed a
“combination® currency; debt and other securities
were used in the remaining 1% of the total

transactions completed (see Figure 5).  These
aggregate  data  comespond  lo our  analysts’
assessments of the most popular business

combinations medel used since 1991 in various
industries, as we will discuss.

Figure 4: Percentage of Worldwide Transactions Completed by Industry
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Source: Securities Data Company
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Figure 5: Breakdown of "Transaction Currencies” Used in the United States
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The potential elimination of both (1) poolings and
(2) the immediate writeoff of IPR&D, combined
with 2 shortened amortization period for goodwill,
could theoretically impact future M&A activity in
some industries as well as the valuation of individual
corporations in some cases. In selected industries,
equity valuation is driven by metrics other than cash
flow, EBITDA, or cash eamings. In others, pooling
of interests has been the most popular accounting
framework used to account for an acquisition.
Analysts and investors need to determine whether
they should "look through" the goodwill or
IPR&D charges if these accounting changes are
ultimately adopted. They must also consider
whether future M&A activity will be adversely
i ted by the elimi of poolings in sectors
where this approach has been used most often.

#7,

The Appendix Refiects Our Analysts’
Detailed Analyses and Commentary

Our Investment Research Department analysts
have provided detailed commentary and analyses of
how they plan to evaluate the possible resuliant
dilutive impact of amortized goodwill and IPR&D
on reported earnings in sectors where equity
valuation is driven by measures such as P/E
multiples, P/E-to-growth models, or reported
earnings momentum approaches. They have also
evaluated the possible impact of these potential
accounting changes on future consolidation trends
_ in the groups they cover,

In addition, our analysts have listed the primary
valuation measures used to analyze companies in
their industries. They also indicate the degree to
which a cash eamings or cash multiple concept (L2,
earmings before goodwill) may be embraced by
investors and analysts on adoption of the possible
changes in accounting guidelines. And last, they
indicate whether the purchase or pooling model has
been the most popular framework used since 1991,

In general, our analysts ds not believe that the
potential changes in accounting for business
combinations currently considered by the FASB
will have a material adverse effect on future M&A

activity in the industries they cover. In most cases,
they believe that corporate consolidation decisions
are influenced primarily by the (1) strength of the
economic fundamentals underlying the transaction in
question and (2} strategic factors (i.e., synergies,
improving competitiveness, market share gains).

Purchase versusPLooling
Statistical Industry Breakdown

Our analysts indicate that the purchase approach is
already the most commonly used accounting model
in business combinations. Interestingly, of the 60
analysts surveyed, 34 indicated that the purchase
model was used most often to account for
acquisitions in their industries, which reflect about
35% of the total market capitalization of the S&P
500. Poolings were most popular in 10 sectors,
which account for about 25% of total S&P 500
market capitalization and slightly less than 30% of
the total dollar value of worldwide transactions
completed since the beginning of 1996. A combina-
tion of purchase and pooling acquisitions was
completed in 16 groups. These industres reflect a
smaller portion of the total size of the S&P 500 at
about 20%. In industries where a blend of purchase-
versus-pooling  consolidations was  executed,
analysts indicated that poolings accounted for most
of the larger acquisitions, while purchase transac-
tions applied to many of the refatively smaller deals.

The majority of analysts surveyed beligve that a
cash earnings or cash multiple ‘model would be
accepted in their industries if the FASB business
combinations accounting changes are ultimately
adopted as detailed, In four of the ten industries
where the pooling model has been used most
frequently, however, analysts indicated a reluctance
to "lock through" or ignore the goodwill charge
completely.  These include computer on-line
services, data networking, semiconductors, and
precicus metals.  In their opinion, the goodwill
premium or transaction cost has value-added
importance and can be used to assess whether an
acquirer has overpaid for a target firm. In the
remaining six "pooling” industrdes, four analysts
indicated that the investment community would
accept a cash earnings metric, while two indicated
that use of this valuation measure has been case
specific (see Table 2). Some analysts anticipate a
reduction in the goodwill premium or transaction
cost paid in lurger acquisitions.

12
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Table 2: Most Popular "Poceling” industries

Assessing the Use of Cash Earnings and Future M&A Trends

Concern About

Acceptance Potential Accournting
of Cash Change on Future
industry/Analyst Multiple, ME&A Activity
Computers - On-Line Services/ No T Low
Michaet Parekh, Rakesh Sood,
Jamie Friedman
Data Networking/Ajay Diwan Slowly Low
becoming
a trend
Electronics - Semiconductors/ Not currently 1ow
Gunnar Miller
Financial Services - Banks/ Yes(a) Moderate
Lori Appelbaum
Financial Services - Banks/ Yes: case- Moderate’
Sally Pope Davis specitic(b)
Financial Services - Brokers/ Yes Moderate
Richard Strauss
Fin'l. Svces: Specialty, Thrifts/ Yes(c) Low
Bob Hottensen and Michael
Hodes
Healthcare information Yes: High
Technology/Steve Savas specific to the more
mature firms
Metals - Preclous/ Not currently. High
Daniel McConvey in future, may see
an increased focus on EBG
if goodwill charges are material
Retail - Supermarkets/, Yes Low

Jdohn Heinbockel

(a) Few banks experience dilution to reported earnings of greater than 5%-10% from goodwill charges. Those that do
disclose refevant information that enables analysts and investors to derive cash earnings.

(b) Cash EPS is used if it represents more than a 10% difference from GAAP EPS. The relevance of cash earnings for
valuation purposes is not clear in all cases.

() Incases where there are material amounts of noncash expenses, analysts and investors have tried to add back goodwill
and other accruals to derive a better proxy to assess a firm's future earnings and capital generation prospects.

Source: Sachs R h Analysts.
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A tHoropgh analysis of the technical details

underlying the potential changes that could be made
to the current guidelines governing both (1) business
combinations and (2) purchased intangibles,
including goodwill and IPR&D, is essential. The
following sections provide the necessary background
information.

Accounting for Business
Combinations: Technical Details

The FASB added the long-term project or business

binations to its agenda in mid-1996 in an effort
to review existing accounting guidelines governing
M&As, Curremt rules are stipulated under APB
Opinion No. 16, "Business Combinations" and No.
17, "Intangible Assets."

The FASB's primary objective is o formulate an
accounting  standard  that establishes financial
accounting and reporting guidelines for business
combinations and purchased intangibles. It is also
(1) considering the possibility of narrawing the
differences in ing results b the
pooling and purchase methods, (2) reviewing the
need for two separate and distinct methods of
accounting for business combinations, -and (3)
assessing the need for improved harmony between

U.S GAAP and international acc tandards.

g
The FASB’s project has focused on
* the factors that determine a business combination;

* the determination of when the pooling-of-interests
or purchase method should be applied;

* income statement recognition and the timing of
purchase-method accounting adjustments; and

® accounting for goodwill and other identifiable
intangible assets.

The FASB Attempts )
to "L.evel the Playing Field"

In undertaking this profect, the FASB has
addressed several ongoing concerns that haye
resulted from the disparate treatment reflocted
under the purchase-versus-pooling accounting
models, including gxe

= ongoing need for interpretation by accounting
regulators to determine what mergers qualify for
pooling treatment;

mcontinued move toward hammonization of
international accounting standards;

& lack of financial statement comparability between
companies that have applied the purchase-versus-
pooling models;

= widespread popularity of the pooling framework,
despite the rigorous application of 12 criteria and
the fact that the economic reality of a purchase or
pooling business combination is identical. For
example, (1) operating cash flow, (2) taxes, and
(3) earnings before interest, taxes, depreciation,
and amortization (EBITDA) are equal (ignoring
deferred  tax  accounting) under  both
methodologies; and

= different equity market response (in favor of
pooling of interests) that is often generated by
purchase-versus-pooling treatments.

Improving the Comparability
of international Accounting Guidelines

The FASE has coordinated this project with other
international standard setters in an attempt lo
harmonize further international accounting
guidelines. Many accounting regulators believe that
there is a continued need o enhance cross-border
financial reporting practices. The need for improved
international standardization has not been the
primary catalyst influencing the FASB's ultimate
decisions related to this project.

For example, although U.S. GAAP permits both
purchase and pooling to account for business
combinations, the purchase method is commonly
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used in most other countries. Outside the United
States, the pooling-of-interests approach is generally
applied under exceptional circumstances (i.e., cases
in which the acquirer cannot be readily identified).

In addition, many countries require companies to ©

amortize goodwill over a much shorter period (i.e.,
five years) compared with the U.S. practice (i.e., 40
years).

Preliminary Conclusions
Reached by the G4+1

In Febmary 1999, members of the Gé+1 (ie,
Australia, Canada, New Zealand, the United
Kingdom, and the United Stares) published a
position paper that focused on the methods of
accounting for business combinations, The Gé+1
concluded that a single-model framework is
preferable to a dual-model approach. In particular, it
identified the purchase model s the most
analytically robust methodology to apply to
combined enterprises. The "fresh-start” model was
considered in rare cases in which an acquirer is not
readily identified. The Gé+1 is curently seeking

public commentary on these preliminary
conclusions.
The FASB's Progress io Date

To date, the FASB has examined several alternatives
t© the current business combinations accounting
model. It has analyzed the merits of narrowing the
differences - between pooling and  purchase
acquisitions under a dual-method framework or
modifying the conditions specified for pooling-of-
interests accounting, The FASB has also considered
implerenting a.single-method approach, in which
the pooling model would be eliminated and replaced
with (1) SAB 48 (i.e., transfer of assets by promoters
and shareholders) or recapitalization transactions, or
{2} a "discernible elements” model.

The "Discernible Elernents”
Approach: Cluestions of Operaitonal:ty

A “discernible clements” approach would require the
acquiring firm to (1) identify and document the
discernible elements of goodwill, (2) allocate a
portion of goodwill to each element, and (3)
determine the useful lives of each of those elements.
Goodwill would be amortized over the weighted
average of the useful lves of its discemible

elements. (The FASB has determined that under a
purchase bisiness combination, goodwill would be
amortized over its useful life, if that life is
determinable.) If an element does not have a
determinable life, it would not be amortized. After
reviewing the results of a field test, the FASB
téntatively concluded in October 1998 that the
"discernible elements™model is not operational; too
much subjectivity would be invelved in applying
this approach, compromising the reliability of the
information presented.

" Since July 1998, the FASB has been focusing its

attention on developing a single model to account
Jor business combinations. Such a framework
should reduce the differences in  accounting
outcomes between the purchase and pooling
methods, rather than simply modifying the
conditions  specified for pooling-of-interests
accounting.

Current Mode! under Discussion

in Apm’, the FASE voted unanimously to eliminate

ling of i as a method of g for
busmess combinations. The FASB tentatively
decided that the purchase method is preferable to
allowing more than one model to be used when
businesses combine. The change will be effective
for business combinations initiated affer the FASB
issues a final standard on this issue, which is
expected in late 2000. {The FASBE plans to release a
formal proposal on business cornbinations during the
third quarter.)

The single-model framework that the FASB is
currently considering would entail (1) retention of
the purchase model with some modifications; (2) a
shortened goodwill amortization period, in which the
useful life of goodwill would not exceed 20 years
(gocdwill is currently amortized over a period not to
exceed 40 years); (3) improved disclosures related to
goodwill, including a breakout of goodwill
amortization as 2 separate line item in the net
income ot comprehensive income statements, as
well as supplemental footnote disclosures reflecting
the allocation of the wansaction cost to the
underlying assets and Habilities of the target firm;
and (4) an impairment review of goodwill required
no later than two years after the acquisition date in
some cases,
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Differentiating Between tre
Purchase and Pooling-of-interests Models

APB Opinion 16 specifies that corporations may
apply two approaches to account for a business
combination: the (1) purchase or (2) pooling-of-
interests methodology. This rule stipulates that a
business combination” that satisfies 12 specific
criteria should be accounted for as a pooling; all
other combinations should be accounted for as an
acquisition of one or more companies under the
purchase method.

Puooling of Interests

The 12 conditions that must be -met for pooling to
apply can be divided into three broad catzgories: (1)
atributes of the combining companies, (2) the
method or manner of combining the imterests, and
(3) the absence of planned transactions that are
inconsistent with the combination. Unlike purchase
accounting, pooling requires the continued use of
the historical costs of the combining entities; it
does not create govdwill,

When two entities combine under & pooling, the
rights, benefits, and interests of the owners of each
entity are deemed to continue. The recorded assets
and labilities of the constituents are camied forward
to the combined entity at the recorded or historical
amounts. Goodwill (or the premium paid over the
current fair market value of a target firm's separately
identifiable net assets or bock valme) is not
generated.  Hence, companies can avoid the
“earnings drag” resulting from the need to
amaortize or write off goodwill egainst income in
Juture years; earnings are not reduced as a result.

Purchase Accounting

‘Under the purchase method, the acquiring

company merely records the price aof the target
firm, rather than pooling the fwo companies’
assets. The acquiring entity must then write off
goodwill over a period not to exceed 40 years.

In applying purchase accounting, firms are required
w0 ailocate the purchese price o the assets and
liabilities of the acquired frm; all assers and
Habilites are restated to their fair marker values.
The restated net fair value is compared with the
purchase price. If the purchase price exceeds the fair

market value, then it is attributed to either (1)
goodwill or {2) identifiable intangible assets, when
possible, If the restated net fair value exceeds the
purchase prics, then the writeup of property is
reduced until equality is achieved. ' In addition, the
comimon equity of the acquired firm is eliminated.

e 5
Accounting for IPR&D: Technical Detaiis

FASB Decides Tentatively to
Eliminate the Immediate Writeol of IPR&D

In February, the FASB decided tentatively to
eliminate the immediate writeoff of IPR&D. The
board determined that IPR&D shouwld be
capitalized and amortized over its estimated useful
fife. The FASH has not yet released a formal
proposal regarding this potential change, which will
affect both IPR&D acquired (1) in a purchase
business combination or {2} singly, or as part of a
group of assets, in a separate ransaction.

The FASE plans to release an ED this summer as
either part of its busiress combinations proposal or
as an amendment to FAS 2 and FIN 4, the cureent
standards governing R&D and advertising costs.
The ED will then be subject to public commentary
for a 90-day period, followed by final FASB review.
The FASB has not yet decided on en effective date
Jor ultimate impl tation of this p ial
accounting change, which could have a significant
impact on seme firms operating in the
biotechnology,  major  drugipharmaceufical,
medical devices, and high-tech industries.

Earnings Management:
Racent SEC Action Related 1o IPR&D
and Other Discretionary Accounting Areas

Many analysts and investors have begun to focus
increased attention on the quality of reported
carnings recorded by many U.S. corposations.. Less-
favorable global economic conditions and the
resultant deceleration in corporaie profit growth
have contrbutad to a deterioration in earnings
quality since mid-1997. This followed a multiyear
period of dramatic improvement in aggregate
reported  earnings, sputred primarily by lower
inflation, ongeing corporate restructuring, and
moves by the FASB to encourage conservatism in
corporate accounting (see Table 3). (We expect
earnings quality to improve again in 1999.)
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Table 3: Writeofs Diminished as a
Percentage of Reported EPS Through 1996

S&P 500 Earnings Per Share
Writeoffs
as % of
' Reparied Writeotfs Reported
1988 $23.73 $0.75 3.2%
1889 22.87 2.88 138
1980 21.34 341 16.0
1891 15.91 6.28 39.5
1992 19.09 5.58 29.1
1983 21.89 6.61 30.2
1994 30.60 240 7.8
1985 3388 4.83 142
1886 38.73 3.8t e.8
1997 39.72 7.04 17.7
1998 37.71 8.08 21.4
1999E 43.00 €.00 14.0
2000E 48.00 5.00 10.4

Source: Standard & Podr‘s; Goldman Sachs & Co.

The heightened focus on eamings quality has
increased the need for financial statement users to
identify companies that achieve incremental
increases in earnings resulting from strength in
businéss fundamentals rather than accounting
"gimmickry.” The SEC raised the bar in mid-1998
by adding a project on earnings management to its
accounting agenda. The SEC is concemed that in
select cases, panies may be ging earnings
to meet consensus eamings expectations or to
smooth long-term profit trends.

" In panicular, the SEC is reviewing five areas of the
accounting  framework  that are  subject to
management discretion and, hence, potential abuse:
(1) recurrent restructuring charges, (2) reserve
accounting, (3) revemue . recognition polices, (4)
i ial" isapplicati of  accounting
principles, and (5) "creative” acquisition accounting
and the treatment of IPR&D. The SEC wanss o
focus attention here, even if most corporations
follow - conservative approaches. There is concemn
that even a small number of flagrant abuses could
undermine investor confidence in corporate data.

ion

ial

Peak
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In January, the SEC, as part of its ongoing
earnings management project, sent letters to aboyr
150 companies that plan to report significany
charges in 1998 related to asset impairments,
restructuring activities, or IFR&D. The letters
advise corporate managements that the SEC's staff
ray select their firms’ annual reports for review if
disciosure amendments,are not made; restatemenis
may also be required in some cases. Similar notices
were distributed to some bank holding companies
with respect to their provisions for loan losses (see
our November 1998 accounting report, Earnings
Management Revisited, and our February 3rd
comment for further details).

What's at Issue with Regard to IPR&D?

Under FAS 2 and FIN 4, all costs related to the
R&D process must be expensed as incurred. This is
the theory underlying the immediate writeoff of
IPR&D;, however, veluation guidelines related to
IPR&D are flexible, and herein lies the problem.
The SEC believes that some firms are engaging in
a game of "goodwill arbitrege” by valuing in-
process R&D at high levels to "fatten” the writeoff.
Unreasonable valuations of purchased R&D may
result becaunse management doesnt always
determine the fair value of IPR&D separately from
all other acquired assets, such as brand names,
customer relationships, and engineering and
marketing resources. Purchase price allocations to
IPR&D are typically based on appraisals that use an
“income approach” to valuation; estimates of future
reyenues and costs can be misleading.

To minimize these valuation problems, the SEC is
currently requiring companies to provide 'the
appraisal method used to value [PR&D projects that
are acquired, including materjal  assumptions
incorporated into these models. In periods after a
significant writeoff, 2 firm must discuss the status of
their efforts to complete the projects and the impact
of any delays on expected investrent returns, results
of operations, and financial conditions.

Rationale Underlying the FASB's
Proposed Changs to Accounting for IPR&D

In reaching its preliminary decision regarding the
potential change in accounting for IPR&D, the

Goldman Sachs Investment Research
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FASB determined that [PR&D zcquired in a
purchase acquisttion should be recogrized as an
intangible asset and amortized over its usefnl
economic life, as are other identifiable intangible
assets acquired in business combinations under
Opinion 17. The FASB concluded that FAS 2 and
FIN 4 are oriented toward internally generated, as
opposed to purchesed, intangibles. Because IPR&D
is acquired in an amm’s length wansaction, it must be
viewed as a purchased intangible;  additional
validation regarding i value is alsn required.
Hence, in their carrent forms, FAS 2 and FIN 4 are
misapplied to IPR&D. :
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Mr. DINGELL. I also note that most foreign countries prohibit
pooling or allow it only as an exception.

For example, the United Kingdom and the International Ac-
counting Standards Committee permit pooling only when both com-
panies are the same size or the acquiring entity cannot be identi-
fied. Canada is considering a proposed standard much like FASB.

As the managing director of corporate finance at Moody’s noted
in his comment letter to FASB, “Moody’s supports the objectives of
accounting standards setters to improve the harmonization of ac-
counting standards globally, and welcomes FASB’s proposal to
eliminate the pooling of interests method. We believe that a single
method can improve analytic efficiency, especially in cases where
a single transaction or essentially identical transactions would
produce dramatically different accounting results, and thus en-
hance the ability of cross-border capital participants to compare,
easily and accurately, alternative investments.”

As I said at the beginning, I have not made up my mind on the
FASB proposal. It raises a lot of questions, including those relative
to the treatment of goodwill and the valuation of intangible assets.
The FASB is in the process of sifting through better than 400 com-
ment letters, along with the testimony it received in its public
hearings, and is redeliberating all the issues.

I urge the Board to proceed cautiously and carefully in weighing
the costs and benefits to try to achieve the greatest possible good.
I would also urge my friends in the high-tech industry to work with
FASB to develop a compromise or an approach that eliminates cur-
rent biases and distortions and meets the legitimate concerns of all
parties. On that note, I look forward to today’s testimony on this
important and complex matter.

Mr. Chairman, I again commend you and thank you for calling
this hearing.

Mr. OXLEY. The gentleman’s time has expired.

The gentleman from California Mr. Cox.

Mr. Cox. Thank you, Mr. Chairman. Thank you for holding this
hearing today. It is obvious from the comments of the members of
our panel thus far that it is very important for us to examine
FASB’s current proposal to eliminate pooling.

As a member of this subcommittee and a former securities law-
yer, I am anxious to hear from our witnesses on their perceptions
of the consequences, both intended and unintended, of FASB’s deci-
sion to eliminate the pooling method for mergers.

I would not expect that Congress would want to legislate specific
financial accounting rules for reporting companies, although that is
clearly Congress’s prerogative. I do believe it is important that sev-
eral important concerns that have been raised about the current
exposure draft have a complete airing in Congress. I also believe
it is important that FASB’s process be both deliberative and trans-
parent.

The purpose of the 1933 and 1934 acts is full and fair disclosure
in order to build and maintain confidence of the public in our cap-
ital markets. Congress in the 1933 and 1934 acts made it plain
that the standards of financial reporting and financial statements
issued under these acts are defined pursuant to congressional au-
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thority. I prefer to see this authority exercised through delegation
to the SEC and to the FASB.

When, as in this case, the consequences of a change in the rules
go far beyond a determination of the quality of publicly disclosed
financial information and would, in addition, have a potentially sig-
nificant impact on the entire economy, Congress cannot abdicate its
responsibility. So we are doing today the minimum, I think, that
is required of us. We are beginning a hearing process.

Many questions remain as to why FASB is eliminating pooling
at this time and in this way. Our current reliance—our current na-
tional reliance on pooling and purchase as the two means of ac-
counting for goodwill intangibles is as reliable as a two-legged
stool. What FASB appears to be proposing here, rather than an ex-
amination of how better to account for intangibles, is to cut out one
of the two legs of the stool, giving us a one-legged stool.

I would hope that in this hearing process we can go beyond the
exposure draft and examine some of the questions that our experi-
ence over the last 20 years has raised for us, because over that last
20 years market-to-book value ratios have increased threefold be-
cause of intangible assets.

As it has been pointed out by many of our colleagues here this
morning, ideas and intangible assets are an enormous part of to-
day’s economy not because these things are illusory, but because
they are very real and more important than some of the things that
go into making book value a hallowed and very reliable method of
accounting for many, many years.

I think Congress needs to keep our focus. Ideas and intangibles
are driving this economy, and we are responsible, much more than
FASB, to ensure that we do not derail the economy in the United
States.

A recent U.S. Department of Commerce study found that the
Internet economy is alone responsible for 35 percent of the real eco-
nomic growth in the United States in the last 5 years. So I am in-
terested in our witness’s views as to how FASB’s proposal to elimi-
nate pooling will impact capital flows in this sector of our economy.

Last, Mr. Chairman, I would observe that the pooling method
has been around for decades. It makes it puzzling, therefore, to me
to understand why FASB is changing the rules at this particular
time.

Not very long ago, in 1994 when already I had been in Congress
for 6 years, the AICPA, the American Institute of Certified Public
Accountants, through its Special Committee on Financial Report-
ing, addressed this very topic. This Special Committee on Financial
Reporting of the AICPA included among its members the current
FASB Chairman Mr. Jenkins.

Here is what their report said, the report from Mr. Jenkins and
his colleagues just a few years ago: “While it is true that some
users prefer the purchase method and some prefer the pooling
method, most also agree that the existence of the two methods is
not a significant impediment to users’ analysis of financial state-
ments. A project to do away with either method would be very con-
troversial, require a significant amount of FASB time and re-
sources, and in the end, is not likely to improve significantly the
usefulness of financial statements.”
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So I would like to know why Mr. Jenkins has changed his view
and what has happened in just these last few years to turn that
statement on its head.

FASB does not make its decisions in a vacuum. The accounting
rules it adopts can and in this case surely will have a significant
impact on our economy.

Mr. Chairman, I thank the committee for holding this hearing on
this important issue, and I look forward to hearing from our wit-
nesses.

Mr. OXLEY. The gentleman from Illinois Mr. Rush.

Mr. RusH. Thank you, Mr. Chairman.

Mr. Chairman, I look forward to today’s hearing on U.S. account-
ing rules for business combinations.

This discussion is certainly a timely one. Today we have seen an
unprecedented increase in market activity, which has in turn
fueled the booming economy that we currently enjoy. Within the
midst of such growth, there has also been a market increase in
mergers and acquisitions.

This brings us to the problem at hand. The pooling of interests
versus the purchase accounting method is intriguing for several
key reasons. Before we have the pooling method, which reflects the
uniqueness of the high growth economies in that today the merging
of two high-tech companies does not necessarily involve the acquisi-
tion of depreciating machinery or office furniture.

Instead, in today’s high-tech market, ideas themselves have
value, and over time that value increases. However, this accommo-
dation for this new asset apparently comes with a price. That price
is transparency. While I am certainly in favor of measures which
sustain and encourage market growth, I remain mindful that the
United States has been at the forefront in encouraging trans-
parencies of markets worldwide. I am of the belief that we should
be consistent in our support of that policy on the domestic front.

Aside from this public policy concern, I am at present most con-
cerned that when the economic climate in this country is not so ro-
bust, fiscally weak companies which undergo mergers will use the
pooling method to, if you will, sucker in unwary investors.

There is little doubt in my mind that we need uniformity in the
merger and acquisition information made available to the weekend
warrior who signs onto E*TRADE or any other of the assortment
of easily accessible trading venues. But it is important that in pro-
tecting the average investor, the very factor which has encouraged
such high market participation is not damaged.

I am confident that with a sober discussion and analysis by
FASB and others, there can be some reasonable compromise which
will result in clear and uniform means by which investors can
make crucial decisions. At the very least, there should be some ex-
amination of whether requiring the purchase method across the
board will, as many argue, deliver a severe blow to our surging
economy.

The challenge is up to the financial pundits to strike this impor-
tant balance. I certainly hope that we and they will meet this im-
portant challenge.

Mr. Chairman, I yield back the balance of my time.

Mr. OXLEY. The gentleman from New York Mr. Lazio.
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Mr. Lazio. Thank you, Mr. Chairman, for holding the hearing. I
want to thank you for assembling a great list of witnesses, includ-
i{ng our colleagues and Mr. Jenkins, the FASB Chairman Mr. Jen-

ins.

I want to make mention of a couple of things. First of all, the
gentleman from Michigan made reference to a factual setting
which, ironically or coincidentally, is the same involving AOL and
NetScape, the merger affecting the—the $900 billion merger, only
$500 million of which was accounted by tangible assets.

That merger would likely never have occurred if they were forced
to use purchase accounting because of the write-down of $9.5 bil-
lion over 20 years under purchase accounting. The economy would
have been deprived of the synergy of that merger, like many oth-
ers, Travelers and Citi and several others who may well have fore-
gone the option of merging if they were forced to use purchase ac-
counting.

There are some who argue that we need to have a single account-
ing method, we need to have harmony with our international
neighbors. First of all, even among our international neighbors,
and including the U.K., there are situations where pooling is al-
lowed.

Second of all, why should we harmonize if we are not harmo-
nizing based on the right principles? Why should they not har-
monize with us if we have the superior model? If our economy is
making all of the right moves, and the synergies that are being cre-
ated by our combinations through IT and biotechnology are leading
the world, why shouldn’t they be following us?

There are people who say, why is it that we shouldn’t use pur-
chase accounting, because you can identify the value of the trans-
action better through purchase accounting? Hogwash. The market
determines the value of mergers and acquisitions. In the end, the
market knows far more than any accounting method and any law
that we can create. We need to have some trust in them.

There are some people who say that the purchase method is a
superior method for giving investors more information. Some would
argue that the information is less relevant, that increasingly the
market is looking for cash-flow valuations and not economic value
analysis, neither of which rely on accounting methods.

There are people who say investors cannot tell how much is in-
vested in a particular transaction, and they cannot track any sub-
sequent performance. Again, the value in the end is determined by
the market. Under any methodology, investors often find it very
difficult to track subsequent performance based on individual com-
binations.

Some people say we should have one accounting method because
companies who are merging should have only one accounting meth-
od. Why should they? Businesses even within the same sectors are
often using maybe different accounting methods for different pur-
poses, including inventory and depreciation and other costs.

In a May 2 letter from the Financial Accounting Foundation,
which funds FASB and helps support its members, they opined
something that I am concerned about. I will quote briefly, if I can:
“at the present time, a few constituents are unfortunately encour-
aging Members of Congress to intervene in the independent private
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sector standards-setting process. While full public debate of the
technical merits of a proposed standard is encouraged and appro-
priate, we do not believe that the standard-setting process should
be subject to governmental intervention when appropriate and ex-
tensive due process procedures have been followed by the FASB.”

I would say, first of all, that I hope this does not have a chilling
effect in terms of people who want to express their first amend-
ment right to speak to Members of Congress, especially when eco-
nomic impact is taken into account; it seems to me, to this Mem-
ber, more some of us at the podium than those in FASB, with all
due respect, first of all.

Second of all, I am concerned that the FAF and FASB say on one
hand that their standard-setting process should be free from inter-
vention by Congress, while on the other hand FASB is citing SEC
staffing burdens as one of the reasons for eliminating pooling. Does
that mean that it is wrong for us to inquire into FASB’s process,
but it is okay for the SEC to actually drive the process?

Third, I am interested in hearing from FASB how they proceeded
in considering the elimination of pooling. I want to compliment
them and commend them on the notice and comment process, but
I would much prefer if they look at purchase accounting first, fig-
ure out how it can be improved to account for all the intangible as-
sets that companies possess, especially in the IT and biotech sec-
tors. I am interested in hearing why purchase accounting cannot
be retooled for the new economy, and then we can consider the use
of pooling.

I am hoping that FASB Chairman Ed Jenkins can touch on some
of these when he testifies.

Thank you, Mr. Chairman.

Mr. OXLEY. The gentleman’s time has expired.

The Chair is now pleased to recognize the gentlewoman from
California, who is technically not a member of this subcommittee,
although we hope perhaps that will change soon. We are glad to
have her with us. The Chair recognizes Ms. Eshoo.

Ms. EsH00. Thank you very much, Mr. Chairman, first of all for
extending your courtesy to me to join with your subcommittee
today for this very important hearing, and I salute you for bringing
this hearing into reality, because it is a discussion of an issue that
we all believe, given the excellent opening statements of members
of the subcommittee—it really is a hearing about our national econ-
omy, what has made it so, what has contributed to it, and the ex-
amination of the proposal that the FASB Board has brought about.

When 1 first came to the Congress in 1993, I introduced legisla-
tion relative to an FASB proposal. It was legislation that respected
the independence of the Board, but it also was legislation regarding
the potential decision of the FASB Board to prohibit a method of
accounting for the value of stock options.

I believe that the conclusion that the FASB came to at the end
of the 1994 was fortuitous because it was good for our national
economy. It spoke to a method of offering stock options that I think
has moved on to be very important for workers and for companies
in our country.

Back then I might say that you could count on one hand the
number of Members that even knew what an FASB was. Today
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there are more and more Members that know and really look close-
ly to what the FASB Board recommends. This hearing today again
involves a potential decision of that Board, and I think that it is
a proposal that needs to be examined very, very carefully.

There have been some very important developments that have
taken place since I first came here and was introduced. There was
a different Chairman of FASB at that time and some different
issues.

Dennis Powell is going to be speaking today representing Cisco
Systems. Since FASB made its stock option decision and its pro-
posed standard on then business combinations, Cisco Systems has
become one of the most admired, if not the most admired, busi-
nesses in America. I say this not just as an advertisement for
Cisco. I think every member wants to examine very carefully what
has given rise to what Cisco represents.

We also have Gene Hoffman who is going to be testifying today,
president of EMusic, an Internet digital music company. When I
was making the case back in 1993 and 1994 about stock options,
I don’t think Gene Hoffman’s business even existed.

So these are not flukes of our national stage or national economy.
As I respect the independence of FASB, I also believe that the Con-
gress has a responsibility to weigh in about issues that affect or
that we think could have a detrimental effect on our national econ-
omy.

Mr. Lazio has spoken to and quoted the Financial Accounting
Foundation’s letter that is here before each member of the sub-
committee. I, too, would like to underscore that. I think it is very
important for people to weigh in with their opinions, but I have to
tell you that I feel a certain rub, because I don’t think they are just
a few constituents. Even if they were, if there were just a few con-
stituents, I was elected to give voice to my constituents.

Members of the House of Representatives are very unique in that
we enjoy, under the Constitution, direct representation. The Presi-
dency does not enjoy that because the Vice President can move into
the Oval Office based on the prerogatives of the Constitution. The
members of the United States Supreme Court are appointed. If
someone dies over in the U.S. Senate, or they decide to step down,
there can be appointment. We and we alone under the Constitution
of the United States of America enjoy direct representation, so if
I die or step down or I am removed from office, there will be a spe-
cial election held so that there will be a direct voice of the people
of the 14th Congressional District of California.

So while I welcome the comments of the Financial Accounting
Foundation, I have to say that in paragraph 5, I think they have
a little overstepped their interpretation or their view of Members
of the Congress.

Mr. Chairman, I really welcome this hearing today. Thank you
for inviting me to join with the subcommittee for this hearing, not
being a member of the subcommittee. I do hope to be a member in
the next Congress. I was before the jurisdictions of the sub-
committee were split in a previous Congress.

I hope that the Financial Accounting Board representatives will
attempt at least to make the case as to why we would blend with
a European standard when we are the envy of the entire world rel-
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ative to our economy, how the proposed standard really serves our
national economy well, who has been hurt by the pooling account-
ing standard that you are making the recommendation about, and
see how those voices that have weighed in and questions—if, in
lellct, FASB sees today a better and a newer way of approaching
this.

Some of my colleagues have suggested a compromise. I hope that
you will cover that in your testimony. Thank you to everyone that
1s here today that is going to enlighten us.

Again, Mr. Chairman, thank you for your leadership. I could not
mean that more.

[The prepared statement of Hon. Anna G. Eshoo follows:]

PREPARED STATEMENT OF HON. ANNA G. ESHOO, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF CALIFORNIA

Thank you, Mr. Chairman, for extending to me the courtesy of joining your sub-
committee today for this hearing. I commend you for your leadership in holding this
important hearing on this issue which is so critical to our economy.

Mr. Chairman, when I first came to Congress in 1993 I raised questions about
the actions of the Financial Accounting Standards Board (often referred to by its
acronym, FASB). I may have been the first Member of Congress to offer legislation
addressing FASB and their proposal to prohibit a method of accounting for the value
of stock options.

Back then, one could count on one hand how many Members of Congress knew
what a FASB was, and still fewer knew that FASB was a private organization that
exercised a strong influence on our economy through its standard-setting decisions.
I spent just as much time explaining who FASB was to our Colleagues as I did ex-
plaining how its decision could have a tremendously negative impact on the New
Economy and the technology industries that drive it.

Today this hearing is about an issue—again involving a potential decision by
FASB. This time it doesn’t involve prohibiting an accounting method for the valu-
ation of stock options, but rather FASB’s intention to prohibit an accounting method
for business combinations and intangible assets.

I find myself again warning of the implications this decision could have and the
potential negative impact on the New Economy and the industries that are still
driving it. As Yogi Berra said, “It’s deja vous all over again.”

However, there have been some important developments between 1993 and today,
and they are seated before this subcommittee this morning.

Mr. Dennis Powell is here today representing Cisco Systems. Since the time FASB
made its stock option decision and its proposed standard on business combinations
Cisco Systems has become the most admired business in America.

FASB’s business is to set standards. Let me point out some standards Cisco has
set: In the past three years, IndustryWeek chose Cisco as one of the best-managed
companies in the nation; and Fortune ranked it as one of the best companies to
work for in America.

We welcome Gene Hoffman, President of Emusic, an Internet digital music com-
pany. When I was making the case that FASB’s proposal on stock options could
hamper the growth of Internet companies, Mr. Hoffman’s company didn’t exist.
Since 1993, an entire technology industry has been created by entrepreneurs like
Mr. Hoffman.

I raise these examples to demonstrate that the issues we’re discussing today are
not dry and mundane theoretical questions. They are decisions that effect entire in-
dustries and our national economy.

This leads me to the issue of FASB’s responsibility and the role it plays in setting
accounting standards. During my legislative career, I've become familiar with the
process FASB goes through in its standard-setting and I respect the work its leader-
ship and staff does in developing proposals.

But I remain deeply concerned about FASB’s perception regarding its process of
private-sector standard setting, and the Federal government’s role of steward of the
nation’s economic health.

FASB is not the exclusive forum for the due process given to business standards.
What may appear to the leadership of FASB as threats of government intervention
may, in fact, be the Federal government fulfilling its responsibility as guardian of
the national economy.
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Put simply: FASB is a private board and accountable to its leadership and its pro-
fession. The Congress is a public institution and accountable to the American peo-
ple.

Again, Mr. Chairman, thank you for holding these hearings and allowing me the
opportunity to participate. I look forward to an interesting and thoughtful discus-
sion regarding these issues and I welcome all of the witnesses here today.

Mr. OXLEY. The Chair recognizes the gentleman from Iowa Mr.
Ganske.

Mr. GANSKE. Thank you, Mr. Chairman. I will be brief because
I want to hear the testimony. I am hear to listen and learn, pri-
marily.

I was intrigued by a quote from Mr. Jenkins on page 3 of his tes-
timony where he quotes an article by Floyd Norris called “Can Reg-
ulators Keep Accountants From Writing Fiction?”

He says, “Pooling accounting is ridiculous because it allows cor-
porations to pretend that they paid much less for an acquisition
than they did. Let’s say company A buys company B for $100 mil-
lion in stock and then a few years later sells company B for $50
million. In reality, it was a disastrous acquisition for company A.
But, thanks to the magic of pooling, company A would have shown
the original acquisition as costing not the $100 million it paid, but
a number that would be far lower, say $20 million, reflecting the
book value of company B. Presto, company A reports a profit of 30
million when it actually lost $50 million.”

I don’t know whether this is true or not. I am anxious to listen
to the testimony and find out. I yield back.

[Additional statement submitted for the record follows:]

PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF LOUISIANA

Thank you Mr. Chairman.

We are here today to answer one question: Should Pooling of Interest be com-
pletely eliminated as an accounting method for Business Combinations?

Well, without a whole lot of thought, I can answer that question fairly easily. The
answer is No, unless either purchase accounting as we know it is improved or we
can all agree on an alternative method of accounting that does not suffer from the
same shortcomings that purchase accounting suffers from.

I have four primary concerns with the FASB proposal to require all merging com-
panies to use purchase accounting.

First, I am not convinced that purchase model accounting makes much practical
sense in today’s new economy. For new economy companies, intangibles make up
a major portion of purchase price allocation not adequately addressed by purchase
model accounting. Put simply, this method provides inadequate guidance on how to
identify and value intangible assets. To the contrary, purchase accounting seeks to
amortize goodwill to expense over a 20 year period in a way that just doesn’t reflect
economic reality.

So essentially, there is a real incompatibility between purchase accounting and
the mechanics of many business combinations that are taking shape in our country.

If FASB’s real concern is ensuring that companies are accurately valued for the
benefit of capital market investors...a concern I might add that the SEC shares as
well...then it should be promoting an accounting method that makes clear how best
to appraise intangibles—technology, intellectual property, brand identification, pat-
ents, and the like—as opposed to asserting that purchase accounting must carry the
day despite that it is defunct in its treatment of intangibles. Furthermore, if FASB
wants accurate valuations, then it should propose something more creative than
simply forcing companies to amortize goodwill over an arbitrary 20 year period—
which we all know often results in synthetically, or artificially, reducing reported
income.

The bottom line here then is that purchase accounting is designed for old world
brick and mortar outfits, and therefore must be revamped itself before I will concede
that it is a better alternative to pooling.
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Second, I am afraid that eliminating pooling in favor of present-day purchase ac-
counting will significantly reduce merger activity in this country. In 1998, there
were 11,400 mergers in the Unite States alone which accounted for $1.62 trillion
in aggregate value. Significantly, the pooling of interest method was used in 55%
of these mergers.

Over half of the mergers in 1998 relied on the pooling method, and it certainly
makes sense as to why. The ability for a company to deal in stock is what in fact
has enabled many companies to grow, provide more jobs, and eliminate inefficiencies
in our economy. Without the ability to offer stock in exchange for ownership interest
in another entity, many acquiring companies would not even consider some of the
business combinations that they have pursued or achieved to date. This to me is
quite troublesome.

Third, I feel that eliminating pooling at this juncture imposes somewhat of a ret-
roactive hardship on many businesses that have relied upon pooling for years. The
two accounting methods in question have been around for years, and I think, have
effectively served as alternatives to one another—kind of a natural Yen and Yang,
if you will. Precisely because the economics of these methods is so different, compa-
nies have always been afforded the opportunity to make a business decision of going
one way or another, depending on the nature of the deal in question. To take pool-
ing off the table at this juncture, without any attempt to retain the flexibility af-
forded by a two method regime, amounts to nothing more than changing the rules
on business mid-stream.

As a lawmaker, I have always had serious reservations about changing laws in
a retroactive manner. My experience is that this usually leads to harming estab-
lished industries and businesses in ways that Congress never intends.

Fourth, and finally, I have grave concerns about process in this debate. FASB con-
tends that its administrative process is modeled after the APA, and that it fiercely
adheres to that process. FASB also states that it will make no final decision about
the proposal or consider whether to issue a final standard until it is satisfied that
all substantive issues raised by all parties have been considered. Well, despite that
most of the comments received, as far as I can tell, oppose making purchase ac-
counting the sole method for business combinations, FASB continues to publicly
make the case for the elimination of pooling.

In addition, its actions suggest that FASB is paying little mind to the interested
parties’ recommendations for either retaining pooling or improving purchase ac-
counting in some reasonable fashion.

Furthermore, upon learning that some of its constituents were “unfortunately, en-
couraging Members of Congress to intervene in the independent private-sector
standard setting process,” the Financial Accounting Foundation (FAF) issued an
open letter criticizing the very notion that Congress should have some say so in the
process of deciding how American businesses disclose financial information. While
I do not deny that FASB’s independence is central to its mission, much like the Fed-
eral Reserve’s, the FAF letter gives the impression that independence in this context
means ABSOLUTE independence.

Well, I'm here to say that it is entirely appropriate for Congress to oversee the
FASB and the SEC’s supervision and delegation of its authority to set accounting
standards. After all, this very authority is derived from the ’34 Act, a piece of legis-
lation that was drafted by this very Committee.

In the end, I hope that the FASB will take my concerns to heart and respond with
a plan that makes the most sense for today’s business world.

With that, Mr. Chairman, I yield back the balance of my time. Thank you.

Mr. OXLEY. The Chair is pleased to recognize our distinguished
panel of Members, and as I understand it, you prefer to go first,
Mr. Goodlatte, because you have a markup?

Mr. GOODLATTE. Mr. Chairman, if I may, we are in the middle
of another issue of great interest to the Internet economy, and that
is the tax moratorium extension that I know this committee has
also held hearings on. If I can get back, my substitute is on the
floor of the committee right now.

Mr. OXLEY. The Chair is pleased to recognize the gentleman from
Virginia, Mr. Goodlatte.
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STATEMENT OF HON. BOB GOODLATTE, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF VIRGINIA

Mr. GOODLATTE. Thank you, Mr. Chairman.

Mr. Chairman, I very much appreciate your holding this hearing
and allowing me to testify this morning. As you know, the Internet
has fueled our economic growth at such a rapid pace over the last
5 years.

According to the Department of Commerce, traffic volume on the
Internet doubles every 100 days. By October of last year, U.S. Web
pages averaged $1 billion cumulative hits per day. In comparison
to other forms of communication, the U.S. Postal Service delivered
101 billion pieces of paper mail in 1998. Estimates for e-mail mes-
sages sent in 1998 ranged from $618 billion to 4 trillion. The im-
pact of the Internet on our daily lives is mind-boggling.

For businesses, the impact i1s equally great. The Internet econ-
omy has grown to $507 billion in 1999 from $301 billion in 1998.
It 1s expected to grow to $1 trillion in 2001 and $2.8 trillion by
2003. The Internet economy accounts for 2.3 million jobs, that was
last year, 35 percent of the U.S. real economic growth between
1995 and 1998, and its share of the U.S. economy nearly doubled
between 1977 and 1998, growing from 4.2 percent to 8.1 percent.

This development has been spurred by the ability of companies
to innovate, and the growth of the new economy has occurred be-
cause startup companies have been able to combine creative think-
ing with low barriers to entry in the form of low costs and regula-
tions. These characteristics of the new economy must be protected
in order for small companies to continue reacting and adjusting.

One way in which these characteristics are threatened is the on-
going review by the Financial Accounting Standards Board of ac-
counting rules governing business combinations. In today’s rapidly
growing technology and information markets, the need for main-
taining an accounting system that is best suited to handle the
growing trend of the technology sector mergers is key.

The pooling system of accounting has made possible some of the
most important mergers of our time, creating innovative new com-
panies and benefiting consumers. If the use of pooling had not been
permitted, the unifications of NetScape and America Online,
CitiCorps and Travelers, NationsBank and Bank of America and
the Daimler-Chrysler merger quite possibly would never have
taken place.

Current regulations allow many high-tech companies to use the
pooling method by allowing corporations to easily merge without
attaching a goodwill accounting charge. This charge is the amount
paid in an acquisition that is added to the fair market value of a
company’s tangible assets.

If the Financial Accounting Services Board proposal is imple-
mented, it would require that all mergers be viewed not as the
melding of separate entities, but as a direct purchase, forcing com-
panies to accept the purchase method of accounting. That would be
a big mistake. This system may have worked for the bricks-and-
mortar corporations of the past, but in the age of high-tech compa-
nies whose value lies in information, the purchase method of ac-
counting has no place. Forcing these high-tech, high-performance
companies to use the direct purchase accounting system will only
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serve to stifle growth and limit our country’s edge in this informa-
tion age.

We should take every opportunity to support and ensure contin-
ued innovation and expansion in this technology sector that has
done so much to energize our economy.

I support clear and understandable accounting rules, which do
need adjustments from time to time. I agree with those who believe
that we should thoroughly examine possible adjustments to current
standards. However, the type of wholesale changes currently under
consideration should be abandoned.

I therefore believe that the Commission designated by Geoffrey
Garten, Chairman of the Securities and Exchange Commission, to
study the role of intangible assets in the new economy should be
allowed to complete its work. We should then examine the Commis-
sion’s conclusions in the broader context of how intangible assets
are reported in a rapidly changing economic environment.

I would urge the FASB to follow its stated mission to ensure that
its standards “reflect changes in methods of doing business and
changes in the economic environment.” However, single-shot, piece-
meal changes to accounting standards should not be the mode of
operation. Pooling accounting is essential for small startups and
new online businesses. These ventures act as a magnet for capital
investment, lower costs, create new jobs, and fuel economic growth.
Acting in a piecemeal manner to alter existing accounting prin-
ciples could threaten this growth by limiting the availability of cap-
ital and restricting the expansion of this new sector of our econ-
omy.

I am hopeful that the FASB will step back, take a deep breath,
and see the forest that is the new economy rather than the trees
that are the individual accounting standards. I look forward to
working with you and others who are concerned that our system
of accounting standards should move along with the rest of the
economy into the new century, Mr. Chairman.

I might add that while we are enjoying and experiencing tremen-
dous dynamic growth with many of the companies in this new
Internet economy, there are others who are struggling, others with
good ideas, with good intellectual property, but who should none-
theless have the ability to make sure that if there is an appropriate
merger that can strengthen their situation, as I think the AOL-
NetScape merger is an excellent example, we should have the op-
portunity to do that with accounting principles that support that
kind of combination and take into account that the value of intel-
lectual property in this information economy is very, very different.

I am being signalled that my vote is needed in the Committee
on the Judiciary. Thank you for allowing me to testify.

[The prepared statement of Hon. Bob Goodlatte follows:]

PREPARED STATEMENT OF HON. BOB GOODLATTE, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF VIRGINIA

Thank you for allowing me to testify before you this morning. As you know, the
Internet has fueled our economic growth at such a rapid pace over the last five
years. According to the Department of Commerce, traffic volume on the Internet
doubles every 100 days. By October of last year, U.S. web pages averaged one billion
cumulative hits per day. In comparison to other forms of communication, the U.S.
Postal Service delivered 101 billion pieces of paper mail in 1998. Estimates for e-
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mail messages sent in 1998 range from 618 billion to 4 trillion. The impact of the
Internet on our daily lives is mind-boggling.

For businesses, the impact is equally great. The Internet Economy has grown to
$507 billion 1999 from $301.4 billion in 1998. It is expected to grow to $1 trillion
in 2001, and $2.8 trillion by 2003. The Internet Economy accounts for 2.3 million
jobs last year, 35% of U.S. real economic growth between 1995 and 1998, and its
share of the U.S. economy nearly doubled between 1977 and 1998, growing from 4.2
percent to 8.1 percent.

This development has been spurred by the ability of companies to innovate, and
the growth of the new economy has occurred because start-up companies have been
able to combine creative thinking with low barriers to entry in the form of low costs
and regulations. These characteristics of the New Economy must be protected in
order for small companies to continue reacting and adjusting. One way in which
these characteristics are threatened is the ongoing review by the Financial Account-
ing Standards Board of accounting rules governing business combinations.

In today’s rapidly growing technology and information markets, the need for
maintaining an accounting system that is best suited to handle the growing trend
of technology sector mergers is key. The “pooling” system of accounting has made
possible some of the most important mergers of our time, creating innovative new
companies and benefitting consumers. If the use of “pooling” had not been per-
mitted, the unifications of Netscape and America Online, Citicorp and Travelers,
NationsBank and Bank of America, and the Daimer Chrysler merger quite possibly
would have never taken place.

Current regulations allow many high-tech companies to use the pooling method
by allowing corporations to easily merge without attaching a goodwill accounting
charge. This charge is the amount paid in an acquisition that is added to the fair
market value of a company’s tangible assets. If the Financial Accounting Standards
Board proposal is implemented, it would require that all mergers be viewed not as
the melding of separate entities, but as a direct purchase, forcing companies to ac-
cept the purchase method of accounting. This system worked for the bricks and mor-
tar corporations of the past, but in the age of high-tech companies whose value lies
in information, the purchase method of accounting has no place.

Forcing these high-tech, high performance companies to use the direct purchase
accounting system will only serve to stifle growth and limit our country’s edge in
this information age. We should take every opportunity to support and ensure con-
tinued innovation and expansion in this technology sector that has done so much
to energize our economy. I support clear and understandable accounting rules which
do need adjustments from time to time, and I agree with those who believe that we
should thoroughly examine possible adjustments to current standards. While we
should should step back and determine the benefits and disadvantages of the var-
ious methods of business reporting, we should avoid the type of wholesale changes
currently being considered.

I therefore believe that the commission designated by Jeffrey Garten, Chairman
of the Securities and Exchange Commission, to study the role of intangible assets
in the New Economy should be allowed to complete its work. We should then exam-
ine the Commission’s conclusions in the broader context of how intangible assets are
reported in a rapidly changing economic environment. I would urge the FASB to fol-
low its stated mission—to ensure that its standards “reflect changes in methods of
doing business and changes in the economic environment.” However, single-shot
piecemeal changes to accounting standards should not be the mode of operation.

Pooling accounting is essential for small start-ups and new online businesses.
These ventures act as a magnet for capital investment, lower costs, create new jobs,
and fuel economic growth. Acting in a piecemeal manner to alter existing accounting
principles could threaten this growth by limiting the availability of capital and re-
stricting the expansion of this new sector of our economy. I am hopeful that the
FASB will step back, take a deep breath, and see the forest that is the New Econ-
omy, rather than the trees that are individual accounting standards. I look forward
to working with you, Mr. Chairman, and others who are concerned that our system
of accounting standards should move along with the rest of the economy into the
new century. Mr. Chairman, thank you for having me here today.

~ Mr. OxLEY. Thank you. Thank you for your leadership on this
issue.

Our very patient colleague and good friend, the gentleman from
California, who has been here for a long time and listened to a lot
of opening statements, we appreciate your patience, and the Chair
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is now pleased to recognize the Honorable Cal Dooley from Cali-
fornia.

STATEMENT OF HON. CALVIN M. DOOLEY, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF CALIFORNIA

Mr. DOOLEY. Thank you, Chairman Oxley. I was privileged to
hear the statements of the various members of the committee. I
really am in agreement with most of the sentiments that were ex-
pressed.

I would also at this time like to ask unanimous consent that two
letters that myself and Anna Eshoo and others have sent to Chair-
man Levitt of the Securities and Exchange Commission as well as
Chairman Jenkins of FASB be included in the record.

What might well appear to be an arcane accounting matter could
prove to be something that has significant public policy implica-
tions. That is why I commend you for having this hearing today.

In many ways, the issue we are touching on today really is a re-
flection of how we are changing from an industrial-based economy
to an information-based economy, and how many of the companies
that are now providing the engine and the energy for the growth
of jobs as well as the creation of wealth are doing so not necessarily
by the production of hard assets and taxable assets that would
characterize a lot of the older industries within the United States.

I think what we have to understand is some of the accounting
systems that were developed back in the industrial age are no
longer as effective in identifying and accounting for the real value
of the companies in this new economy. There has not been an ac-
counting system that has been developed that can accurately meas-
ure the precise value of human and intellectual capital. Yet, in the
new economy businesses, it is human and intellectual capital that
are the foundations and the most important elements in assessing
a company’s true worth.

I am concerned that FASB’s decision draft takes the approach
that you can define the value of goodwill and intangible assets.
Furthermore, it goes as far to assume that they are wasting assets
and that they should be depreciated, and that they will lose all
value in a period of no more than 20 years.

Intellectual capital is critical to the success of any company. In
this information age, many of these companies would be most ad-
versely impacted by FASB’s draft proposal. Their value is to be in-
tellectually innovative, their ability to bring products to market
very quickly, their ability to adapt and have market penetration,
and it puts a premium on these companies that are the entre-
preneur innovators that have the ability to match up and coordi-
nate innovations quickly with well-executed product delivery effort.

I think we are at the point now where we have to be concerned
about making a change in the way that we account for mergers and
acquisitions that would have some significant adverse impacts. The
potential impact, I think, was identified to some extent by an arti-
cle that was in the Wall Street Journal today which talked about
in the first quarter of this year, there was over $22 billion in in-
vestment and 1,557 startup companies. That was an increase over
the first quarter of 1999 of $6.1 billion.
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What I am concerned about is that if you make this change in
accounting practices, you can have a significant adverse impact on
the dollars. There is venture capital and risk capital going into
these startups. These startups we are talking about, not every one
is going to mature to the point that they are going to have IPOs.
Some are going to be acquired or assimilated through mergers.

If we are not allowing pooling to be utilized, there is a great con-
cern that the real intellectual capital, the goodwill that is identified
with those companies, will not be able to be recognized. We will put
downward pressure on the values of these companies that will
make them less attractive to eventually be acquired or merged into
others. What that has the potential of doing, I think, is harming
the United States’ clear superiority and having the greatest rel-
ative advantage in the technology sector.

FASB and others have talked about trying to make our system
more consistent with other international standards. Why would we
want to do that? It is clear that the United States is the leader in
this area. I don’t think we ever want to adopt a system that could
impede the flow of venture capital into the technology sector, which
is so very, very important. What we have to be concerned with in
the public policy issue here is make sure we do not have a reform
in our accounting practice which reduces or impedes the flow of
capital into high-risk investments.

It also is going to have the impact of decreasing the ability of a
lot of these startup companies to attract employees and human in-
tellectual capital. I also think it has the risk of almost contributing
to greater consolidations, because E*TRADE probably would not
have purchased Teledyne if we did not have the ability to use pool-
ing. It probably would have resulted in that company being pur-
chased by one of the bigger financial institutions. I don’t think that
is something we want to encourage by adopting an accounting prac-
tice.

Just in closing, I also want to make it clear that pooling is not
a system without some imperfections. It has some imperfections.
We also at the same time have to acknowledge that purchase ac-
counting also has some major imperfections.

Before we move forward with eliminating pooling, I think we
have to step back and say, is it time for us to start from a broader
context in trying to determine what is the most effective way to
value our companies. I am very concerned we are taking a piece-
meal approach here.

I also want to commend Mr. Jenkins for his openness and will-
ingness to have a dialog with a lot of us who have spent a lot of
time on this. I am hopeful through this issue and continued discus-
sion and dialog that we can come up with a system that will ensure
that we can continue to have the most robust venture capital sys-
tem in the world which is leading to some of the greatest advance-
ments in technology and the creation of some of the most exciting
companies in the world.

[The prepared statement of Hin. Calvin M. Dooley follows:]

PREPARED STATEMENT OF HON. CAL DOOLEY, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF CALIFORNIA

Mr. Chairman, Ranking Member Towns, distinguished colleagues and friends on
the Finance Subcommittee, I want to thank you for the opportunity to appear before



64

you today to talk about a matter of great importance in the economy—the question
of how companies account for mergers and acquisitions. I would also like to submit
for the record two letters that a number of us have sent to Chairman Levitt of the
Securities and Exchange Commission and Chairman Jenkins of the Financial Ac-
counting Standards Board with our concerns about this issue.

As I am sure you are all aware, the tremendous performance we have seen in the
technology sector in the past decade is attributable not only to the wealth of creative
ideas in this country, but also to the capital that helps to turn those ideas into prod-
ucts and services and brings them to the market. It is the technology community’s
success at combining these two essential ingredients that has turned it into the
powerful economic engine it is today. That engine, in turn, has helped to propel the
entire economy into the longest expansion in U.S. history. Furthermore, it is chang-
ing the complexion of the economy. More and more, we are realizing the value of
intangible assets, not just at Internet start ups, like “eGM” for instance, but at
bricks and mortar companies like... GM! Put simply, the “Old Economy” is becoming
the “New Economy.”

FASB’s Proposal

Mergers and acquisitions, or business combinations, are an important means by
which ideas and capital are paired in the technology sector and throughout the econ-
omy. FASB, the Financial Accounting Standards Board, is currently considering a
proposal that will alter the method by which many businesses account for business
combinations. This proposal would require companies to account for all such com-
binations as purchases, with the acquiring company being forced to write off any
goodwill included in the purchase price as a charge against earnings over the course
of several years.

Naturally, this proposal poses serious concerns for the technology sector because
of the large difference that often exists between technology companies” book and
market values. This is a legitimate concern and I think that FASB, by only address-
ing part of the issue through the elimination of pooling, is still not addressing the
core problem. If they are going to take on this issue, they need to take a more com-
prehensive approach.

Pooling and Purchase are Both Flawed

Experts can and do argue over whether, as FASB has determined in its Exposure
Draft on Business Combinations, all business combinations are purchases and
should be accounted for as such. What really concerns me and a number of others
in Congress and the private sector is the process that FASB has followed. It is mov-
ing to force the use of purchase accounting for all mergers and acquisitions without
giving due consideration to the fact that purchase does not adequately account for
so many of the intangible assets that companies possess today. In other words,
FASB is considering the elimination of pooling in a vacuum and neglecting to con-
sider the fact that many consider both pooling and purchase to be flawed and inad-
equate methods of accounting for business combinations. This is an important point
that has been lost in all of the rhetoric about how the tech sector is seeking special
treatment from FASB by urging them to keep pooling, so I want to reiterate it: pool-
ing and purchase are both flawed and inadequate methods of accounting for business
combinations. This is especially true for companies with large amounts of intangible
assets, such as financial and pharmaceutical companies. It’s not just about the tech-
nology sector.

Given that many believe that neither method adequately accounts for many of the
intangible assets one finds in today’s businesses, the development of a method of
accounting that does effectively deal with intangibles should be pursued before we
scrap the old ones. The elimination of pooling without paying any attention to
what’s left over is like blowing up the old bridge that gets us across the river before
the new one is built.

The Need for Oversight

FASB’s process illustrates why it is so important that the Finance Subcommittee
is exercising its congressional oversight authority today. I feel confident in saying
that none of us here wants to compromise the integrity and independence of FASB.
At the same time, however, it is appropriate for us to focus on the potential eco-
nomic consequences of FASB’s proposals; to think about whether or not the benefits
of their proposals outweigh the costs; and to ask the hard questions. In the end,
congressional oversight on contentious issues doesn’t weaken the process, it
strengthens it. What weakens the process and its product is when FASB stubbornly
ignores the concerns of its constituents; and when the Financial Accounting Founda-
tion, which oversees, funds, and appoints the members of FASB, characterizes con-
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gressional interest and concern about a FASB project as “Explicit or implicit
threats,...” as they have in a May 1, open letter.

I remain convinced that if FASB has ears to hear, we can still persuade them to
address the serious concerns we have about the flaws in purchase accounting first
before abolishing pooling.

In closing, I want to thank you again for allowing me to appear today to discuss
this issue. I commend you for holding this hearing. I also want to commend FASB
Chairman Ed Jenkins for his patience and thoughtfulness in dealing with others
and me on this issue. In fairness to him, FASB is not a committee of one, and I
know we all recognize that he has a tough job. I believe that his continued openness
and willingness to discuss our concerns is key to coming to some sort of resolution
on this matter.

Congress of the United States
Whastingron, TL 20313

January 20, J000
Honorable Arthur Levint
Charrman
Secunues and Exchange Commussion
450 5th Strest. N W
Washington, D.C. 20549
Dear Chairman Levitt.
We are concerned that effonts by the Financial Accounting Standards Board (FASB) and the Securities and
Exchange Commsssmn {SEC) 1o change G Iy Accepted A Principles (GAAP) governing stock
and i binati uﬂisnﬂegmwband ion in the lechnology sector, As b
of the pm—gmmh \c'a Democrat Coalition, we have been acuvely involved in promoting policies that foster
and 7 We norry that the proposals under discussion will hinder the

abily of t technology sector companies to ansact and retain skilled workers and to innovaie, striking at one of the
key elements of the longest economic expansion in our aation's history.

It is troubling that FASB's proposed changes 1o GAAP will. from a practical standpoint prevest technology
companies from offering stock options as part of their compensation packages. By altering the treatment of
repriced stock options and revising the definition of “eraplovee™ for accounting purposes. FASE's changes threaten
the conunued growth and success of the technology sector. B most new techaology panies fack ihe
financial resources to offer competitive salaries, they rely on stock option packages to retain the high-skilled
workers who drive their innovation and productivity. FASBE's new treatment of stock opions will result in
companies losing employvess. and reduced productivity: there will no doubt be a corresponding fall in their
earnings and shareholder value. Furthermore, while FASE's proposal will be harmful to the technology sector and
the economy as a whole. we believe it will result in disproportionate hardship for smaller companies throughout
the U.S. economy. These companies will be forced 1o forego stock option repricing because of the expense, and
may very well fail as a result,

We are also very concerned that FASB's proposal to requare that all mergers and acquisitions be acoounted for as
purchases will hinder the technology sector’s ability to devsiop. Because of the requirement that intangible
aspects. inciuding goodwill, be written off as “charges against earnings™ over a period of years. and because of the
large amouats of intangible aspects that technology sextor companies often possess, purchase accounting makes
mergers and acquisitions very difficult for them. FASB's proposal will almost certainly dumirash market

many will no longer be able to afford the cost of merging with other companies
offering attractive. new technologies.
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It is our understanding that there is a in the technology ity that FASB’s agenda has merit. and
that many leaders in the industry have suggested some specific, modest reforms to address FASB's concerns. We
are hopeful that FASB will consider some of these alternatives so that this imporant worker rztention incentive
can continue to be used by the technology sector. We hope that the Board will give serious consideration to the
technology sector's proposed solutions before issuing any final decision on stock comp and before FASB
holds its planned field hearings on business combinations.

We thank you for vour attention and look forward to vour reply.

cc: Edmund Jenkins, Chairman. Fi ial A i d Board :
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Congress of the Hmted States
Wlashington, L 20313

February 24, 2000

Mr Edmund Jenkins

Chairman

Financial Accounting Standards Board
401 Mermitt 7

P.O. Box 5116

Norwalk, CT 06856-5116

Dear Mr. Jenkins:

Thank you for your recent letter regarding the New Democrat Coalition’s concerns about
FASB's efforts to change generally accepted accounting principles (GAAP) governing business
combinations and stock options. Your comments and observations were very much appreciated.
However, we are left with several thoughts and concerns that we wish to share with you

Your letter suggested that our draft New Democrat Coalition letter encouraged FASB to
abandon the important principles of objectivity and neutrality in its efforts to change GAAP. We
want to assure you that this is not the case. Furthermore, we want 10 make ciear to you that we
do not advocate legislating accounting principles

We agree that neutrality is an important criterion by which to judge financial reporting
standards. Your letter iliustrated the importance of neutrality by recounting the “regulatory
accounting” fiasco in the thrift industry. However, it is our understanding that those who oppose
FASB's business combinations and stock options proposals have based their arguments on
existing accounting principles. not on any need for “regulatory accounting.” Members of the
technology community are simply arguing against changes to long-standing accounting rules that
would harm them disproportionately, and arguing for retaining a valid set of existing accounting
rules that harms no one, until the numerous other issues surrounding accounting for intangibles
are addressed.

We inferred from your letter that FASB's Rules of Procedure do not allow the Board to
consider overarching policy issues, such as economic growth or the disproportionate economic
impact of changed accounting standards on a growth sector of the economy. We note, however.
that two of FASB's publicly stated reasons for eliminating pooling are policy-based: burdens on
SEC staff and international harmonization of accounting standards We offer that economic
impact is 2 vaiid concemn.

With regard to your stock options repricing proposal. it is our understanding that FASB's
initial stated concern about stock options was a perceived lack of uniformity among accounting
firms as to when a plan became "variable " We also understand that your professional staff
recommended that one repricing be allowed without triggering varable plan accounting.
reasoning that a clear pattern of option repricing should exist before 2 “fixed” pian is deemed
“variabie ~ The technology community says it simply wants what FASB's own professional staff
thought was appropriate under APB 25 -- one repricing. They also have said that they would go
beyond your staff's recommendation by excluding top management from any repricing In this
way, the people most in control of a company could obtain no benefit from a repncing

You stated in your letter that FASB was directly responsive to technology sector requests
regarding the proposed definition of employee under APB Opinion 25 by including outside
directors. ‘While we applaud the Board's receptiveness on this issue, we are concerned that
FASB's refusal to inciude all workers within the scope of APB 25 ignores the changing work
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environment of the New Econorﬁy and significantly hampers the ability of companies 1o retain
highly qualified workers. This is especially problematic in the tech industry where sufficient
numbers of qualified workers simply do not exist.

With regard to the elimination of pooling accounting, your letter stated that at the root of
FASB's project is the need to improve reporting on mergers and acquisitions in companies’
financial statements, and that FASB's proposal would improve the consistency and comparability
of companies' reports. The technology community has expressed concems that eliminating
pooling before FASB addresses the myriad problems associated with accounting for intangible
assets will not improve financial statement consistency, comparability, or transparency. We are
worried that FASB is missing the forest for the trees, and should be taking a holistic approach to
intangibles issues rather than considering pooling in isolation.

You cited the AOL/ Time-Warner merger as a recent example demonstrating that the vast
majority of business combinations are currently accounted for under the purchase method We
were interested to learn, however, that the largest pharmaceutical industry merger in history. the
SmithKline Beecham/Glaxo Wellcome merger in the UK, will be accounted for as a “pooling”
under that country’s accounting rules. We were also interested to read Jim Barksdale's recent
statement before FASB that, but for pooling accounting. the AOL/ Netscape merger never would
have occurred. AOL also has filted comments with FASB stating that pooling shouid only be
eliminated when the accounting standards throughout the world are unified. In the final analysis.
we do not see the AOL/ Time Warner purchase accounting deal as indicative of anything more
than the fact that the proposed merger failed (as most proposed mergers do) the multi-part
pooling test.

Finally, FASB's own mission statement includes several precepts, one of which is that
FASB is “To promulgate standards only when the expected benefits exceed the perceived costs ”
While we in Congress may not know a great deal about accounting theory. we certainly
understand, and see the importance of, cost-benefit analysis. With all due respect, we question
whether FASB has fully adhered to this principle on these issues.

We want to thank you again for taking the time to write to us. We appreciate your
continued efforts to ensure the fair and accurate presentation of financial information. and look

forward to working with vou and your colieagues to resolve the technology community's
concerns.

Sincerely.

W

/ f\
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Mr. OXLEY. Thank you, Mr. Dooley, for your excellent testimony.

The committee will stand in brief recess while we empanel the
next group.

[Brief recess.]

Mr. OXLEY. The subcommittee will reconvene.

Let me introduce our distinguished panel, second panel; Mr. Ed-
mond L. Jenkins, Chairman of the Financial Accounting Standards
Board; Mr. Dennis D. Powell, vice president, corporate controller
from Cisco Systems, San Jose, California; Mr. Peter R. Bible, chief
accounting officer for General Motors Corporation from Detroit; Mr.
Gene Hoffman, Jr., president and CEO of EMusic, Redwood City,
California; finally, Dr. William Frederick Lewis, president and
CEO, Prospect Technologies, here in Washington, DC, on behalf of
the U.S. Chamber of Commerce.

Gentlemen, welcome to all of you. Mr. Jenkins, we will begin
with you.

STATEMENTS OF EDMUND L. JENKINS, CHAIRMAN, FINANCIAL
ACCOUNTING STANDARDS BOARD; DENNIS D. POWELL, VICE
PRESIDENT, CORPORATE CONTROLLER, CISCO SYSTEMS;
PETER R. BIBLE, CHIEF ACCOUNTING OFFICER, GENERAL
MOTORS CORPORATION; GENE HOFFMAN, JR., PRESIDENT
AND CEO, EMUSIC.COM; AND WILLIAM FREDERICK LEWIS,
PRESIDENT AND CEO, PROSPECT TECHNOLOGIES

Mr. JENKINS. Thank you, Mr. Chairman. I certainly appreciated
all of the comments from the members of this committee this morn-
ing. Please be assured at the outset that those comments are im-
portant to me and to my fellow Board members at the FASB, and
we will be considering them carefully as we proceed with our re-
deliberations on this important subject.

I am Edmond Jenkins, Chairman of the Financial Accounting
Standards Board. Behind me is Kim Petrone, the project manager
on the subject of today’s hearing.

I am very pleased to be with you today. I plan to discuss some-
thing about the due process of the FASB and our proposed stand-
ard to improve the accounting for business combinations. I have
brief prepared remarks, but I would respectfully request that my
full statement and supporting materials, referred to as the biggest
package ever, be entered into the public record.

Mr. OXLEY. With some trepidation, it is so ordered.

Mr. JENKINS. Thank you, Mr. Chairman. I wouldn’t want to have
to carry them all back.

Mr. Chairman, the FASB is an independent organization, one
that is funded entirely by the private sector. Our mission is to set
accounting and reporting standards to protect the consumers of fi-
nancial information. Most notably, those consumers are investors
and creditors. Those consumers rely heavily on credible, trans-
parent, and comparable financial information for effective partici-
pation in our great capital markets.

To quote a recent letter from the Association of Investment Man-
agement and Research, the leading organization of investment pro-
fessionals in the United States with over 40,000 members, “The
‘lifeblood’ of United States capital markets is financial information
that is: (1) comparable from firm to firm; (2) relevant to investment
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and financing decisions; (3) a reliable and faithful depiction of eco-
nomic reality; and (4) neutral, favoring neither supplier nor user of
capital; neither buyer nor seller of securities.”

This notion of neutrality is a fundamental element in our stand-
ard-setting process. To create or tolerate financial reporting stand-
ards that bias or distort financial information to favor a particular
transaction, a particular industry or special interest group under-
mines the credibility and value of that information and the proper
functioning of the capital markets and impairs investors’ capital al-
location decisions.

It is important to remember that our standards affect all public
and private nongovernmental organizations, not just companies in
one or two industries.

Our decisionmaking process is thorough. It is open to public ob-
servation and provides numerous opportunities for all interested
parties to actively participate in and express their views. The
issues that the FASB addresses are necessarily difficult ones for
which reasonable people can and do hold differing views. As you
know, we have often made significant changes to our proposals in
response to concerns that have been raised.

The subject of this hearing is our proposal to improve the ac-
counting for business combinations. The current accounting in this
area was established in 1970. That accounting requires that busi-
ness combinations be reported using either of two very differing
methods, the purchase method or the pooling of interests method.
Those two methods produce dramatically different financially re-
porting results for essentially the same or similar economic trans-
actions.

Under the purchase method, the acquiring company records the
net assets of the acquired company at the price paid, including any
intangible assets, that have so often been referred to this morning
as the most important assets of the new economy companies, to the
extent that they can be separately identified and reliably meas-
ured. The excess of the purchase price paid over the fair value of
the acquired company’s net assets is recorded as an asset called
goodwill.

The purchase method is consistent with the accounting for all
other acquired assets. All purchases, whether a piece of machinery
or a patent or a royalty right, are recorded at the price paid and
illf:e generally charged against earnings over their useful economic
ife.

An alternative to the purchase method, the pooling method is
only available if 12 specific criteria are met. A key criterion is that
the consideration exchanged must take the form of stock rather
than cash or debt. However, it is important to note that stock can
also be used as consideration in a purchase accounting acquisition.

In contrast to the purchase method, under the pooling method
the book values of the combining companies are simply added to-
gether. There is no recognition of the full price paid and, therefore,
no charge in the recorded amount of the acquired company’s net as-
sets to reflect their fair value, no recognition of these important in-
tangible assets not previously recorded, and no resulting goodwill,
and thus the true cost of the transaction is not reflected in the in-
come statement.
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Congressman Ganske referred to the article in the New York
Times by Floyd Norris. Congressman, let me confirm for you that
this is a real transaction. The numbers have been changed, but it
is a real transaction, and, in fact, under pooling of interests ac-
counting, the company did record a profit of $30 million in our ex-
ample when it really lost $50 million. That is a true example.

As you are aware, a key requirement of our proposal is that all
business combinations would be accounted for under one method,
the purchase method, and that the pooling of interests method
should be eliminated.

The rationale for that proposed decision includes the following
points: First, the pooling method ignores the values exchanged in
a business combination, while the purchase method reflects them.

Second, having two disparate methods of accounting for essen-
tially the same transaction makes it difficult for investors to com-
pare companies that have used different methods to account for
their business combinations.

Third, because future cash-flows are the same, whether the pool-
ing or purchase method is used, a boost in earnings under the pool-
ing method reflects artificial accounting differences rather than
real economic differences.

The important point is that under either purchase or pooling ac-
counting, the future cash-flows are the same, and the impetus to
have an acquisition or not should really not be influenced at the
end of the day by the method of accounting.

Fourth, under the pooling method, financial statement users can-
not tell how much was invested in the transaction, nor can they
track the subsequent performance of that investment in future
years.

Congressman Dingell made reference to my testimony in the ref-
erence to the $9.5 billion that simply disappeared in the trans-
action. That is, as Congressman Lazio pointed out, the AOL-
NetScape transaction, and there was, in fact, no reporting of the
$9.5 billion in the financial statements of the combined company.
Thus, it was impossible for investors to relate subsequent perform-
ance against 95 percent of the purchase price paid for the acquired
company.

I would also like to emphasize a couple of things that our pro-
posal does not do. First, our proposal does not preclude companies
from entering into business combinations that are stock-for-stock
transactions. Second, our proposal does not make significant
changes to the current basic accounting model where accounting for
intangible assets.

Congressman Goodlatte in his testimony referred to the Garten
panel, the panel set up by Chairman Arthur Levitt to look at value
creation in the new economy. I would like to read from the ena-
bling article with respect to that panel because intangibles are no-
where mentioned in it.

“The purpose is to assemble a panel of experts and other
thoughtful individuals to assess the capital markets’ understanding
of the recent changes in the economy attributable to technological
innovation and globalization; it is to identify the changing forces
now driving the value creation of business enterprises; it is to as-
sess whether the investment community and the financial markets
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adequately understand these changes based on the information cur-
rently being made available in the marketplace.”

There is no recognition in that of intangibles whatsoever.

Since first adding our project on business combinations to its
agenda in 1996, the Board has held over 40 public meetings. We
have issued two preliminary documents, an exposure draft for pub-
lic comment that has been referred to here this morning, and care-
fully analyzed and discussed at public meetings over 400 comment
letters received from a broad range of companies, investors, and
other constituents.

In February of this year, we held 4 days of public hearings to dis-
cuss the proposal with interested constituents. Over 40 individuals
testified.

In April we began our redeliberations of all of the issues con-
tained in the proposal. This redeliberation process will include nu-
merous public meetings held over the next several months. At
those meetings, the Board will carefully consider the comment let-
ters, the public hearing testimony, what we learn from this hear-
ing, and all other relevant information provided by interested par-
ties. Let me assure you that no final decisions will be made until
that process is completed.

We presently expect to complete our work and be in a position
to issue a final standard by no earlier than the end of the year
2000. That estimate may change depending on the progress of our
deliberations. We will not rush to a conclusion.

In closing, I want to be clear that the FASB understands and
supports the oversight role of the subcommittee. We will carefully
consider what we learn from this hearing, from the testimony of
Congressmen Dooley and Goodlatte.

Let me assure you again, Mr. Chairman and members of this
subcommittee, that our open due process and our independent and
objective decisionmaking will be carefully and fully carried out. To
do otherwise would jeopardize the very foundation upon which the
FASB was created and for which it has proven invaluable to the
U.S. capital markets and to investors and creditors, the consumers
of financial information.

Thank you very much, Mr. Chairman.

[The prepared statement of Edmund L. Jenkins follows:]

PREPARED STATEMENT OF EDMUND L. JENKINS, CHAIRMAN, FINANCIAL ACCOUNTING
STANDARDS BOARD

Summary

A key requirement of our proposal to improve the accounting for business com-
binations is that all business combinations would be accounted for under one meth-
od, the purchase method, and that the pooling-of-interests method (“pooling meth-
0d”) should be eliminated.

The proposal’s requirement to eliminate the pooling method will benefit investors,
creditors, and other financial statement users by providing more information and
more relevant information about all business combinations. The proposal’s provi-
sions also will benefit those consumers by improving the comparability of financial
reporting, thereby making it possible to more easily contrast companies that partici-
pate in business combinations.

The proposal will also benefit companies that prepare financial statements and
the auditors of those statements by providing a single method of accounting for all
business combinations. Having one method will reduce certain costs to companies
and auditors, both monetary and nonmonetary, which are currently related to the
existence of the pooling method. In addition, having one method benefits companies
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by leveling the playing field for competition among companies in the business com-
binations market.

In April, we began our redeliberations of all of the issues contained in the pro-
posal. As part of that process, we will carefully consider the comment letters, public
hearing testimony, what we learn from this hearing, and all other relevant informa-
tion provided by interested parties. No final decisions will be made until that proc-
ess is completed.

Mr. Chairman, Members of the Subcommittee, I am Edmund Jenkins, chairman
of the Financial Accounting Standards Board (“FASB” or “Board”). With me is Kim
Petrone, the project manager on the subject of today’s hearing. I am pleased to be
here today. I plan to discuss the due process of the FASB and our proposed standard
to improve the accounting for business combinations (“Proposed Standard”). I have
brief prepared remarks, and I would respectfully request that my full statement and
supporting materials be entered into the public record.

What Is the FASB and What Does It Do?

The FASB is an independent private-sector organization. We are not part of the
federal government and receive no federal funding. We are funded entirely from pri-
vate-sector sources, primarily voluntary contributions and sales of publications.

Our mission is to establish and improve standards of financial accounting and re-
porting for both public and private enterprises. Those standards are essential to the
efficient functioning of the economy because investors and creditors rely heavily on
credible, transparent, and comparable financial information.

The FASB’s authority with respect to public enterprises comes from the US Secu-
rities and Exchange Commission (“SEC”). The SEC has the statutory authority to
establish financial accounting and reporting standards for publicly held enterprises.
For over 60 years the SEC has looked to the private sector for leadership in estab-
lishing and improving those standards. Therefore, the FASB may be viewed as an
independent private-sector alternative to government regulation.

The focus of the FASB is on consumers—users of financial information such as
investors, creditors, and others. We attempt to ensure that corporate financial re-
ports give consumers an informative picture of an enterprise’s financial condition
and activities and do not color the image to influence behavior in any particular di-
rection.

To quote a recent letter from the Financial Accounting Policy Committee of the
Association for Investment Management and Research, the leading organization of
investment professionals in the United States with over 40,000 members:

The “lifeblood” of United States capital markets is financial information that
is: (1) comparable from firm to firm; (2) relevant to investment and financing
decisions; (3) a reliable and faithful depiction of economic reality; and (4) neu-
tral, favoring neither supplier nor user of capital, neither buyer nor seller of se-
curities.

The notion of neutrality is a fundamental element of our standard-setting process.
The FASB’s Rules of Procedure explicitly require that the Board be objective in its
decision making to ensure the neutrality of information resulting from its standards.

Neutrality is an essential criterion by which to judge financial reporting stand-
ards, because information that is not neutral loses credibility and value. For exam-
ple, surely, we would all agree there would be little value to Congress or the federal
government of purposely altered and manipulated information about the rate of in-
flation or about unemployment.

Similarly, to create or to tolerate financial reporting standards that bias or distort
financial information to favor a particular transaction, industry, or special interest
group undermines the proper functioning of the capital markets and impairs inves-
tors” capital allocation decisions.

As former SEC Chairman Richard C. Breeden stated in testimony before Congress
almost a decade ago:

The purpose of accounting standards is to assure that financial information
is presented in a way that enables decision-makers to make informed judg-
ments. To the extent that accounting standards are subverted to achieve objec-
tives unrelated to fair and accurate presentation, they fail in their purpose.

The FASB sets standards only if, in the Board’s independent judgment after care-
fully considering the input from all interested parties, there is a significant need
for the standard and the costs the standard imposes are justified by the overall ben-
efits. The objective, and implicit benefit, of issuing an accounting standard is in-
creased credibility and representational faithfulness of financial reporting. However,
the value of that improvement to financial reporting is usually impossible to meas-
ure and the Board’s assessment of an accounting standard’s benefit to companies
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that prepare financial reports and to investors and creditors that use financial re-
ports is unavoidably subjective.

The US capital markets are the deepest, most liquid, and most efficient markets
in the world. The unparalleled success and competitive advantage of the US capital
markets are due, in no small part, to the high-quality and continually improving
US financial accounting and reporting standards. As Federal Reserve System Chair-
man Alan Greenspan stated in a June 4, 1998 letter to SEC Chairman Arthur
Levitt:

Transparent accounting plays an important role in maintaining the vibrancy
of our financial markets...An integral part of this process involves the Finan-
cial Accounting Standards Board (FASB) working directly with its constituents
i;{o delzvelop appropriate accounting standards that reflect the needs of the mar-

etplace.

What Process Did the FASB Follow in Developing Its Proposed Standard?

Because the actions of the FASB affect so many organizations, its decision-making
process must be thorough. The FASB carefully considers the views of all interested
parties—users, preparers, and auditors of financial information. Our Rules of Proce-
dure require an extensive due process that was modeled on the Federal Administra-
tive Procedure Act, but it is broader and more open in several ways. It involves pub-
lic meetings, public hearings, and exposure of our proposed standards to external
scrutiny and public comment. The Board makes final decisions only after carefully
considering and understanding the views of all parties.

The FASB’s due process for developing a new financial reporting standard is best
illustrated by describing the process followed in developing the Proposed Standard:

* When we began the project in 1996, we established a business combinations task
force comprising individuals from a number of organizations representing a
wide range of the Board’s constituents. (Attachment 12 lists the members and
their affiliations.) The first public meeting of the task force was held in Feb-
ruary 1997.

e In June 1997, we published for public comment a Special Report that contained
some of the Board’s initial tentative decisions about the project’s scope, direc-
tion, and content. We received 54 comment letters in response to the Special
Report.

e In November 1998, we held the second public business combinations task force
meeting to discuss issues related to the project.

¢ In December 1998, we published for public comment, in participation with other
members of an international organization of accounting-standard-setting bodies,
a Position Paper that addressed a number of issues related to the methods of
accounting for business combinations. We received 148 comment letters in re-
sponse to the Position Paper.

e We held over 40 public meetings since 1997 to address the issues associated with
the methods of accounting for business combinations and the accounting for
goodwill and other purchased intangible assets and to consider constituent com-
ments.

e After each meeting, we updated a paper that summarized all of the Board’s deci-
sions. The updated paper was available on the FASB webpage and was sent by
mail to anyone who requested it.

¢ Our weekly newsletter, Action Alert, announced each meeting in advance and re-
ported a summary of the results of each meeting. (In addition, press reports of
some of the meetings were available in certain business publications.)

¢ The Board and staff discussed the project on business combinations and intan-
gible assets with representatives of companies and trade associations and with
investors and creditors at dozens of liaison meetings, public conferences, and fo-
rums throughout the US and the world.

* In September 1999, we published for public comment an Exposure Draft (the Pro-
posed Standard) that contains proposed changes to the existing standards of ac-
counting for business combinations and intangible assets. We received approxi-
mately 200 comment letters in response to the Exposure Draft.

e In connection with the issuance of the Exposure Draft, we prepared and issued
the following explanatory documents to assist constituents in understanding the
Board’s proposed decisions: “September 1999 FASB Exposure Draft, Business
Combinations and Intangible Assets: An Overview” (Attachment 4); “FASB
Business Combinations Project: September 1999 FASB Exposure Draft, Busi-
ness Combinations and Intangible Assets: Frequently Asked Questions” (Attach-
ment 9); FASB Viewpoints, “Why Eliminate the Pooling Method?” (Attachment
7); and FASB Viewpoints, “Why Not Eliminate Goodwill?” (Attachment 8). All
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of the documents were available on the FASB webpage and were sent by mail
to anyone who requested them.

* We held four days of public hearings in February 2000 (two days in San Francisco
and two days in New York City) to discuss the Exposure Draft with interested
parties. More than 40 individuals and organizations testified.

e In March 2000, the business combinations task force met with members of the
Board and staff to discuss a number of issues raised in the comment letters and
at the public hearings.

What’s Wrong with the Present Accounting for Business Combinations?

There are few areas in the current accounting literature that need reform
more than business combination accounting...

JACK T. CIESIELSKI, CPA, CFA, President, R.G. Associates, Inc.,
Investment Research [Investment Management, 11/29/99.

The current accounting for business combinations is governed by the requirements
of APB Opinions No. 16, Business Combinations, and No. 17, Intangible Assets,
which were issued in 1970 by the Accounting Principles Board (“APB”) of the Amer-
ican Institute of Certified Public Accountants.

Under APB Opinions 16 and 17, business combinations are reported using either
of two very disparate methods—the purchase method or the pooling-of-interests
method (“pooling method”). Those two methods produce dramatically different finan-
cial reporting results for essentially the same or similar economic transactions.

Under the purchase method, the acquiring company records the net assets of the
acquired company at the price paid, including any intangible assets to the extent
they can be separately identified and reliably measured. The excess of the price paid
over the fair value of the acquired company’s net assets is recorded as an asset
called goodwill, which is subsequently charged against earnings over time.

The purchase method is consistent with the accounting for all other acquired as-
sets—all purchases, whether a piece of inventory or a patent, are recorded at the
{)?ce paid and are generally charged against earnings over their useful economic
ife.

In contrast to the purchase method, under the pooling method, the book values
of the combining companies are simply added together. There is no recognition of
the full price paid. There is, therefore, no change in the recorded amount of the ac-
quired company’s net assets to reflect their fair value, no recognition of intangible
assets not previously recorded, and no resulting goodwill, and thus the true cost of
the transaction is not reflected in the income statement. By not recognizing that
cost, the future earnings of the newly combined company are artificially inflated.

In commenting on what’s wrong with the pooling method, a September 10, 1999
article in the New York Times entitled “Can Regulators Keep Accountants from
Writing Fiction?” by Floyd Norris, states:

Pooling accounting is ridiculous because it allows corporations to pretend that
they paid much less for an acquisition than they did. Let’s say Company A buys
Company B for $100 million in stock, and then, a few years later, sells Com-
pany B for $50 million. In reality, it was a disastrous acquisition for Company
A. But thanks to the magic of pooling, Company A would have shown the origi-
nal acquisition as costing not the $100 million it paid but a number that could
be far lower—say, $20 million—reflecting the book value of Company B. Presto:
Company A reports a profit of $30 million when it really lost $50 million.

In addition, an article entitled “Big Banks Debunked,” by Amy Kover, in the Feb-
ruary 21, 2000 edition of Fortune describes what’s wrong with the use of the pooling
method in several recent business combinations in the financial services industry:

Used just for stock transactions, pooling of interest allows the acquirer to add
to its books only the book value of the acquired company—not the full price it
paid for the target. That’s a pretty neat trick if you've paid a fat premium for
an acquisition, as Banc One did for First USA (43% over the market value),
First Union did for CoreStates (18% over), and NationsBank did for Barnett
(87% over). In the magic of pooling-of-interest accounting, those premiums sim-
ply vanish.

What’s so useful about that? Well, because the acquisition appears to add lit-
tle to the surviving company’s equity base—even as it captures all the extra
earnings from the acquired company—the new bank’s return on equity looks as
if it’s on steriods. The effect is anything but trivial. For example, when Michael
Mayo of Credit Suisse First Boston recalculated each bank’s cash return on av-
erage tangible equity as if it had used purchase accounting, Bank One’s 1998
return on equity went from 27% to 12%. At First Union, it fell from 35% to
11.8%. And Bank of America’s 29% return on equity dropped to about 10.8%.
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As Dale Wettlaufer of Legg Mason says, “The end result is that the cash return
on tangible equity is a totally bankrupt measure.”

To use the pooling method, 12 specific criteria must be met; a key criterion is that
the consideration exchanged takes the form of stock rather than cash or debt. The
vast majority of business combinations today, including the many stock-for-stock
transactions that fail to meet one or more of the pooling method criteria, are ac-
counted for using the purchase method.

As the pace of business combinations has increased over recent years, the avail-
ability of two different accounting methods for very similar transactions that
produce dramatically different levels of information to the market has become more
and more problematic. A study of business combinations of public corporations over
the period 1992-1997 found that the quantity and dollar magnitude of pooling meth-
od transactions rose dramatically from 105 transactions valued at $16.9 billion in
1992 to 321 transactions valued at $213.8 billion in 1997 (Attachment 6). A letter
from the Consumer Federation of America to the FASB commented on that phe-
nomenon:

Over the last decade, a tidal wave of merger activity has swept through near-
ly every corner of the American economy. According to the Federal Trade Com-
mission, the number of federal pre-merger filings has nearly tripled since the
beginning of the decade, from 1,529 in 1991 to an estimated 4,500 last year.
The market value of those mergers has risen even more dramatically, from $600
billion in the previous peak year of 1989 to more than $2 trillion in 1998. And
several factors, not least passage this year of the financial modernization legis-
lation, lead us to conclude that this activity is unlikely to abate any time soon.
Ensuring that investors get complete and accurate information about the effects
of mergers is, thus, a timely and important issue for the Financial Accounting
Standards Board to tackle.

Beginning in the early 1990s, the Financial Accounting Standards Advisory Coun-
cil (“FASAC”), a group composed of over 30 senior-level individuals from business,
public accounting, professional organizations, and the academic and analyst commu-
nities, consistently ranked a possible project on improving the accounting for busi-
ness combinations as a high priority for the Board. (Attachments 10 and 11 provide
a listing of the members of FASAC and their affiliations and a description of
FASAC, respectively.) At the July 1996 FASAC meeting, members indicated overall
support for adding a project on improving the accounting for business combinations
to the Board’s agenda.

The Board agreed with the recommendation of FASAC and, in the fall of 1996,
decided to add to its agenda a project on accounting for business combinations.
Among the more significant reasons that led the Board to reach that decision in-
cluded the following:

» The Board wanted to address perceived flaws and deficiencies in APB Opinion 16.
One significant flaw is the fact that two economically similar business combina-
tions can be accounted for using different accounting methods that produce dra-
matically different financial results. The availability of two methods makes it
difficult for financial statement users to compare the financial reports of compa-
nies that use different methods of accounting for business combinations.

e Many believe that having two accounting methods affects competition in markets
for business combinations. Companies that cannot meet all of the conditions for
applying the pooling method believe they face an unlevel playing field in com-
peting for a target against those that can apply that method. Because compa-
nies that can use the pooling method do not have to account for the cost of the
investment or its subsequent performance, some believe those companies are
willing to pay more for a target than companies that cannot use that method.

o There has been a continuous need to interpret APB Opinion 16. Despite the fact
that APB Opinion 16 was issued almost 30 years ago, the volume of inquiries
about its application remains high, an indication that the existing literature
might be in need of significant repair. Many of those inquiries are concerned
Wit}il vglhether a specific transaction meets the criteria for use of the pooling
method.

e Because of the rapidly accelerating movement of capital flows globally, there is a
need for financial reporting to be comparable internationally. Part of the Board’s
mission includes promoting international comparability of financial reporting,
and accounting for business combinations is one of the most significant areas
of difference in accounting standards. In most parts of the world, the pooling
method is either prohibited or used only on an exception basis.

» Finally, the Board took note of the historical justification of the pooling method.
(Attachment 4 contains a summary of the history of the pooling method.) The
Board observed that the pooling method has been regularly challenged since the
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term pooling-of-interests was first coined in the 1940s. The APB considered
eliminating the pooling method when APB Opinion 16 was developed in the late
1960s. Although the pooling method was retained, the slimmest possible major-
ity approved Opinion 16—six members of the APB dissented from the decision.
Three of the six dissenters to APB Opinion 16 stated:
[Opinion 16] seeks to patch up some of the abuses of pooling. The real
abuse is pooling itself. On that, the only answer is to eliminate pooling.

What Does the Proposed Standard Require and Why?

Three of the key requirements of the Proposed Standard and a brief summary of
the Board’s basis for those requirements are described below. Paragraphs 92-366 of
the FASB’s Exposure Draft provide a detailed description of the basis for all of the
Board’s decisions.

Proposed Requirement #1: The purchase method of accounting would be re-
quired for all business combinations. Use of the pooling method would be prohibited.

Basis: In current practice, the underlying economics of the transactions to which
the pooling method is applied are often similar, if not identical, to the underlying
economics of those transactions that are accounted for by the purchase method.
Under the pooling method, however, investors and creditors are being provided with
less information—and less-relevant information—than is provided by the purchase
method. That is because the pooling method ignores the values exchanged in a busi-
ness combination transaction, whereas the purchase method records those values on
the face of the balance sheet. As a result, the pooling method does not provide users
of financial reports with full information about how much was invested in the com-
bination. More important, because the investment is not fully recorded in the finan-
cial reports, the pooling method does not provide investors and creditors with the
information they need to assess the subsequent performance of that investment and
compare it with the performance of other companies.

For example, in one very visible acquisition that was accounted for under the
pooling method, the value of the stock issued as consideration by the acquiring com-
pany was about $10 billion. The book value of the company acquired was only $500
million. The acquisition, therefore, was reported at $500 million in the financial
statements of the combined company, and $9.5 billion of value ($10 billion less $500
million) simply disappeared. There was no reporting of the $9.5 billion in the finan-
cial statements of the combined company; thus, it is virtually impossible for inves-
tors to relate subsequent performance against 95 percent of the purchase price paid
for the acquired company.

The example is not unique, a study of a sampling of 756 pooling method trans-
actions of public corporations entered into over the period 1992-1997 found that
$267 billion of assets, constituting about 66 percent of the total acquisition price,
went unreported in the financial statements (Attachment 6).

The information that the pooling method provides about individual assets and li-
abilities is also less complete and less comparable than that provided by the pur-
chase method. It is less complete because the pooling method does not record any
acquired assets or liabilities that were not previously recorded, including valuable
trademarks, customer lists, and other intangibles, and thus ignores their presence,
even though they were acquired at a cost and can be separately identified and reli-
ably measured.

In contrast, the purchase method reveals those hidden assets and liabilities by re-
cording them. Moreover, the acquired assets and liabilities that the pooling method
does record are not measured on a basis that is comparable with how acquisitions
generally are measured (that is, at the values exchanged in those transactions), as
does the purchase method. Because the values exchanged are not recorded, subse-
quent rate-of-return measures are artificially inflated.

Proposed Requirement #2: The maximum goodwill amortization period would
be reduced from the current 40 years to 20 years.

Basis: The Board based this proposed requirement on a number of factors. The
Board observed that the rapid pace of technological change was shortening product
life cycles and requiring enterprises to reinvent themselves more regularly in order
to survive. Thus, in general, the average useful economic life of goodwill has been
diminishing since 1970. That observation was supported by evidence provided by
companies, including those that participated in limited field tests.

The Board also observed that in current practice the amortization period used by
many companies, including those in the technology and financial services industries,
is generally less than 25 years.

Finally, the Board observed the relatively recent decisions of several other na-
tional accounting standards-setting bodies that have addressed this issue. Those
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bodies have generally concluded that goodwill should have a presumptive useful life
of 20 years or an absolute maximum amortization period of 20 years.

Proposed Requirement #3: Companies would be required to present goodwill
amortization as a separate line item on the income statement, preceded by a sub-
total, to make the charge to earnings more transparent to investors and creditors.

Basis: The Board decided that goodwill amortization should be presented as a
separate line item in the income statement because goodwill is a unique asset, the
useful life of which cannot be determined precisely. In addition, some investors and
creditors often weigh goodwill amortization differently from other expenses in their
financial analysis, and the proposed presentation would benefit those users.

Intangible Assets: It is important to note that the Proposed Standard would not
require the separate valuation, reporting, and amortization of intangible assets that
are not reliably measurable, such as many forms of knowledge-based intangible as-
sets so often associated with technology companies. A review of the comment letters
and public hearing testimony reveals that this point has continued to be a source
of some confusion for some constituents. To clarify, under current accounting stand-
ards and the Proposed Standard, only purchased intangible assets that can be sepa-
rately identified and reliably measured, like many trademarks and customer lists,
are required to be separately valued, reported, and amortized over their useful eco-
nomic lives.

Unlike current accounting, however, the Proposed Standard does provide certain
circumstances in which intangible assets are not amortized. The Proposed Standard
provides that, if an intangible asset has an indefinite useful economic life and meets
certain other criteria, the asset shall not be amortized until its life is determined
to be finite. Thus, if an intangible asset was increasing in value, the Proposed
Standard would provide circumstances in which that asset would not be amortized.

The Board is aware of, and the FASB staff is actively participating in and moni-
toring, various studies and research currently being planned or performed by var-
ious constituent groups that might be relevant to the accounting for intangible as-
sets. In addition, the FASB staff is currently performing independent research in
this area. The scope of our research involves determining whether changes in the
US economy should result in changes in the type of information included in finan-
cial statements and the manner in which that information is presented and deliv-
ered to users. That research includes a review of the accounting treatment for intan-
gible assets.

The Board will carefully evaluate the results of the studies and research of the
constituent groups and FASB staff. We anticipate that those results might help us
expand our understanding of financial reporting issues related to accounting for in-
tangible assets. Those results might also assist in developing future formal agenda
projects of the Board.

Who Will Benefit from a Change in the Accounting for Business Combinations and
How?

The Proposed Standard will benefit the public—investors, creditors, and other
users of financial statements—as well as companies that prepare and audit those
reports.

The Proposed Standard’s requirement to eliminate the pooling method will benefit
investors, creditors, and other financial statement users by providing more informa-
tion and more relevant information about all business combinations. The Proposed
Standard’s provisions also will benefit those consumers by improving the com-
parability of financial reporting, thereby making it possible to more easily contrast
companies that participate in business combinations.

Many consumers have expressed support for elimination of the pooling method.
As one example, a letter from the Financial Accounting Policy Committee of the As-
sociation for Investment Management and Research states:

The FAPC is unequivocal in its support of the FASB’s proposal that there be
only one method of accounting for business combinations in the United States.
We also agree that the purchase method is the one that reflects properly the
economics of all business combinations, and that pooling-of-interests should be
eliminated. ..

The pooling method fails to revalue the assets and liabilities of the acquired
enterprise at fair value and the excess, commonly called “goodwill,” is not re-
corded. Hence, pooling does not faithfully represent the values of the assets and
liabilities exchanged, nor does it reveal the actual premium paid by the acquirer
in the transaction. Users of financial statements are thus impeded in their at-
tempts to understand the underlying economics of the business combination.

Many companies that prepare financial reports also agree. Those companies that
have written letters to the FASB supporting the elimination of the pooling method
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include IBM Corporation, Eaton Corporation, American Electronic Power, General
Motors, Caterpillar, Inc., IMC Global, and PPG Industries, Inc., to name a few. The
IBM Corporation letter stated:

IBM agrees with the FASB that all business combinations are acquisitions
and, thus, we support the FASB’s proposal to eliminate the pooling-of-interests
method of accounting for a business combination. We believe that financial
statement users are ill-served by the existence of two methods to account for
the same economic transaction. We agree with the FASB that using the pur-
chase method to account for all business combinations will increase the com-
parability of financial statements and will reflect the true economics of the
transaction, that is, an arm’s length investment that should be accounted for
at the fair value of the assets and liabilities that are acquired.

The Proposed Standard will also benefit companies that prepare financial state-
ments and the auditors of those statements by providing a single method of account-
ing for all business combinations. Having one method of accounting for all business
combinations will reduce certain costs to companies and auditors that are currently
related to the existence of the pooling method.

For example, the availability of the pooling method often puts companies and
their auditors under pressure to employ that method because it typically produces
higher reported earnings and rates of return subsequent to a business combination
than the purchase method. Moreover, because the pooling method is applied retro-
actively, the comparative earnings reported for periods preceding the combination
are also higher than under the purchase method—even before the companies were,
in fact, combined.

As a result of those pressures, companies often must bear significant costs, both
monetary and nonmonetary, in seeking to use the pooling method. In positioning
themselves to try to meet the 12 criteria for applying that method, companies may
refrain from engaging in appropriate economic actions that they might otherwise
undertake, such as asset dispositions or share reacquisitions. They also may incur
substantial fees from auditors and consultants in seeking to meet those criteria. The
efforts to meet those criteria also may lead to conflicts between companies, auditors,
and regulators with respect to judgments about whether the criteria have been met,
thereby adding uncertainties and their attendant costs to the process and raising
questions about the operationality of those criteria.

A report published by the Silicon Valley office of McKinsey & Company, an inter-
national consulting firm, stated:

The fear that purchase accounting, by lowering reported earnings, will de-
stroy shareholder value is a myth. In fact the opposite is true. Efforts to qualify
for such treatment actually destroy value. FASB’s proposal to eliminate pooling
accounting is a blessing in disguise. Why? Because the transition to purchase
accounting will require corporations to adopt more robust deal evaluation proc-
esses and enhance their shareholder communications.

Similarly, a letter to the FASB from the Financial Institutions Accounting Com-
mittee of the Financial Managers Society (“FIAC”), a group of 15 financial profes-
sionals working in executive level positions in the thrift and banking industries,
stated:

Formal research supports the proposition that reporting firms consume sub-
stantial resources in structuring transactions solely to achieve a favorable fi-
nancial reporting outcome. Lys and Vincent (1995) report that AT&T paid at
least $50 million (and possibly as much as $500 million) to achieve pooling-of-
interests accounting for its acquisition of NCR. . . . A single method of account-
ing for business combinations would redirect these corporate resources into
more productive areas.

In addition, having one method of accounting for business combinations benefits
companies by leveling the playing field for competition among companies in the
business combinations market. The ability—or inability—to use the pooling method
often affects whether a company enters into a business combination and also affects
the prices they negotiate for those transactions. Companies that cannot use the
pooling method because they cannot meet the criteria required for its use (for exam-
ple, criteria that prohibit certain share acquisitions) often conclude that they cannot
compete for targets with those that can meet the criteria.

Many companies that cannot use the pooling method believe that companies that
can use it often are willing to pay higher prices for targets than they would if they
had to use the purchase method because they do not have to account for the full
cost of the resulting investment. Thus, by using the pooling method, they can under-
state the income statement charges (primarily related to goodwill and other intan-
gible assets).

In a letter to the FASB, KeyCorp explained:
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Since most publicly-traded companies are gauged by EPS performance, there
is a strong incentive to use the “earnings-friendly” pooling method. The desire
to avoid the earnings consequences of the purchase method has almost certainly
resulted in uneconomic behavior. It is well understood in the investment bank-
ing community that a company is willing to “pay” more for a target if the pool-
ing method is available for the resulting transaction. Clearly, there is a view
that the pooling method results in a type of accounting arbitrage...

Even though using the pooling method rather than the purchase method might
result in being able to report higher per-share earnings following the combination,
the fundamental economics are not different because the actual cash flows gen-
erated following the combination will be the same regardless of which method is
used. As a result, the added earnings reported under the pooling method reflect arti-
ficial accounting differences rather than real economic differences.

To the extent that the markets respond to artificial differences, they direct capital
to companies whose financial reporting benefits from those differences and they di-
rect capital away from companies whose financial reporting does not benefit. As a
result, markets allocate capital inefficiently rather than efficiently. While inefficient
allocation of capital may benefit some companies and even some industries, it im-
poses added costs on many others, depriving them of capital that they need and cap-
ital they could employ more productively. The outcome is detrimental to those com-
panies—but more important, to the capital markets as a whole.

What Happens Next?

On April 12, 2000, the Board began the next significant stage of its work on the
business combinations project. That stage will involve redeliberation of all of the
issues contained in the Proposed Standard. As part of that redeliberation, the Board
will carefully consider the feedback it has received through the comment letters,
public hearing testimony, the testimony at this hearing, and any and all relevant
information provided by interested parties.

The Board will hold as many public meetings as necessary to thoroughly discuss
all of the feedback received and to decide what modifications or clarifications to the
Proposed Standard are appropriate. The Board will not make any final decisions
about the Proposed Standard or consider whether to issue a final standard until it
is satisfied that all substantive issues raised by all parties have been considered.

The Board presently expects to complete its work and be in a position to issue
a final standard by no earlier than the end of the year 2000. That estimate may
change depending on the progress of the Board’s redeliberations. Any final standard
will be effective no earlier than the date of its issuance.

In closing, I want to be clear that the FASB understands and supports the over-
sight role of this Subcommittee. We will carefully consider what we learn from this
hearing. Let me assure you, Mr. Chairman and members of the Subcommittee, that
our open due process and our independent and objective decision making will be
carefully and fully carried out. To do otherwise would jeopardize the very foundation
upon which the FASB was created, and for which it has proven invaluable to the
US capital markets and to investors and creditors—the consumers of financial infor-
mation.

Thank you, Mr. Chairman. I very much appreciate this opportunity and would be
pleased to respond to any questions.

Mr. OXLEY. Thank you, Mr. Jenkins. Once again we appreciate
your cooperation and openness throughout this entire process. As
the other member said, it has been a pleasure to work with you in
such a manner.

Before I introduce our next witness, let me introduce our good
friend Joe Crowley, from New York, who is not a member of the
committee, but is interested in this subject and has agreed to be
with us this morning. Welcome.

Mr. Powell?

STATEMENT OF DENNIS D. POWELL

Mr. POWELL. Good morning. Thank you for inviting me to this
hearing.

I am vice president and corporate controller for Cisco Systems.
Cisco is the worldwide leader in networking, with revenues cur-
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rently approximating $17 billion per year. We are a multinational
corporation with more than 28,000 employees and 200 offices in 55
countries. In the U.S. we have significant operations in California,
Texas, Massachusetts, and North Carolina.

The two methods of accounting that we are discussing today,
purchase and pooling of interests, have been generally accepted in
practice since 1945. In 1970, the Accounting Principles Board stud-
ied and discussed the pros and cons of the two accounting methods
and issued APB16 entitled “Business Combinations,” which re-
afﬁrﬁngd the validity of both the purchase and pooling of interests
method.

This viewpoint was again reaffirmed in 1994 by a task force com-
missioned by the American Institute of Certified Public Account-
ants, as we heard earlier, to study the usefulness of financial re-
porting. This report, entitled “Improving Business Reporting, a
Customer Focus,” concluded after 3 years of study that a project to
do away with either method would be very controversial, require a
significant amount of FASB time and resources, and at the end is
not likely to improve significantly the usefulness of financial state-
ments.

So the arguments for and against the pooling and purchase
methods of accounting haven’t changed for the past 30 years. We
are still debating the same issues.

However, the problems with the purchase method are still with
us, but the implications today are much more severe than they
were in 1970. In 1970, most of an acquisition price was allocated
to tangible, hard assets. Today, for knowledge-based technology
companies, most of the acquisition price is allocated to intangible
assets and very little to hard assets.

For example, since 1993, Cisco has acquired over 50 companies
amounting to over $19 billion. Of these acquisitions, only $900 mil-
lion or 5 percent is attributed to hard assets; $18 billion or 95 per-
cent of the acquisitions would be left to allocate to intangibles or
goodwill. So the limitations of the purchase method have become
much more problematic. Yet the new FASB proposal would force all
acquisitions to be accounted for under the purchase method, with-
out having solved its defects.

The most significant defect of the purchase method is the ac-
counting for goodwill once it is recorded as an asset on the balance
sheet. The FASB proposal requires that goodwill be treated as a
wasting asset and requires that it be amortized over 20 years. This
model incorrectly assumes that goodwill declines in value over
time, which artificially reduces net income and misrepresents eco-
nomic reality.

For example, we studied four technology mergers that occurred
in 1996 and 1997. The results of the four companies in the study
are summarized in attachment B to my testimony. As you can see
from that exhibit, the purchase accounting model significantly re-
duced actual earnings by an average of 48 percent because of the
amortization of goodwill. This would suggest that goodwill has de-
clined in value. However, over the same period, goodwill actually
increased from the date of the merger by an average of 43 percent.

Based on the above study, it is clear that in successful mergers,
the presumption that goodwill is a wasting asset is not valid. Good-
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will increases in successful acquisitions and declines rapidly in un-
successful acquisitions. Goodwill does not decline radically over 20
years. The FASB model simply does not report true economic per-
formance.

The FASB argues that the pooling of interests method provides
investors with less information and less relevant information than
provided by the purchase method because the pooling method ig-
nores the values exchanged, whereas the purchase method records
these values on the face of the balance sheet.

I disagree that the pooling method provides less information. At
the time of a merger, the number of shares exchanged and the re-
lated share values are known, so the value of the transaction is
known. Furthermore, the pooling method of accounting reports a
more conservative balance sheet, reports the results of operations
more accurately, and presents investors and creditors with more
relevant information to assess subsequent performance of the com-
bined entities than the purchase method.

If T could refer you to attachment C as an illustration, if compa-
nies A and B would combine, the pooling method would report a
combined equity of zero dollars, in the example that I provided.
However, the purchase model creates an inflated equity of $4,000,
giving the impression that these two anemic companies have been
made well simply by combining.

Furthermore, because the purchase method incorrectly assumes
that goodwill reported on the balance sheet declines over 20 years,
the combined companies’ operations are artificially reduced from
the actual performance under purchase accounting. The pooling
method more faithfully reports true economic performance as illus-
trated in the attachment C.

Finally, application of the purchase method would mislead the
reader of the financial statements, the combined financial state-
ments, into believing that the revenues had increased 100 percent
from $2,500 in year 1 to $5,000 in year 2. However, the pooling
method would correctly reflect the true view that sales had been
flat between the 2 years because this method requires that pre-
viously reported financial statements be restated to report the com-
bined operations as if they had always been together. In this case,
both years 1 and 2 would reflect sales of $5,000.

In summary, the pooling method reports a more conservative bal-
ance sheet, more accurate income, and a better comparison of oper-
ations and a truer picture of sales trends.

In conclusion, the U.S. accounting rules for business combina-
tions, which includes both the pooling and the purchase methods,
has for the past 50 years generated and supported the strongest
capital markets in the world. Before the FASB radically changes
these accounting rules to a model that will certainly stifle tech-
nology development, impede capital formation, and slow job cre-
ation in this country, the FASB should make sure that the new
proposed method is without question the absolute correct answer.

In reality, the FASB’s proposed standard does not improve finan-
cial reporting, it merely changes it. Worse yet, the proposed
changes require companies to use a purchase model that does not
work for companies in the new economy, where most of the acquisi-
tion value cannot be attributed to hard assets, forcing companies
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to report an arbitrary net income number that is irrelevant and
misleading.

We believe that, first, the FASB should retain the pooling of in-
terests method of accounting. The pooling method of accounting
continues to have broad support, as evidenced by two-thirds of the
respondents to the current FASB exposure draft, and all of the Big
5 accounting firms disagreed with the FASB’s plan to eliminate
pooling accounting.

Second, revise the purchase method to correct its deficiencies,
such as charge purchased goodwill directly to shareholders’ equity,
or amortize it through comprehensive income, or reduce goodwill
only when it has actually declined in value, or the impairment
method; and then limit the allocation of purchase price only to
those intangibles that can be objectively and reliably valued; and
third, engage a task force which would include evaluation experts
to develop adequate guidance on how to identify, value and account
for intangible assets for new economy companies.

I agree with Mr. Jenkins in his statement with respect to the
Garten Commission. It was not commissioned to address this point.
As a member of that commission, I can verify that. What that
means, though, I think, is that someone needs to address this
issue, because it is not being addressed today. I think that is the
FASB’s job. I think they should do that before they issue their pro-
nouncement.

Thank you very much.

[The prepared statement of Dennis D. Powell follows:]

PREPARED STATEMENT OF DENNIS D. POWELL, VICE PRESIDENT, CORPORATE
CONTROLLER, CISCO SYSTEMS, INC.

INTRODUCTION

My name is Dennis Powell. I am Vice President and Corporate Controller for
Cisco Systems, Inc.

Cisco is the worldwide leader in networking with revenues currently approxi-
mating $17 billion per year. We are a multinational corporation with more than
28,000 employees in 200 offices and 55 countries. In the U.S., we have significant
operations in California, Texas, Massachusetts and North Carolina.

BACKGROUND

The two methods of accounting—*“Purchase” and “Pooling of Interests”—have been
generally accepted in practice since 1945. In 1970, the Accounting Principles Board
studied and discussed the pros and cons of the two accounting methods, and issued
APB16 “Business Combinations”, which reaffirmed the validity of both the purchase
and pooling of interests methods.

This viewpoint was again reaffirmed in 1994 by a task force commissioned by the
American Institute of Certified Public Accountants to study the usefulness of finan-
cial reporting. This report, entitled “Improving Business Reporting—A Customer
Focus” concluded, after three years of study, that, “A project to do away with either
method would be very controversial, require a significant amount of FASB time and
resources, and in the end is not likely to improve significantly the usefulness of fi-
nancial statements.”

The arguments for and against the pooling and the purchase methods of account-
ing haven’t changed over the past 30 years—we are still debating the same issues.

However, the problems of the purchase method are still with us, and the implica-
tions today are much more severe than they were in 1970. In 1970, most of an ac-
quisition price was allocated to tangible, hard assets. Today, for knowledge-based
technology companies, most of the acquisition price is allocated to intangible as-
sets—and very little allocated to hard assets. For example, since 1993, Cisco has ac-
quired over 50 companies amounting to $19 billion. Of these acquisitions, only $900
million, or 5%, is attributed to hard assets—$18 billion or 95% would be left to allo-
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cate to intangible assets or goodwill. So the limitations of the purchase method have
become more problematic. And yet the new FASB proposal would force all acquisi-
tions to be accounted for under the purchase method, without having solved its de-
fects.

GOODWILL AMORTIZATION

The most significant defect of the purchase method is the accounting for goodwill
once it is recorded as an asset on the balance sheet. The FASB proposal requires
that goodwill be treated as a wasting asset, and be amortized ratably over 20 years.
This model incorrectly assumes that goodwill declines in value over time, which ar-
tificially reduces net income and misrepresents economic reality. In reality, the
V?Iue of goodwill is dependent upon the success of the merger, and is not a function
of time.

For example, we studied four technology mergers that occurred in 1996 and 1997,
which were reported as poolings. We then recast the poolings as if they were pur-
chases, and restated the financial statements for periods after the acquisition to
show the impact of goodwill amortization. The results of all four companies in the
study are summarized on Attachment B. The purchase accounting model signifi-
cantly reduced actual earnings by an average of 48% because of the amortization
of goodwill. This would suggest that goodwill has declined in value. However, over
this same time period, goodwill has actually increased from the date of the merger
by an average of 43%.

Based on the above study, it is clear that in successful mergers, the presumption
that goodwill is a wasting asset is not valid. Goodwill increases in successful acqui-
sitions and declines rapidly in unsuccessful acquisitions. Goodwill does not decline
ratably over twenty years—the FASB model simply does not report true economic
performance.

INTANGIBLES

Regarding valuation of other intangible assets, the FASB proposal obligates com-
panies to identify and value all intangible assets, without giving adequate guidance
on how these assets should be separately identified and valued. There are no stand-
ards in the valuation community to provide any consistency or reliability around the
valuation of these intangibles.

At risk is a loss of credibility in financial reporting. FASB must provide more
guidance and tools around how their requirements should be implemented.

COMPARABILITY

The FASB has stated that elimination of pooling solves a comparability issue be-
tween purchase transactions and pooling transactions. But elimination of pooling
simply trades one comparability issue with a set of new comparability problems.
First, mandating the purchase method creates significant comparability issues be-
tween companies who grow from internal organic development and those who grow
through acquisition.

For example, a company that generates significant goodwill from its internal oper-
ations will report no goodwill value while the company that acquires goodwill
through a merger will report the “value” of the goodwill at the time of the acquisi-
tion. So, while both companies may have the same value of goodwill, only the com-
pany who obtained the goodwill through a merger will report any amount on its bal-
ance sheet.

Secondly, elimination of pooling prevents comparability within the same com-
pany—in comparing operations before the acquisition, which do not include the ac-
tivities of the acquired company, to operations after the acquisition, which do in-
clude the activities of the acquired company. Eliminating pooling does not solve the
comparability issue.

I believe the comparability issue would be more effectively addressed by correcting
the inherent problems of the purchase method than by eliminating pooling account-
ing as an option.

DEFENSE OF POOLING ACCOUNTING

The FASB argues that the pooling method provides investors with less informa-
tion—and less relevant information—than provided by the purchase method, be-
cause the pooling method ignores the values exchanged whereas the purchase meth-
od records these values on the face of the balance sheet. I disagree that the pooling
method provides less information. At the time of a merger, the numbers of shares
exchanged and related share values are known, so the value of the transaction is
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known. Furthermore, the pooling method of accounting reports a more conservative
balance sheet, reports results of operations more accurately and presents investors
and creditors with more relevant information to assess subsequent performance of
the combined entities than the purchase method. Using Attachment C as an illus-
tration, if Companies A and B would combine, the pooling method would record a
combined equity of $0. However, the purchase method would create an inflated eq-
uity of $4,000, giving the impression that these two anemic companies had been
made well by simply combining.

Furthermore, because the purchase method incorrectly assumes that the goodwill
recorded on the balance sheet declines over 20 years, the combined company’s oper-
ations are artificially reduced from its actual performance under purchase account-
ing. The pooling method more faithfully reports true economic performance as illus-
trated in Attachment C.

Finally, application of the purchase method would mislead the reader of the finan-
cial statements of the combined financial statements into believing that the reve-
nues had increased 100%, from $2,500 in Year 1 to $5,000 in Year 2. However, the
pooling method would correctly reflect the true view that sales had been flat be-
tween the two years, because this method requires that previously reported finan-
cials be restated to report the combined operations as if they had always been to-
gether; in this case both Years 1 and 2 would reflect sales of $5,000.

In summary, the pooling method reports a more conservative balance sheet, more
accurate income, a better comparison of operations and a truer picture of sales
trends.

SUMMARY

In conclusion, the U.S. accounting rules for Business Combinations, which in-
cludes both the pooling and purchase methods, has for the past 50 years, generated
and supported the strongest capital markets in the world. Before the FASB radically
changes these accounting rules to a model that will certainly stifle technology devel-
opment, impede capital formation and slow job creation in this country, the FASB
should make sure the proposed new method is without question, the absolute, cor-
rect solution. In reality, the FASB’s proposed standard does not improve the ac-
counting—it merely changes it. Worse yet, the proposed changes require companies
to use a purchase model that does not work for companies in the New Economy,
where most of the acquisition value cannot be attributed to hard assets, forcing com-
panies to report an arbitrary, artificial net income number that is irrelevant and
misleading.

We believe the FASB should:

(1) Retain the pooling of interests method of accounting. The pooling method of ac-
counting continues to have broad-based support. Two-thirds of the respondents
to the current FASB exposure draft and all of the Big 5 accounting firms dis-
agreed with the FASB’s plan to eliminate pooling accounting.

(2) Revise the purchase method to correct its deficiencies, such as:

(a) Charge purchased goodwill directly to shareholders’ equity, or amortize it
through comprehensive income, or reduce goodwill only when it has actually
declined in value; and

(b) Limit the allocation of purchase price to only those intangibles that can be
objectively and reliably valued;

(1) Engage a task force, which would include valuation experts, to develop adequate
guidance on how to identify, value and account for intangible assets for New
Economy companies.
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Mr. OXLEY. Thank you.
Mr. Bible?

STATEMENT OF PETER R. BIBLE

Mr. BIBLE. It is a pleasure to be with you here today, especially
a fellow Buckeye, Mr. Chairman. In the land of Wolverines and
Spartans, it is kind of lonely up there.

To put my comments in context, Mr. Chairman, I think it is im-
portant to understand that the General Motors Corporation is a
participant in both the new and the old economy. Some of our new
ventures, eGM, Trade Exchange, Hughes Electronics, are among
some of the darlings on Wall Street as the high-tech industry.
Those businesses have been built on purchase accounting acquisi-
tions.

Presently there is an exchange offer for $9 billion for GM-1 and
2 shareholders to exchange their one and two-thirds shares for
shares of Hughes. I am not sure how their growth through non-
pooling transactions has impeded their value.

Now to my written testimony.

The act of bringing together two or more independent businesses
to function as one business is known by many names on Wall
Street and in the media. For purposes of my testimony here today,
I will use the term “business combinations” to refer to that act.

A business combination can be and often is a very significant fi-
nancial and cultural event in the life of a business. That financial
significance is the very heart of the topic of your hearings, and that
is the combined income statement of the businesses subsequent to
the business combination.

Why the income statement, you ask? The answer is, that is
where investors and other users of financial statements look to see
if the business combination was accretive, a good thing, or dilutive,
a bad thing, to net income and earnings per share, two of the key
determinants for stock price for many businesses.

Why is this the very heart of the topic of your hearings, you ask?
The answer is, under purchase accounting, the difference between
the amount paid for a business and the historical net book value
of that business’s net assets or equity find its way to the income
statement over time as expenses. This dilutes net income and earn-
ings per share of the combined businesses.

Under the pooling method, however, that difference between the
amount paid for a business and the historical net book value of
that business is never recognized in the financial statements of the
combined businesses; thus, the game. Therefore, at worst, net in-
come of the combined businesses is equal before and after the busi-
ness combination. Accordingly, a business combination on an eco-
nomic basis could be and often is dilutive, but that dilution is never
reflected in the income statement of the businesses.

The contrarion to this view would tell you that investors and an-
alysts are not ignorant, and they can see through the differences
between purchase and pooling of interests accounting. This may be
true, but in today’s world of “you’re as good as your last quarterly
results,” memories fade fast.

The Accounting Principles Board in their Opinion 16 recognizes
that there are business combinations that represent a uniting of
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shareholders’ interests, or what is referred to in today’s world as
a merger of equals, that would be best accounted for by combining
the historical financial statements of the combined businesses.

To define this type of business combination, the Accounting Prin-
ciples Board put in place 12 tests to be passed. Since its issuance
in August 1970, Wall Street and others have been gainfully em-
ployed navigating around the 12 tests in AB16.

This has given rise to countless interpretations of the pooling of
interests rules by the Accounting Principles Board, the Financial
Accounting Standards Board, the Emerging Issues Task Force, and
the Securities and Exchange Commission.

Do mergers of equals really exist? Sure, just like Michael Jordan
and Jack Nicklaus exist, but they are rare, and to define them is
close to impossible.

I mentioned earlier in my testimony the cultural significance of
business combinations. Perhaps that is why the term “merger of
equals” is often used in the press to describe an acquisition. I
would be shocked if you do not hear today that the Financial Ac-
counting Standards Board’s Proposed Statement on Business Com-
binations will bring a plague on high-tech and startup businesses.
You should ask those testifiers on what basis the stock of a high-
tech or startup business trades: net income or revenue?

Not being in the proposed standard affects the recognition of rev-
enue. If your concern is there, talk to the SEC on their staff ac-
counting bulletin 101.

Historically, many acquisitions have been accounted for using the
pooling of interests method because of the use of stock as the cur-
rency. It is often the case that, for tax reasons, stock is a more effi-
cient currency than cash.

In closing, as you will see in my written testimony, there are sev-
eral provisions of the proposed standard that I do not agree with.
However, I do support the elimination of the pooling of interests
method.

Thank you very much.

[The prepared statement of Peter R. Bible follows:]

PREPARED STATEMENT OF PETER R. BIBLE, CHIEF ACCOUNTING OFFICER, GENERAL
MOTORS CORPORATION

The act of bringing together two or more independent businesses to function as
one business is known by many names on Wall Street and in the media. For pur-
poses of my testimony here today, I will use the term “business combinations” to
refer to that act. A business combination can be, and often is, a very significant fi-
nancial and cultural event in the life of a business. That financial significance is
at the very heart of the topic of your hearings, and that is the combined income
statement of the businesses subsequent to the business combination. Why the in-
come statement you ask? The answer is: that is where investors and other users
of the financial statements look to see if the business combination was accretive (a
good thing) or dilutive (a bad thing) to net income and earnings per share, which
are two of the key determinants of stock price for many businesses. Why is this at
the very heart of the topic of your hearings, you ask? The answer is: under purchase
accounting, the difference between the amount paid for a business and the historical
net book value of that business’ net assets or equity finds its way to the income
statement over time as expenses. This dilutes the net income and earnings per
share of the combined businesses.

Under the pooling of interests method, however, that difference between the
amount paid for a business and the historical net book value of that business is
never recognized in the financial statements of the combined businesses. Therefore,
at worst, net income of the combined businesses is equal before and after the busi-
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ness combination. Accordingly, a business combination on an economic basis could
be, and often is, dilutive, but that dilution is never reflected in the income state-
ment. The contrarion to this view would tell you that investors and analysts are not
ignorant and can see through the differences between purchase and pooling of inter-
est accounting. This may be true but, in today’s world of “you’re as good as your
last quarterly results,” memories fade fast. The Accounting Principles Board in their
Opinion No. 16 recognized that there are business combinations that represent a
uniting of shareholders interest, or what is referred to in today’s world as a merger
of equals, that would best be accounted for by combining the historical financial
statements of the combined businesses. To define this type of business combination,
the Accounting Principles Board put in place twelve tests to be passed. Since its
issuance in August 1970, Wall Street and others have been gainfully employed navi-
gating around the twelve tests in Opinion No. 16.

This has given rise to countless interpretations of the pooling of interests rules
by the Accounting Principles Board, the Financial Accounting Standards Board, the
Emerging Issues Task Force, and the Securities and Exchange Commission. Do
mergers of equals exist? Sure they do, just like Michael Jordan and Jack Nicklaus
exist, but they are rare and to define them is close to impossible. I mentioned earlier
in my testimony the cultural significance of business combinations. Perhaps that is
why the term “merger of equals” is used so often in the press to describe an acquisi-
tion. I would be shocked if you did not hear today that the Financial Accounting
Standards Board’s Proposed Statement on Business Combinations will bring a
plague on high-tech and start-up businesses. You should ask those testifiers on what
basis the stock of a high-tech or start-up business trades: net income or revenue?
The topic of your hearing has no affect on revenue. Historically, many acquisitions
have been accounted for using the pooling of interest method because of the use of
stock as the currency. It is often the case that, for tax reasons, stock is a more effi-
cient currency than cash.

In closing, as you will see in my written testimony, there are several provisions
of the Proposed Standard that I do not agree with. However, I do support the elimi-
nation of the pooling of interests method.
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General Motors

December 14, 12999

Mr. Timothy S. Lucas

Director of Research and Technicat Activities
Financial Accounting Standards Board

401 Menitt 7

P.O. Box 5116

Norwsik, CT 06856-5118

File Reference No. 201-A: Proposed Sfatement of Financial Accounting Standards - Business
Combinations and intangible Assets

Dear Tim:

General Motors appreciztes this opportunity to respond to the FASB's Proposed Statement of
Financial Accounting Standards {("proposed Statement"), "Business Combinations and
{ntangible Assets.”

Our comments on the questions raised in the proposed Statement are summarized below.
Scope

issue No. 1: This proposed Statement would not apply to combinations of not-for-profit
enterprises. The Board has decided to address issues specific to those combinations in a
separate subproject to be conducted as part of the overall business combinations project. The
Board tentatively plans to begin discussing those issues in the second haff of 1998, Are there
any spacific issues the Board should consider when it discusses combinations of not-for-proft
enterprises?

Paragraph 91 discusses the basis for the Board's conclusions on this issue.

Response No. 1: We agree that this project should not address not-for-profit enterprises.

issue No. 2: Paragraphs 10-12 of this proposed Staternent would modify the definion of a
business combination in Opinion 16 in two ways. First, a change would be made to the Opinion
16 definition to reflect the Board's conclusion that all business combinations are acquisitions
that should be accounted for using the purchase rmethod and its consequent decision that the
pooling-of-interests method should not be used to account for any business combination,
Second, a change would be made to clarify that an exchange of a business for a businessis a
business combination. Otherwise, it is the Board's intent that this proposed Stalement would
apply to the same transactions covered by Opinion 16. Based on the proposed definition of a
business combination, are there other transactions that appear to be included in or excluded
from the scope of this proposed Statement that were or were not similarly covered by Opinion
167 If so, how shouid the definition be clarified to accommodate those transactions?

Paragraphs 92-94 discuss the basis for the Board's conclusions on this issue.

Response No. 2: We agree with the Board's decision that the pooling-of -interests method
should not be used to account for any business combination. We aiso agree with the Board's
definition of a business combination. Our response, however, is conditioned on the fact that
"new basis" issues will be discussed in a later phase of the business combinations project.
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of nting for Business Comb! ons

Issue No. 3: This proposed Statement would eliminate use of the pooling-of-interests method
to account for business combinations and require the purchase method to be used to account
for ali business combinations. Do you agree with the Board's conclusion that ail business
combinations are acquisitions? If not, why not?

Paragraphs 143-153 discuss the basis for the Board's conclusions on this issue.

Response No, 3: We agree with the Board's conciusion that all business combinations are
acquisitions.

issue Mo, 4: Application of the purch method would reguira that an acquiring enterprise be
identified in all business combinations. This proposed Statement would modify the provisions in
Opinion 16 for determining the acquiring enterprise. in addition to factors relating to voting
rights, this proposed Staternent would require consideration of the composition of the board of
directors and the senior management of the combined enterprise (paragraphs 15-17). Do you
believe those factors are sufficient for determining the acquiring enterprise in all business
combinations? If not, what additionai factors or guidance shouid be inciuded?

Paragraphs 160-168 discuss the basis for the Board's conclusions on this issue.

Response No. 4: We agree with the Board's conclusions on this issue and have nothing to add
at this time.

issus No. 5: This proposed Statement would change the accounting for the excess fair vaiue
of acquired net assets over cost (negative goodwill or excess). Opinion 16 requires that the
excess be allocated on a pro rata basis to the noncurrent assets acquired. This proposed
Statement would require the excess to be allocated on a pro rata basis first to intangible assets
for which there is no observable market and, second, if an excess still remains, to acquired
depreciable nonfinancial assets and to any other acquired intangible assets. if ail the assets to
which the excess would be aliocated are written down to zero and an excess still remains, that -
amount would be recognized as an extraordinary gain. Under Opinion 16, that remaining
excess would be deferred and amortized.

The Board initially decided that aif negative goodwiil should be recognized as an extraordinary
gain. is the approach required by this proposed Statement (paragraphs 23 and 24) preferable
{o the approach in Opinion 16 and to recognizing an extraordinary gain for the entire amount of
negative goodwill? If not, which approach is preferable and why?

Paragraphs 289-297 discuss the basis for the Board's conclusions on this issue.

Response No. 5: We refer the Board to the last sentence of paragraph 294 of the proposed
Statement. For a U.S. accounting standard to be based, in part, on the anticipation of
inappropriate, if not perhaps unlawful, conduct of a preparer of financial statements s troubling.
We encourage the Board to reconsider the negative goodwill section of the proposed
Statement. We see no theoratical grounds for accounting for goodwill differently based on
whether it is positive or negative.

Accou for Goodwill

Issue No. 8: This proposed Statement would require that the excess of the cost of the
acquisition over the fair vaiue of acquired net assets (goodwill) be recognized as an asset.
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This proposed Statement would require that goedwill be amortized over its useful economic iife:
however, the amortization period may not exceed 20 years.

a. Does gowwm meet the assets definition and the criteria for recognition as an asset in
FASB Concepts Statements No. 5, Recognition and M in Financiai Statements
of Business Enterprises, and No. 8, El of Fi iaf Stale ? if not, why not?

b. Shouid goodwill be amortized in a manner similar to most other assets? If not, why not?

¢. isthe 20-year maximum amortization period appropriate?

Paragraphs 169-243 discuss the basis for the Board's conclusions on this issue.

Regponse No. &: We agree with the Board's conclusions regarding lssues 6a and 8b. We do
not agree, howavar, with the conclusion on issue ¢ and beliave that the Board has the
opportunity to improve the U.S. accounting modet in this area.

Most, if not all, businesses are bought and sold based  upon an anticipation of nat cash flow
generation for a pariod of time. A portion of that period of time is often comprehended by a
terminat or residual value. The valua of those future net cash fiows is a highly subjectwe matter
that can be influenced by several factors including the risk and rewards inherent in the business
1o be acquired and in owning that business. This process aiso invoives p ility

as to the occurrence or non-occurrence of future events. To artive at purchase price, a
discount factor is applied to the adjusted future cash flows. That discount factor will vary from
acquirer to acquiter and acquisition to acquisition based upon the acquirer's internal
management matrices and investment objectives.

Accordingly, rarely does the purchase price have any direct relationship to the simple sum of the
fair value of the net assets of the acquired business at the date of acquisition. Prices paid often
teflect perceived value of key personnei and expertise, the potential for unquantified as well as
quantified future success through synergy, the vaius of eliminating one or more competitor
channels, and a host of other business factors unrelated to the fair values of individual assets.
Moreover, the goodwill or excess of the purchase price over the fair vaiue of those net assets is
determined by the acquirer based upon its own assessment of vaiue as described above.
Accordingly, prescribing uniform rules for the allocation of purchase price to acquired

identifiable and unidentifiable intangibles and, as a practical matter, set amortization lives, we
believe will cause clearly uniike transactions 1o be accounted for as though they were alike.

Therefore, we support an approach that aggregaﬁes the excess of purchase price over the fair
vaiue of the tangible net assets of the acg This would be comprised of
identifiable intangible assets (as described further in our response to Issue 8 below), and
remaining goodwill, Ve would not place any artificial and arbitrary time pericd limits on
amortization of intangible value acquired in a business combination, but instsad utilize a “burden
of proof” approach for identifying the appropriate life and time period for each identifiable
intangible. The remaining goodwill wouid then be amortized over the period used in vaiuing the
busi not to d the t APB Opinion No. 17 requirement of 40 years.

We believe this approach is preferable to the Board's approach in that & further recognizes the
uniqueness of each acquisition and recognizes that the future nat cash flows from intangibles
cannot be separated from the Riture net cash fiows of the acquired bush For e
working capital, fixed assets and debt of an acquired business can be turned over without
significantly affecting the future net cash flow of that business. The patent or brand, however,
that limits other's use to the core product of the acquired business cannot be turned over
without significartly affecting that business' future net cash flow.
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issue No. 7: The Board considered several approaches that woukd have permitted some or all
goodwill to be capitalized and not amortized. However, the Board found that none of those
approaches werg operational because of the subjectivity invoived in identifying ant measuring
the di ible el of goodwill, particularly those with indsfinite lives, and the inability to
adequately review goodwill for impairment {no identifiable direct cash flows),

a. Is there a way to overcome the subjectivity invoived in identifying and measuting discemible
elements of goodwili and thereby to make the discemible-elensents approach described in
paragraphs 230 and 231 operational

b. s there a robust and operational way\lo review goodwill for impairment such that more
refiance could be placed on an approach that includes not amortizing some or all goodwill?
if so, pleass describe &

Paragraphs 228-235 discuss the basis for the Board's conclusions on this issue.

Response No, 7: Please refer to our Response No, 6. We believe the resuits of this project's
field test proved the discemible-glements approach to be inoperatile,

Accountl y Identifiable intanagible Assets

Issue No. 8: This proposed Statement would resjure acquired idantifiable intangible assets that
<an be reliably measured to be recorded separately from goodwill in the financial statements of
the acquiring enterprise at their fair value (paragraph 19). That requirement is based on the
assumption that intangible assets acquired in 2 business combination can be measured
separately from goodwill with a sufficient degree of refiability to meet the asset racognition
criteria. Based on information provided by vaiuation experts, the Board reached a conclusion
that various intangible assets can be reliably measured.

a. Is that conclusion appropriate or inappropriate? Why?

b. Are some classes or types of intangible assets mors refiably measurable than others are?
if s0, pisase describe them, ‘

¢. Can paragraphs 18, 198, 21 and 37 be motified to better achigve the Board’s objective of
separately recognizing more intangible assets than are currently recognized under Opinion
17?

d.  Are the examples of identifisble intangible assets that might be acguired in a busihess
combination listed in Appendix A appropriate? Are there other examples that should be
included?

Paragraphs 253-272 discuss the basis for the Boarnd's conclusions on this issue.

Response No, 8: Please refer to our Response No. 6. We support the requirement to identify
all acquired intangible assets that can be reliably rmeasured for recognition in the financial
statements. However, we are concemed that the recognition criteria for determining whatis
“reliably measurable” has a significant operationai difficulty. Therefore, we suggest that the
Board further refine the criteria for recegnition of intangibles in a business combination to
include only those intangibles which are traded in a secondary market and those intangibles
which would be recognized under other existing agcounting standards. As discussed in
Response No. 6, we would utilize a “burden of proof” approach for identifying the appropriate ife
and time period for each identified intangible.

We strongly befieve in the paradigm that in a business combination, an enterprise goquires
future net cash flows rather than net assets. in that view, it is not possible or relevant to
separate the future net cash firw from an in use identifiable intangible asset from the future net
cash flow of the acquired business, Accordingly, we do not befieve that intangible assets

geguired in a busi ination shouid be presented separately from goodwifl.
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issue No. 9: Opinicn 17 imposed a 40-year maximum amortization period for all intangible
assets. If certain criteria are met, this proposed Statement would require an intangibie asset
(other than goodwill) to be amortized over a period longer than 20 years and in some
circumstances to not be amortized at all.

a. Are the criteria in paragraphs 37 and 40 for overcoming the 20-year usefui life presumption
appropriate? If not, how should they be modified and why?

b. Are the criteria in paragraph 41 for nonamortization appropriate? If not, how should they
be modified and why?

c. Are the examples in paragraph 77 illustrating the amortization period for certain identifiable
intangible assets heipful? I not, how could they be improved?

Paragraphs 273-288 discuss the basis for the Board's canclusions on this issue.

Response No. 9: Please refer to our Responses Nos. 6, 7 and 9. We do not believe, as
sustained by the resuits of this project's field test, that the discemible-elements approach is
operable. Further, under the cash flow paradigm, we believe that the value of an intangibie
shouid not be separately measured from the value of a business.

impairment

Issue No. 10: This proposed Statement wouid require that all goodwiil be reviewed for
impairment in accordance with FASB Statement No. 121, Accounting for the impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, and included examples of
events and circumstances that would require goodwill to be tested for recoverability (in addition
to those in paragraph 5 of Statement 121).

a. Are those examples (paragraph 47) appropriate? If not, which of the examples should be
modified and how?

Paragraph 26 of this proposed Statement would require goodwill to be tested for
recoverability no later than two years after the acquisition date if more than one of the four
factors listed in that paragraph was present at the acquisition date.

o

Are those factors appropriate? If not, which of the factors shouid be modified and how?

c. s two years the appropriate time frame during which that recoverability test should be
performed? If not, what should that time frame be and why?

d. s the Statement 121 approach described in paragraphs 46-48 an ocperational way to

review goodwill for impairment? !f not, why not?

Paragraphs 298-3186 discuss the basis for the Board's conclusions on this issue.

Response No. 10: We agree with the Board's conclusions on this issue if the acquired
company is to be managed as a separate entity by the acquiring enterprise; however, if the
acquired business is to be combined with the existing operations of the acquiring enterprise
such that the original identity of the goodwiil is obscured, we question the operability of the
existing standard in these circumstances.

Presantation in the income Statement

issue No. 11: This proposed Statement would require that goodwili charges (amortization
expense and impairment losses) be presented in the income statement as a separate line item
on a net-of-tax basis. The goodwill charges would be followed by other line items that do not
constitute “continuing operations" such as discontinued operations and extraordinary items.
This proposed Statement would also require that enterprises present a subtotal on the income
statement before the goodwill charges. However, that required subtotal would
includeamortization expenses related to other intangible assets acquired in a business
combination as well as the effects of the step-up in basis of the other net assets acquired.
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In addition, this proposed Statement would permit enterprises to present per-share amounts on
the face of the income statement for the subtotal before the goodwill charges and for the
goodwill charges.

a. Would those income statement presentation provisions (paragraphs 5§2-58) resuit in more
useful financial information? If not, what presentation would be preferable?

b. Would the unique treatment of goodwill charges in the income statement serve as a
disincentive to separately recognizing identifiable intangible assets that are not affordec
the same treatment?

Paragraphs 325-348 discuss the basis for the Board's conclusions on this issue.

Response No. 11: We agree with the Board's conclusions on this issue except that we would
include amortization expenses reiated to other intangibles acguired in a business combination,
whether or not measured separately.

Disclosure Requirements

issue No. 12: This proposed Statement would eliminate the Opinion 16 requirement to
disclose information about the resuits of operations on a pro forma basis. Instead, paragraph
27(e) of this proposed Statement would require that the notes to the financial statements of the
acquiring enterprise inciude a condensed balance sheet of the acquired enterprise disclosing
both the book values as reflected in the acquired enterprise’s financial records and the
comparabie fair values assigned at the date of acquisition.

a. s information about the book values and fair values of the net assets acquired useful? If
so, why; if not, why not?
b. Should disclosure of pro forma resuits of operations continue to be required? If so, why?

Paragraphs 351-354 discuss the basis for the Board's conclusions on this issue.

Response No. 12: While we wouid limit the disclosure to book vaiues and fair values of
tangible net assets acquired, we agree with the Board's conclusions on this issue and would
support the continuation of the pro forma resuits of operations. We believe that both of these
disclosures are beneficial to the analyst community and other users of financial statements.

El e Date and Transition

Issue No. 13: The Board decided that goodwill being accounted for in accordance with ARB
No. 43, Chapter 5, "Intangible Assets,” would be written off as the cumulative effect of a change
in accounting principle when the final Statement is initially appiied. However, for practical
reasons, the Board decided to "grandfather" the manner in which previously recognized goodwiil
is being accounter for under Opinion 17 and the manner in which other previously recognized
intangible assets are being accounted for under ARB 42, Chapter 5 or Opinion 17.

Should this proposed Statement require retroactive application of its amortization provisions to
previously recognized goodwill and other intangible assets? If so, why: if not, why not?

Paragraphs 372-284 discuss the basis for the Board's conclusions on this issue.

Response No. 13: We are not sure how to interpret paragraph 65 since it incorporates
paragraph 64, which requires ARB No. 43, paragraph 5, goodwill to be written off, yet, at the
same time, grandfathers intangibles and goodwill recognized under that standard. In any event,
we believe that all previous accounting for goodwill should not be disturbed. This is consistent
with the transition provision governing Part 1 of the proposed Statement.
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issue Neo. 14: The provisions in the proposed Statement related to reviewing goodwill for
impairment (inciuding alfocating goodwill to individual asset groups), presentation in the financial
statements (including presenting goodwill charges on a net-of-tax basis), and disclosures
(specifically, information and intangible assets by ciass) would be appiicable to goodwill and
other intangible assets acquired in transactions initiated on or before the date the final
Statement is issued as well as those initiated afterward. The Board decided that restatement or
reciassification would not be required for intangible assets acquired in transactions initiated on
or before issuance of the final Statement if it was not practicable to do so because records may
not be available.

Which of those provisions might not be practicable to apply to previously recegnized goodwili
and intangible assets and why?

Paragraphs 385-394 discuss the basis for the Board's conclusions on this issue.

Response No. 14: We agree with the Board's conclusion on this issue and do not presently
see any impracticalities associated with this issue.

We appreciate the opportunity to respond to the FASB's proposed Statement and would be
pleased to discuss our comments further at your convenience.

Sincerely,

Trer 9. Bible

Peter R. Bible
Chief Accounting Officer

Mr. OXLEY. Thank you, Mr. Bible.

Mr. Hoffman.

STATEMENT OF GENE HOFFMAN, JR.

Mr. HOFFMAN. Mr. Chairman, thank you very much for holding
the hearing. Thank you very much for inviting me and giving me
the opportunity to speak. I will submit my written testimony for
the record, and speak quickly, hopefully remaining in my time
here, on some of the various topics that are brought up.

First of all, let me tell you what EMusic is and where I came
from and what I do. We have a unique perspective on intangibility,
as we are one of the few companies that actually sells no physical
goods whatsoever. We actually sell downloadable music in the form
of bits over the Internet for 99 cents a song or $8.99 an album.

We also own or operate, or I should say operate,
RollingStone.com, to which we sell advertising and sponsorship
revenues and drive downloadable music sales from the Internet at
that magazine’s Web site.

Because of this, we are uniquely impacted by intangible account-
ing. Unlike Cisco, which is probably one of the tech leaders, frank-
ly, we do not even ship a box. When we make or made approxi-
mately $2.8 million in gross profits last quarter, all of that was di-
rectly delivered over the Internet; no physical goods; no pick, pack
and ship; no warehouses. We are always in stock.

It is interesting when we look at these issues, because what we
are really concerned with overall is the handling of intangible ac-
counting. I think my associate from Cisco said it well. My concern
is that the purchase method accounting has yet to really well un-
derstand those issues that are fully intangible.

One of the issues I would like to point out specifically is—and be-
fore I go too deep in this, I want to say that again, I have a dif-
ferent and unique perspective. I am the son of an accountant, hard-
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ly an accountant myself, and the youngest NASDAQ CEO, so I look
at this, again, from a very different perspective than many compa-
nies in the space.

There seems to be a prevalence of a concern that this is just a
technology company situation. I want to challenge any company to
admit that they are not a technology company. Every single com-
pany is a technology company. Even my associate here from Gen-
eral Motors admits to the fact that GM is a technology company,
a very good and successful technology company. Even the auto divi-
sion strives with Armstrong and other programs to become more of
a service and an intangible asset-based business.

So these are issues for any company that looks at strong growth
and the ability to monetize, the ability to be weighed against their
intangible assets.

I want to make an interesting point and bring the tangible assets
a little bit more home to the everyday American. Twenty years ago
a song was written by Don McLean called American Pie. Well, that
song as an asset. It faded from memory, so in some ways, yes, it
absolutely decreased in value, but with no expenditure by the origi-
nal songwriter, a small artist we all have heard of once in a while
called Madonna decided to rerelease that song. That intangible
asset, the ownership of the copyright in American Pie, has tremen-
dously increased in value without any expenditure of asset, any ex-
penditure of cash, any expenditure of promotion by the original
copyright owner. That is an important aspect, now, very specific to
my industry, but telling in the same way that this happens in soft-
ware companies and others.

Brand names and other pieces, part of which—for example, our
own public disclosures are heavily laden with the write-down of
goodwill for the acquisition of Tunes.com, RollingStone, the EMusic
name, the music rights themselves are heavily laden with.

One other important point I want to make, we have heard from
various people who have had quite a bit more accounting experi-
ence than I do, but anyone who does a pooling acquisition abso-
lutely shows a cost. When AOL acquired NetScape, there was a
dilutionary cost. It was a direct impact to earnings per share.

This brings me to what I think is the most important issue fac-
ing us. I personally do not really concern myself with whether or
not pooling will really be an available and acceptable accounting
method in the future. What concerns me is is it truly transparent
to not have it.

Let me make my point here. Currently when the average mother
and father, a 40-year-old, tries to evaluate my company and other
companies in technology space, and I will use the company
Excitehome, which actually did a purchase method acquisition of
Excite, there are now two different disclosures that are looked at.
There are cash basis pro forma and earnings per share.

For the not-as-sophisticated investor who does not have access to
sell and buy side analysts and equities analysts and all the other
levels of information that your mutual funds and pension funds
have, it is very difficult to understand the difference between pro
forma and actual EPS.

Most people are used to AT&T in the classic sense, where EPS
was the No. 1 way they judged a company. Growth in EPS, actual
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EPS, was how they looked at companies. The elimination of pooling
means a direct double charge in some senses to EPS, both
dilutionary and then the write-down of the goodwill, the acquisition
itself. That is the issue. The issue really is not how we account for
it, it is are we providing the level of disclosure and the level of
transparency to the individual investor.

I am not concerned about California Teachers Pension Fund. I
am quite sure that with the type of assets they bring to bear, they
will be able to easily evaluate my firm and other firms quite like
me to figure out whether or not we are actually performing and
whether or not that merger was actually a good, positive, accretive
merger, or simply a bad mistake and something that should never
have happened before.

What I am concerned with is the person who today bought 1,000
shares at the opening of the market because they thought that
what we were doing was the right thing, and they looked at our
EPS and were concerned, how could they lose this much cash, be-
cause your average individual investor does not know the dif-
ference between losing cash and losing goodwill, frankly.

That really is the summation of my concerns. As long as we look
at this issue in a careful and slow manner, because this is a very
important change, we are talking about changing 40-some plus
years of generally accepted accounting principles, as long as we
first tackle the issue that has arisen around intangible assets—and
again, I put my company to the table here and say that very few
companies that ever come before you have no tangible assets, pe-
riod. Even Cisco has inventory, chips and boxes and various pieces
that they are going to sell. I can show you a hard drive. That is
my inventory. Is it the value of the hard drive itself, or is it the
8 percent of the U.S. music market that is represented by the files
included in that which, in the offline world, generated $1.2 billion?

That is an interesting question. As long as we address that ques-
tion first and then tackle how we do business combinations, I am
comfortable.

But as an entrepreneur, I am not comfortable if there is a signifi-
cant disincentive for a smaller, but larger than my firm, company
to have a disincentive because of the EPS impact that a buying
company like mine would have to acquiring my company. That is
a disservice to my shareholders, as much as it would be a positive
service to say this is a write-down in my income statement.

Thank you.

[The prepared statement of Gene Hoffman, Jr. follows:]

PREPARED STATEMENT OF GENE HOFFMAN, JR., FOUNDER, PRESIDENT, AND CEO,
EMusic.com, INc.

Introduction.

It is a pleasure to take part in this morning’s hearing on FASB and the important
issue of purchase and pooling accounting. My remarks today will focus on public pol-
icy and not accounting technicalities. I am not a CPA. I am an entrepreneur. First,
let me take a few moments to tell you about EMusic. Since it was founded in Janu-
ary 1998, EMusic has established itself at the forefront of how new music will be
discovered, delivered and enjoyed in the next decade. In addition to having the
Internet’s largest catalog of downloadable MP3 music available for purchase,
EMusic operates one of the Web’s most popular families of music-oriented Web
sites—including RollingStone.com, EMusic.com, DownBeatJazz.com, and IUMA. The
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company is based in Redwood City, California, with regional offices in Chicago, Los
Angeles, New York and Nashville.

EMusic.com is the Web’s leading site for sampling and purchasing music in the
MP3 format, which has become the standard in the digital distribution of music.
Through direct relationships with leading artists and exclusive licensing agreements
with over 650 independent record labels, EMusic.com offers music fans an expand-
ing collection of more than 100,000 tracks for purchase—individual tracks for 99
cents each or entire downloadable albums for $8.99. EMusic.com features top artists
in all popular musical genres, such as Alternative (Bush, Kid Rock, They Might Be
Giants, Frank Black), Punk (Blink-182, The Offspring, Pennywise), Jazz (Duke
Ellington, Dizzy Gillespie, Louis Armstrong, Concord Records), Blues (John Lee
Hooker, B.B. King, Buddy Guy), Hip Hop (Kool Keith, The Coup), Country (Willie
Nelson, Merle Haggard, Patsy Cline), Rock (Phish, Goo Goo Dolls, David Crosby),
World (Nusrat Fateh Ali Kahn, Lee “Scratch” Perry) and Vintage Pop (Liza
Minnelli, Eartha Kitt, Judy Garland).

To give you an idea of how fast the downloadable music industry is growing, the
company has now sold over 1 million songs in the popular MP3 format since its
launch. This total includes single-track sales as well as tracks included as part of
albums and special collections. In addition, EMusic.com’s catalog has grown to offer
more than 100,000 high-quality MP3s for sale from over 650 independent labels.

I am the youngest CEO in NASDAQ. I am twenty-four years old. I am one of
those freaks of nature in the high tech world—but in a very good sense. I am very
proud of the fact that I have taken ideas and created companies with my friends
and with many new people that I have been fortunate to meet along my journey.
EMusic is my third company. My first, PrivNet, I created while in college. I sold
it to PGP, Inc., and went to work for PGP. PGP was sold in 1997 to Network Associ-
ates. While at EMusic I have bought four companies. Creating companies, jobs, eco-
nomic wealth—all depend on sound accounting principles supported by well thought
out public policy. EMusic is a young company that has grown by acquisition. So far
EMusic has done purchase transactions because we are not poolable. But I will come
back to that point shortly.

It is important to understand that EMusic represents significant intangible as-
sets. Many companies in the New Economy do not nor will not have any physical
assets. Their value is either between the ears of their employees or on the hard
drives of their computers and networks. EMusic digitally delivers music to con-
sumers. Our only physical asset is a farm of computer servers; but frankly, I prefer
to outsource that to a vendor who really knows that business better than I do and
can do it for me more cheaply than I can on my own. So far my earnings are not
too significant; they are increasing however. I am in a loss basis. I can tell you that
my intangible losses are much more significant than my cash base losses because
I do write down a lot of intangibles.

Purchase vs. Pooling

I don’t think good public policy here should make this an either or discussion.
There are problems with both purchase and pooling accounting. At the high level
the overall process has flaws. FASB needs to fix purchase accounting first before
it can go after pooling. There is a large problem in the high tech community: the
growing disparity between book value and market value. FASB has yet to effectively
engage the high tech community on this issue. I have testified to FASB on this issue
and invite them here today before this Committee to meet with me at my offices
in Silicon Valley to continue the conversation after this hearing is over. We really
need a better method for measuring intangibles. As more economic wealth moves
into intangibles, the accounting methods and their supporting public policy have to
keep up. By not fixing purchase accounting and by eliminating pooling accounting
FASB only makes matters worse for the New Economy. Moreover, there will be no
improvement in the flow of information about companies out to the markets and in-
vestors. As we all know the past few years have enabled more Americans to directly
invest in the stock market and individual companies. Many Americans do so via the
Internet; many have stock from their employers; many have their retirements and
investments in stocks and mutual funds. Transparency and the flow of information
are critical to the success of democracy; the same is true in an increasingly demo-
cratic, egalitarian and participatory stock market.

The Entrepreneur’s Dilemma: An Example.

As an entrepreneur I have two options to perform a transaction. I can utilize pur-
chase accounting method and I have to take an EPS impact in the future, or I can
do pooling, which obviously has positive benefits for myself as a high tech company
and an intangible asset company. Those companies who have built their intangible
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assets from ground zero don’t have that hit against their earnings, frankly, because
those intangible assets have never been valued. But when I buy a company that has
valued its intellectual property assets (i.e., its intangible assets), that value is
against my doing business. Simply put, the valuation process is not black and white.
A company can see the value of 1ts assets increase without doing anything. For ex-
ample, an artist such as Madonna can perform an old song and increase its value
even though the song is owned by a company unrelated to Madonna and her record
label. The problem is that valuation is confusing, and if it is confusing to companies
in the business who know or should know as much as there is to know about val-
uing intangibles, then where does this leave the individual investor and institu-
tional investors? One of my biggest concerns here is how intangible assets are val-
ued because I am not sure that the public really knows what stated assets are really
worth or are not worth. Institutional investors may be able to get down into the de-
tails and ascertain from their own perspective what value may be but the average
Josephine is not likely to decipher what is and what is not included in a company’s
pro forma presentation of earnings before they make their personal investment. Not-
withstanding the great amount of information available to individual investors via
the Internet the average individual investor simply does not have access to the ana-
lysts that companies and institutions do.

This touches upon an even larger public policy issue. And this issue underscores
why it is so important for the Congress to increase its scrutiny of FASB and how
it changes the accounting rules. This larger public policy issue is a matter of who
gets the information, in what form and when. Individuals may not get all the infor-
mation at all, in a useable form, or at the last moment after others have seen it
and made their move in the market. This is an increasing market inefficiency given
the expanding amount of capital flowing into the market from individuals and the
growth of margin debt.

Conclusion.

When so much of the value of the American economy is tied up in intangibles,
in intellectual property, how the pieces of intellectual property are perceived is real-
ly the driver of value and not the methodology of some accounting practice or rule.
If the market is being driven more by perception than by the principles and rules
that government, industry and professionals have set out, then effective governance
no longer works and the anarchy of the market has taken over. This is not fair to
individuals and is not reflective of our nation’s democratic values. Intellectual prop-
erty is an extremely important part of our nation’s export economy. Jack Valenti
of the Motion Picture Association of America (MPAA) and others have testified to
Congress that movies and other content products have contributed to America’s eco-
nomic bottom line. Whether it is Hollywood in southern California or Silicon Valley
in northern California, ideas and intellectual property are drivers of our nation’s
economic growth and international economic influence. Valuation of intangibles like
intellectual property must be grounded on sound public policy and democratic val-
ues.

In closing, I want to leave a clear impression with you. The current process is
flawed and FASB needs to fix purchase accounting first before they should do any-
thing with regard to pooling or other rules. The big problem for high tech companies
is the fact that current purchase rules do not provide investors with better or more
useful information. The high tech community has been engaged on this issue
through organizations such as TechNet but to date the feed back from FASB has
been less than satisfactory. While I am not in favor of any new governmental role
here or in any new body charged with setting accounting standards, we do need to
work together in a new way to develop a better method for measuring intangibles
such as intellectual property. FASB’s proposal to require all companies to use pur-
chase accounting will only make these issues worse and will not improve the flow
of information to investors, especially the individual. I am pleased that Congress is
exercising its proper oversight over the FASB process on this important economic
issue and look forward to working with the Congress in the future on this issue.

Mr. OXLEY. Thank you, Mr. Hoffman.
Mr. Lewis?

STATEMENT OF WILLIAM FREDERICK LEWIS

Mr. LEwis. Mr. Chairman and members of the committee, my
name is Bill Lewis. I come to you today as president and chief exec-
utive officer of Prospect Technologies, an advanced computer tech-
nology and international Web-based firm providing numerous com-
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puter solutions to governments, associations, and commercial firms.
I also appear today as a member of the United States Chamber of
Commerce Small Business Council.

Mr. Chairman, I appreciate this opportunity to comment on the
FASB’s proposal, and I commend you for holding these hearings. I
also ask that my full written testimony be included in the record.

Mr. OXLEY. Without objection, all statements will be made part
of the record.

Mr. LEwis. Thank you, sir.

When firms combine, there are two long-standing accounting
methods for combining financial statements, the pooling method
and the purchase method. Historically each has worked reasonably
well and has given firms the opportunity to accurately reflect to
their shareholders their balance sheet and income statements.

I believe that FASB’s proposal to eliminate the pooling method
is unjustified. Remember, again, with the pooling method the bal-
ance sheets of each partner in the merger is simply added together.
Furthermore, its adoption may have a dramatic negative impact on
our economy.

I strongly disagree with FASB’s assertion that all of business
combinations should be accounted for as purchases rather than
mergers. This fact ignores the reality that business combinations
may vary substantially as to the traits of the combining entities
and aspects of the combining transactions. Clearly many of today’s
combinations do not meet FASB’s assertion that one firm nec-
essarily gains control over the other.

Furthermore, forced use of purchase accounting, with its creation
and amortization of goodwill, can result in misleading financial
statements. Often the benefit, the very synergy of combining two
companies, continues and grows over time, rather than depre-
ciating.

I can speak extensively to this point as 2 years ago Prospect
Technologies merged with a computer hardware manufacturing
service support firm. Once this marriage, marriage of our two
firms, occurred, Prospect Technologies, now formed from two firms,
was able to enter into markets which heretofore it was impossible
for either company to enter and penetrate by themselves.

To arbitrarily force the financial statements to reflect a write-off
of goodwill, an item which can significantly distort an Internet or
.com, if you will, firm, distorts financial information, giving mis-
leading indications of the combined firms’ profitability. It under-
states the firm’s bottom line, which in turn would hamper a firm’s
ability to attract outside capital, go public, or, in more simple
terms, grow and make jobs.

With this ruling, as CEO of Prospect Technologies, I would look
very carefully at merging with another firm to expand our growth,
form new jobs, and help fuel the American economy.

One FASB rationale for eliminating pooling is to reduce the
SEC’s staff time devoted to mergers and acquisitions using this
method. Another is to harmonize or force convergence of our ac-
counting standards with international conventions.

Staffing constraints should not force the rejection of a useful and
workable accounting approach, nor should the international “stand-
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ards” for which universal consensus is lacking be a motivating or
driving force on this.

Mr. Chairman, it is my opinion that over the past several years
United States technology and information-based firms have been
the preponderance of buyers of firms. It appears that the world
looks to us in terms of getting accurate or reasonable pictures in
terms of what the accurate portrayal of a financial statement is,
not vice versa.

I am not asking Congress today to adopt accounting standards or
even to establish an official oversight board over Mr. Jenkins and
his fine work that he has done at FASB, but rather to encourage
FASB to rethink this rush to judgment. There are no egregious
market failures driving this proposal for change. However, as
pointed out by many on this panel, including my colleague Mr.
Hoffman, there are legitimate concerns over the proper accounting
for intangibles or goodwill especially prevalent in the high-tech
Internet, the .com companies.

To ameliorate this situation, various groups and commissions
have been delegated to examine this issue. I believe you will find
under way studies currently done by the Brookings Institute and
another one done by a graduate school of business. Clearly, as the
owner of a high-tech Internet company creating jobs and fueling
this economy, I ask you not to take action until these study groups
have come back—these study groups I mentioned before have come
back and helped us understand the nature of this problem by shed-
ding light on the wide disparity that has been pointed out by Mr.
Powell in his testimony here as well as in the Senate between what
the market value of the firms are and what the book value is.

As a small business owner, I believe we have time to wait and
evaluate. Prudence dictates that this is the action we should so
take.

Mr. Chairman, thank you very much for having me here today.

[The prepared statement of William Frederick Lewis follows:]

PREPARED STATEMENT OF WM. FREDERICK LEWIS, PRESIDENT AND CHIEF EXECUTIVE
OFFICER, PROSPECT TECHNOLOGIES, ON BEHALF OF THE U.S. CHAMBER OF COM-
MERCE

Mr. Chairman and members of the committee, I am Bill Lewis, President and
Chief Executive Officer of Prospect Technologies a small business headquartered in
the District of Columbia. Our firm employs 23 individuals dedicated to providing in-
formation solutions for corporations and government agencies both here in the
United States and internationally. Our business includes computer hardware manu-
facturing, computer software, and Internet and Web based solutions. I also come be-
fore you as a member of the U.S. Chamber of Commerce’s Small Business Council.

Working with organizations like the U.S. Coast Guard, the Federal Maritime
Commission, the Department of Defense, Princeton University, Enterprise Rent-a-
Car, the Government of the District of Columbia and McGraw Hill, we provide solu-
tions that help to dramatically improve business processes through the use of tech-
nology and the Internet. Our work has received a great deal of recognition including
winning Vice President Gore’s Golden Hammer Award for streamlining government,
cutting through red-tape, and improving the quality of customer satisfaction that is
delivered by the Federal Government. This year we have been nominated again for
this prestigious award by the Federal Maritime Commission for automating all of
the FMC’s service contracts and amendments filings via the Internet and the Web.

Mr. Chairman, we appreciate the opportunity to testify on the issue of accounting
for business combinations, in particular the question of whether the pooling-of-inter-
ﬁsts method of accounting should be eliminated. We commend you for holding these

earings.
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We oppose the decision of FASB to prohibit the use of the “pooling-of-interest
method of accounting” for all business combinations and to force the use of the “pur-
chase method” with the subsequent amortization of goodwill over, at most, a twenty-
year period. Not only will changes in this longstanding practice and the adoption
of new standards not further the goals of providing more accurate, transparent and
reliable financial statements, but they also may well have a substantial negative im-
pact both on the economy’s and my company’s ability to grow.

Prospect Technologies

I am the CEO of a thriving private company, Prospect Technologies, and I am
looking for opportunities to expand my business. Two years ago I merged with PC’s
& Systems, Inc., a computer hardware manufacturing and services company. The
transaction was reported using the pooling-of-interests of both companies and com-
bination of our two historical balance sheets. However, in spite of Prospect Tech-
nologies recording this on its balance sheet as a simple sum of the assets of the two
firms, the result of the merger created a synergy that allowed us to bid and win
contracts that would not have been possible by either of the two previous companies
individually.

Due to the positive results that the recent merger has had on the growth of my
business, I am looking to combine with other businesses in the near future, espe-
cially with other Internet firms—“dot com” related businesses—whose assets may
be largely made up of “goodwill.” If I am required to use the purchase method of
accounting, with its adverse effects on reported earnings, I may have second
thoughts. If the combination results in a company that is required to amortize a
large amount of goodwill, then the emerging enterprise will have a diminished ca-
pacity to access capital. For a growing company that reinvests most of its cash flow
into its future revenue, even the smallest variance in its apparent profitability could
have a major impact in capital formation. Moreover, if in the future, I were to decide
to “go public,” artificial reductions of net income due to the use of purchase account-
ing could make such an offering less appealing.

Pooling-of-interests vs. Purchase Accounting

When firms combine, there are two alternative methods for computing and report-
ing for financial statement purposes the combined entity: the pooling-of-interest
method and the purchase accounting method. Each combination is evaluated accord-
ing to a 12-factor test. Those combinations that meet all 12 factors must use the
pooling-of-interest method, whereas those failing any of the 12 factors must use the
purchase accounting method.

Under the pooling method, the balance sheets of each partner in the merger are
simply added together. The new entity reports the combined historical book value.
Under purchase accounting, one firm must be designated the acquirer and the other
the acquiree. The acquired firm’s identifiable assets are valued at current fair mar-
ket value, and the difference between the fair market value of those assets and the
purchase price is recorded as an intangible asset—goodwill. The financial statement
of the combined entity is reported as the combination of the acquiring firm’s histor-
ical book value and the acquired firm’s fair market value plus the goodwill. There-
after, over the years, the goodwill must be “written-off” or charged against reported
income. As a result, under purchase accounting, there is a subsequent drag on re-
ported earnings. The magnitude of this drag will depend upon the proportion of in-
tangible assets in the acquired firm and the length of the amortization period—cur-
rently 40 years, but shortened to 20 under FASB’s proposal.

The pooling-of-interest method of accounting is a generally-accepted method that
has been in use for a long time. It is not, as some recent press accounts have al-
luded, an artificially advantageous method designed to bolster financial statements
so that its proponents can boost stock prices or attract outside financing. If all of
the 12 requisites are present to permit its use, pooling-of-interests requires the com-
bining companies to add the historical book values of assets, liabilities and share-
holder equity, and presents them on integrated financial statements. If one or more
factors are not met, then use of purchase accounting is required. In fact, because
of its restrictive nature, this pooling method can have a potential downside. For in-
stance, if a company that recently engaged in a pooling-of-interest transaction found
its stock price artificially depressed and good business sense indicated a repurchase
of its shares on the market, it would be prohibited from making that repurchase.

Use of the purchase method of accounting is not without its problems, too. The
calculation and reporting of intangible assets and goodwill is dependent upon sub-
jective and speculative “measurement.” The accounting profession continues to grap-
ple with how to properly value intangible assets and goodwill, and, as of yet, there
are no clear-cut solutions.
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Technical Issues

FASB’s decision to eliminate the pooling-of-interest method and to shorten the al-
lowable amortization period of goodwill to 20 years is based on two assertions: first,
that all business combinations are equivalent to a purchase where one firm acquires
another and gains control; and second, that all goodwill and other intangible assets
degenerate over time. We disagree on both counts.

Clearly, many of today’s combinations do not meet FASB’s assertion that one firm
gains control. For example, when the new entity has a combined board of directors,
management and staff, no clear-cut control is established. In such cases, the expo-
sure draft states that one firm will be designated the acquirer based on the “evi-
dence available” without stating what that evidence is or how it should be weighted
in the decision process. We do not believe that disallowing a longstanding account-
ing method that addresses such an ambiguity without prejudice against either part-
ner, and substituting a methodology that may ultimately rely on an arbitrary deci-
sion, is an improvement. When a market activity does not fit an accounting model,
arbitrarily forcing it rarely achieves the desired result.

We also disagree with FASB’s assertion that purchase accounting, with its cre-
ation and amortization of goodwill, will result in more accurate or more reliable fi-
nancial statements. While some intangible assets are definable, measurable, and
have discernable lives, many do not. For example, the same exclusive shopping mall
part of a nationally-recognized web site would have a very different value then one
as part of a simple family Web site created by any one of you or your children. Its
value—and concomitant “goodwill”—would be determined by “on what Web site it
was located.”

Furthermore, it is hard to see how the purchase accounting convention—which
lumps intangible assets that are unidentifiable or identifiable but not measurable
into an amorphous category called goodwill that is immediately assumed to depre-
ciate in value—provides more accuracy. The excess of the purchase price over the
fair market value of the identifiable assets, i.e., the goodwill, is the result of a com-
plex interaction. In past times, it was interpreted as the premium paid for the value
of the “ongoing” concern—the brand name and the customer and community rela-
tionships. While these factors are still part of goodwill today, intangible assets in
the new economy are much broader and more pervasive. Education, management
style, and entrepreneurial spirit can easily represent the bulk of assets in today’s
information technology-driven firms. Whereas, goodwill in the old economy may
have been a depreciating asset, goodwill in the new economy may not be. The
synergies achieved by modern combinations create intangible assets that are de-
signed to appreciate in value. That is why the free market values them so highly.
Plus, I have seen this first hand when I merged my firm Prospect Technologies with
another firm two years ago.

While purchase accounting may have been useful for acquisitions of firms with a
large percentage of physical assets, it is inadequate for combinations of firms com-
posed primarily of intangible assets, especially when those intangible assets are
largely unidentifiable, immeasurable and of indeterminate lives. It is hard to see
how combining the historical book values of an arbitrarily designated acquiring firm
with the estimated market value of an arbitrarily designated acquired firm and
some dubious measure of goodwill yields a more reliable financial statement than
a combination of book values, especially if the combined entity engages in successive
combinations. Moreover, resorting to the approach of forcing a “write-off” of an in-
tangible asset merely because accountants cannot understand or quantify it, is un-
acceptable.

A better course of action might be to examine the issues surrounding the account-
ing of intangible assets and goodwill, and to develop suitable methods for addressing
this problem before prohibiting a longstanding and well-understood accounting
method. We urge FASB to adopt this more cautious approach.

General Policy Considerations

In addition to the previously discussed technical objections, we believe that the
proposed action by FASB has broad economic ramifications as well. We understand
that FASB should, indeed must, be concerned primarily with the “relevance” and
“reliability” of financial information, and not the economic consequences. However,
the Exposure Draft states two reasons for undertaking this project, neither of which
are relevance and reliability concerns. One concern was the increasing amount of
staff time at both the SEC and FASB being devoted to mergers and acquisitions
using the pooling-of-interest method. The other concern was a desire to achieve
international convergence of accounting standards given the increase in inter-
national capital flows. We believe proposals to change accounting standards under-
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taken for staffing and/or international policy considerations ought to also include do-
mestic economic considerations in the evaluation process.

The fact that SEC staff are being asked to devote more time to business combina-
tions using the pooling method is as much an indication of the increased importance
of the high technology sector in today’s new economy, as it is an indication of exces-
sive use of what some might call a “loophole.” Today’s high technology firms are
composed primarily of intangible assets. They are in many cases relatively cash poor
and, as such, are not in a position to buy other firms. They do, however, wish to
create synergistic value through business combinations, and the financial markets
have voted their approval. While we share FASB’s belief that accounting standards
must remain credible and reliable, the current method is well established and wide-
ly understood and, in our view, clearly meets that standard. Staffing constraints
should not be sufficient cause for changing a useful and workable approach.

We find FASB’s other rationale equally non-compelling. There is no plan currently
in place to achieve convergence of accounting standards for business combinations.
Some countries allow the pooling method, some do not, and others allow it in fairly
restrictive circumstances. If we want to adjust our standards on the basis of achiev-
ing convergence of international policy, then we should have assurances from the
other countries of a similar commitment in advance, and the decision process to
adopt such changes should include domestic economic consequences.

The technology and financial services sectors have played a crucial role in our cur-
rent position as a world leader. One reason for the success of these sectors has been
their ability to grow. We do not believe that this opportunity for economic growth
should be curtailed because of staffing constraints or the desire to adjust our stand-
ards to conform to our international competitors, especially when there is no con-
sensus abroad. We should not change our standards without more compelling rea-
sons.

Prospect Technologies and the U.S. Chamber of Commerce urge FASB to recon-
sider its position and withdraw its exposure draft on this issue until the issues sur-
rounding the proper accounting of intangibles has been vetted and all concerned
parties have had the opportunity to digest the findings. The issues at stake are of
great concern to our members and to all who want to encourage the continued eco-
nomic growth we are currently enjoying.

In conclusion, I would like to add that we are not asking Congress to adopt ac-
counting standards or to establish an official oversight role, but rather to encourage
FASB to rethink this rush to judgment. While having its faults, the current account-
ing framework has worked well. There are no egregious or exigent market failures
driving this proposal for change. There are legitimate concerns over the proper ac-
counting for intangibles and various groups and commissions have been delegated
to examine this issue.

Clearly, let us not take action until these groups help us by shedding light on this
growing problem. As a small business owner, I believe we have time to wait and
evaluate. Prudence dictates that we do so. Thank you.

Mr. OXLEY. Thank you, Mr. Lewis.

Thanks to all of our panel.

The Chair recognizes himself for 5 minutes for questions.

Now I know why I avoided an accounting class, which is literally
right across the street from my fraternity house. But I am re-
minded of our good friend, Dick Armey, the Majority Leader, who
was introduced recently and said that he was an economist. His
mother wanted him to be an accountant, and he didn’t have the
personality.

Anyway, this has actually been an interesting debate. Let me
begin with just a general question to our panelists, and I will go
the other way this time and end with Mr. Jenkins.

This is a general question. How would the elimination of pooling
accounting make financial statements more or less accurate for in-
vestors and creditors under those circumstances? Mr. Lewis?

Mr. LEwIS. As I understand it, one of the issues, and I will just
point to one right off the bat, is the amortization of the goodwill
issue.
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We have heard today and we understand that merging and syn-
ergy is one of the reasons why companies come together and merge.
That is considered to be a depreciable asset.

I can tell you from personal experience when I did a merger, or
a marriage as I rather call it, it was not for a depreciable asset,
it was for increased asset. Yet, by FASB rules, I would have to take
that as a depreciation expense against my balance sheet, not over
40 years, but over now 20 years. That could significantly reduce
my—artificially significantly reduce my income statement to my
stakeholders and stockholders in my firm. That is one of the issues
right off the bat.

Mr. OXLEY. So that was less accurate.

Mr. LEWIS. Yes.

Mr. HoFrFMAN. To answer that directly, less accurate.

One other consideration that factors into the consideration, gen-
erally when we are talking about intangible assets, the only really
fair way to value this is based on the market. That value is based
on comparables.

An interesting presentation I have seen by others, I will try to
briefly describe the concept, if you have three companies, one of
which decides to do two complimentary technologies, both in-house
and build them from scratch, then one company does part of that
technology, and the third does the other part. Two and three
merge. Comparability is lost, especially on an EPS basis and a bal-
ance sheet basis, even though, frankly, the actual success of the
business is about the same. So basically, now, you are forced to
look only pro forma, which is a different number than what is re-
ported publicly in the SEC filings.

So basically now you are relying on, frankly, Wall Street sell side
analysts and the PR machines of these individual companies to
state what the reality of their competitiveness is on a comparable
basis. That is a concern because sophisticated investors have no
real issue being able to ascertain the difference there. The unso-
phisticated investor, which, frankly, I think is the SEC’s larger
mandate, is the one who has a difficult time seeing the difference.

Mr. OXLEY. Thank you.

Mr. Bible?

Mr. BIBLE . Mr. Chairman, I can make it more accurate. There
is an accounting fiction out there. That is, equity has no cost to it.
The reality is cash and stock of a company both represent the cur-
rency.

The accounting fiction is if I use stock, I don’t have to account
for the economics of that transaction, and the example the gen-
tleman brought up over here is a perfect example.

Mr. OxXLEY. Thank you.

Mr. Powell?

Mr. POWELL. Mr. Chairman, I think that elimination of pooling
would make the financial statements less accurate. The reason is
that it forces companies to go through a pooling method that is not
equipped to deal with intangible assets, which represents 90 to 95
percent of the purchase price of acquisitions today. It assumes that
they depreciate over time, and, in fact, that is not the case. As I
mentioned in my case, if a good acquisition, it increases, it does not
decrease. Therefore, the earnings per share number that would be
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reflected in purchase transactions would be inaccurately reflected
in the financial statements.

Investors would make bad decisions as result of that, and compa-
nies would make decisions about whether they should make that
investment based on whether they could afford the hit to their
earnings that was a fictitious hit.

Mr. OXLEY. Mr. Jenkins?

Mr. JENKINS. Clearly, I believe they would be more accurate and
comparable, Mr. Chairman, because all companies would account
for acquisitions in the same manner. All companies would account
for acquisitions based on the value of the currency that they use,
whether it is stock or cash or a combination of the two.

If I could quote really from a study made by an investor, Credit
Suisse First Boston, with respect to bank acquisitions that were ac-
counted for as pooling of interests, Credit Suisse First Boston recal-
culated each bank’s cash return on tangible equity as if it had used
the purchase method of accounting rather than the pooling method
of accounting.

Bank One, for example, in its acquisition of First Chicago, the
1998 return on equity went from 27 to 12 percent. At First Union
it fell from 35 percent to 11.8 percent. BankAmerica’s return fell
from 29 percent to about 10.8 percent.

The premium paid for these acquisitions ranged from 18 percent
to 43 percent over the market value of those acquisitions at the
time. Without reflecting the acquisition price paid, investors lose
track of how much of their wealth, how much of their dilution was
involved in these acquisitions, and they never can find it out again.

Mr. OXLEY. Your statement is that those were bad acquisitions?

Mr. JENKINS. No, not at all. They may not have been bad acquisi-
tions, but their subsequent performance with respect to those ac-
quisitions, their rate of return, rather than reflecting 27 percent,
really should have reflected 12 percent. The 12 percent return may
have been an appropriate and a profitable return. It may have been
a very good acquisition.

I am certainly not saying, for example, the example that we use
mostly around here, the AOL-NetScape acquisition was a bad ac-
quisition. All I am suggesting is that the investors needed to have
the information with respect to the excess of the purchase price
over the underlying value, underlying amounts that were, in fact,
recorded under pooling accounting.

Mr. OXLEY. Aren’t you in essence looking in your rear-view mir-
ror at this?

Mr. JENKINS. All investors need to evaluate subsequent perform-
ance against the investment made.

Mr. OxLEY. I thought that is what markets were all about, that
people made those decisions in the marketplace based on their bro-
ker’s advice, based on the particular company that was advising
them.

Mr. JENKINS. The markets do, in fact, make those decisions, but
they make them on information, on transparent information. They
cannot make it if they have no information.

Financial statements, financial presentations have been widely
acknowledged as being perhaps the single most important area of
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information in assessing and keeping strong our capital markets
and providing a level playing field between investors and sellers.

Mr. OXLEY. Our time has expired.

I recognize the gentleman from Michigan, the ranking member
of the full committee, Mr. Dingell.

Mr. DINGELL. Thank you, Mr. Chairman.

Gentlemen, is there anybody down there at the committee table
who would take issue with the fact that the purpose of accounting
is to get the truth so that the government regulatory process and
investors and the market may function efficiently and correctly ac-
cording to the law? You all agree with that?

Let us take the gentleman, the second from your left, if you
please. I would like you to focus your attention, if you please, on
this question.

Two firms merge. They have the choice of using pooling, or they
have the purchase accounting for the acquisition. Are the results
going to be exactly the same in terms of their reports and the ac-
counting on that particular acquisition?

Mr. HOFFMAN. The reports as reported——

Mr. DINGELL. The answer is, there will be a difference between
the two methods of accounting; will there not?

Mr. HOFFMAN. There will be a difference in what is reported, yes.

Mr. DINGELL. Let’s take a look. One is going to say one thing
under one method, the other—the other method will give you a dif-
fererit?result. The two results are different. Which will be the true
result?

Mr. HOFFMAN. The problem is that that is not something that is
easy to say. I don’t necessarily say one result is better than the
other. What my biggest concern

Mr. DINGELL. You have two statements, one of which says one
thing, one of which says another. Neither of them agree with the
other. You have two different results. Only one of two differing re-
sults may be true. Which of the two results will be true?

Mr. HOoFrFMAN. That is an awful assumption that one is actually
accurate at all.

Mr. DINGELL. I am making the rather generous assumption that
one is correct and one is not. It may well be that both are incorrect.

Mr. HOrFMAN. I think that is partially what the concern is here,
sir.

Mr. DINGELL. We now, Mr. Bible, have ourselves in a situation
where we have—Mr. Bible, would you give us the answer, your
view on that?

Mr. BIBLE. On the question you rose with Mr. Hoffman?

Mr. DINGELL. You have two statements coming in with different
results. One may be true. If it is, the other is not. Which is true,
using the

Mr. HoFrMaN. What I am trying to say, I would tell you that is
too hard to answer in all cases. The reality is that the balance in
different kinds of transactions is rather complex.

Mr. DINGELL. Mr. Bible, what is your comment?

Mr. BiBLE. The statement that reflects purchase accounting
would be the most accurate. Whether you use cash or stock to do
the acquisitions should not make a difference.

Mr. DINGELL. The gentleman on the end?
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Mr. LEwis. Mr. Dingell, you, like several in the room, are not a
CPA but do have a legal education.

Mr. DINGELL. I also know how to find truth.

Mr. LEwis. That is what we are all trying to do, sir. One of the
things my attorney says to me is, it all depends. I believe that is
what we are saying today.

Mr. DINGELL. I am like Harry Truman. I am still looking for a
one-handed economist, because I know I am going to get the truth.

Mr. POwWELL. Could I answer that question, Congressman?

Mr. DINGELL. Quickly, Mr. Powell.

Mr. POwELL. I want to back up and say, first of all, you don’t
have a choice as to which method of accounting you use. There are
rules which determine whether you have to use pooling or——

Mr. DINGELL. I am not quarrelling with that. Which am I going
to believe? My problem in a nutshell here is a very difficult one.
I don’t mean to be discourteous to any of you, but there is a vote
on the floor, and our time is limited.

We have two different results. Let us say that a major U.S. high-
tech company buys another high-tech company. The investors out
there are going to see that if the high-tech acquired uses purchase
orluses the other system, they are going to have two different re-
sults.

So then the result—the result of that acquisition is acquired by
a third high-tech company. The question is, who is going to believe
and how will they believe the resulting accounting? You have now
got accounting which can be different, depending on the kind of ac-
counting system used and the assumptions made. How is an inves-
tor going to understand what the facts might be, and how is the
market going to properly evaluate the result of that succession of
three or rather two acquisitions?

Mr. HOFFMAN. Mr. Dingell, the answer is, the truth is, what is
the cash situation? The reality is that most of these companies that
we are talking about, as they get more and more layered, and var-
ious goodwill charges, and have amortization situations, we start
talking about other things.

The question is, are you continuing to generate more cash? Are
you continuing to grow your ability to generate cash without spend-
ing significant assets?

Mr. DINGELL. Some, however, you would note, are, in the lan-
guage of what I learned back in law school, committing daily acts
of bankruptcy by preferring one creditor over another, making pay-
ments when they are incapable of addressing all of their debts.

I am no advocate of any particular view, but you gentlemen are
here before us as a learned panel to advise us as to what the sys-
tem of accounting should be. I don’t have any views on this, but
I don’t think that we are here in a position where you are able to
tell us that the accounting system that you are suggesting or not
suggesting is going to arrive at the kind of truth that we need to
have a workable, transparent, intelligent marketplace.

The problem that you confront is you are going to get differing
results, results which may or may not be believable. But remem-
ber, I remind you, the accounting system is to produce truthful re-
sults so that the company’s management can understand what the
hell is going on in the company.
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The Japanese did not do it, and as a result they have had a con-
tinuing period of depression there that has gone on for about 10
years. Other countries have the same situation where, quite frank-
ly, their accounting system lies most diligently to all and sundry.

All T am trying to do is to have you tell me what is an accounting
system which would tell us the truth, which will enable us to do
business? You are here as a strong proponent of one system. I am
asking you to tell me, if you please, what is that one system that
is going to give me the truth?

Mr. OXLEY. The Chairman would inform the members that we
have about 3 minutes left on the vote.

Mr. DINGELL. I apologize, Mr. Chairman.

Can Mr. Jenkins just give us a quick answer, and we will hear
what he has to say?

Mr. OXLEY. Briefly, please.

M}l; JENKINS. I believe there is one method that gives you the
truth.

Mr. DINGELL. What is that?

Mr. JENKINS. That is the purchase method of accounting, I be-
lieve, not the pooling of interests method of accounting, for the rea-
sons that I explained in response to Chairman Oxley’s question,
that we need to reflect in the financial statements for the benefit
of investors, the consumers of that information, the price paid for
an acquisition, whether that price be denominated in the currency
called common stock or denominated in cash. That gives the truth.

Mr. OXLEY. The gentleman’s time has expired.

The Chair notes there is a vote on the floor. There may be an-
other one subsequent. The Chair would have the subcommittee in
recess until 1 o’clock to give everybody the opportunity to get some-
thing to eat for lunch, and then we will return at 1.

[Whereupon at 12:07 p.m., the hearing recessed to reconvene at
1 p.m., the same day.]

Mr. OXLEY. The subcommittee will reconvene.

Staff informed me a couple of our guests have to leave by 2:15,
is that correct?

Mr. HOFFMAN. Yes.

Mr. OXLEY. We will do our best. We understand if you have to
parachute out of here.

I recognize now the gentleman from Iowa, Dr. Ganske.

Mr. GANSKE. Thank you, Mr. Chairman.

I thank our guests for being patient. This is the way it is when
we have votes. We go back and forth. We have to interrupt these
hearings.

Mr. Jenkins, in one of the addenda to your testimony, you have
quotes from various people in support of the change. I notice that
Warren Buffet is quoted, and he said, “In essence, there are some
areas that I disagree with this proposed change, but in general I
firmly believe that this nongovernmental organization ought to be
the one doing this.”

First of all, what were Mr. Buffet’s objections?

Mr. JENKINS. Let me paraphrase what I believe he said.

First of all, I believe he said that we should have one method of
accounting for business combinations, and it should be the pur-
chase method. Where he has some objections then deals with the
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area of accounting for goodwill, and goodwill that arises in a pur-
chase business combination.

Whereas our current proposal requires that goodwill be amor-
tized over a period of not longer 20 years, Mr. Buffet would suggest
that it not be amortized at all but, rather, tested for impairment.
If the goodwill is concluded to have lost some or all of its value,
then a write-down should take place at that point in time.

The difference that Mr. Buffet has with our current proposal is
completely focused on the question of amortization of goodwill.

Mr. GANSKE. Is there merit in his argument? Is there is that
something you are looking at in terms of changing?

Mr. JENKINS. It is something we are looking at. There are a vari-
ety of ways that you could address the goodwill question, and cer-
tainly I believe at this point in this project, in these redelibera-
tions, and based in particular on what we have heard here and in
our own hearings that we held, that the focal point of the issue is
on goodwill and how it should be treated once it is recognized
under a purchase business combination.

We have already allocated the majority of the time that we ex-
pect to spend redeliberating this issue on that very question. The
issue of not amortizing goodwill at all but testing it only for impair-
ment is an approach that we will consider carefully.

There are a variety of other approaches, too. One might say not
limit it to 20 years but leave it to the judgment of management and
the auditors. That is an approach. Another approach is to recognize
it but write it off immediately someplace or another.

There are 4 or 5 different approaches. We are going to be care-
fully considering all of those and balancing them against the pro-
posal that we made initially in our exposure draft. But we have
reached no final conclusions. We really have not begun our redelib-
erations in this what I believe is the key focal point of this discus-
sion at this point in time.

Mr. GANSKE. Okay.

Let me see if we can get agreement on this panel. Does anyone
on this panel think that Congress should get involved in writing
the regulation of this? You can just say yes or no going right down
the aisle.

Do you want Congress to—the political process to start really
getting involved?

Mr. LEwIS. No.

Mr. HOFFMAN. We are glad Congress is showing a leadership po-
sition in addressing the issue. I don’t think there is any real need
for specific addressment of that issue.

Mr. BIBLE. No.

Mr. POWELL. I don’t believe that Congress should be promul-
gating accounting principles. However, I do believe that there is a
place for congressional oversight, and that is when it comes to
when this is going to have significant implications on the Nation’s
economy. FASB’s role is not to do that. It is a stated role not to
do that. There has to be a forum someplace that someone is looking
at that.

Mr. GANSKE. I am not arguing against a forum. I am asking spe-
cifically, do we go to the floor of the House with a bill? I don’t know
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how much politically aware you are of the situation, but, boy, some
bizarre things can happen on the floor.

Mr. PoweLL. We are not in favor of accounting being legislated
on an issue-by-issue basis.

Mr. GANSKE. I assume, Mr. Jenkins, you feel the same way?

Mr. JENKINS. I agree.

Mr. GANSKE. My final question would be this, then. Let us go
back to the actual case as described by Mr. Jenkins that is reported
in the New York Times where the quote is, “Pooling accounting is
ridiculous because it allows corporations to pretend that they paid
much less for an acquisition than they did. Let’s say company A
buys company B for $100 million in stock, and then a few years
later sells company B for $50 million. In reality, that was a disas-
trous acquisition for company A, but thanks to the magic of pool-
ing, company A would have shown the original acquisition as cost-
ing not the $100 million that it paid but a number that could be
far lower, say $20 million, reflecting the book value of company B.
Presto, company A reports a profit of $30 million when it actually
lost $50 million.”

I would just like to go down the row here. To me as an individual
investor wanting to really know how much a company owes or has
spent on an acquisition, I just want to know, doesn’t this specific
case strike members of this panel as something of concern?

Maybe we could start on this end. Isn’t there some valid concern
about this type of accounting?

Mr. HOFFMAN. I am going to go ahead and step ahead, if you
don’t mind. There are a couple pieces of data that are missing to
make a real judgment here.

One is, what were the relative valuations of the company at the
time the transaction was done? Did the market fairly value that?
The issue is the capital stock of the corporation. Because when two
companies come together you are talking about a set of share-
holders and another set of shareholders, and the relative ownership
of the entire company is diluted based on the shares relegated to
that acquisition.

Mr. GANSKE. I understand that, but I am an investor out there
looking at the balance sheets.

Mr. POweLL. Congressman, could I answer that question?

Mr. GANSKE. Okay.

Mr. POWELL. First of all, I think it is an interesting theory, but,
in reality, it rarely happens often.

I have had this question posed to me before. I had one of the
major banking firms, international banking firms, review this to
find examples of where this had happened, and they could not lo-
cate examples where this had occurred. I think that is the first
point that I would like to make.

Mr. GANSKE. But how do you respond to Mr. Jenkins, who gave
several examples of a recalculation by Swiss Credit, for instance,
on bank acquisitions, where there was a difference?

Mr. POweLL. I think that the issue that Mr. Norris is reporting
is a different issue, which is you sold off assets and reported a
gain, when in fact you sold them for less than what you paid for
them. I think—so I would like to speak to the Norris issue, if I
could.
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If you think about the fact that—Ilet’s suppose in the example
that 1 used, a company A, company B, you have twice as much
stock outstanding. If you are going to sell the company that you ex-
pected to generate twice as much income, what happens the day
that you sell that is you have lost your revenue stream and profit
stream, and your income, in the example that I give, is going to go
from $2 a share to $1 a share.

I don’t know many management people that are going to be
around once that happens. To view that in some sort of positive
way is wrong. It is going to be viewed very negatively, and it will
have an impact on that management team.

The other thing is that if you look at one-line types of trans-
actions, as we see in in-process research and development or re-
structuring charges, analysts have a tendency to discount those
and not give credit to those reductions.

The same thing happens on one-time gains. Management is not
going to look at that gain and give a credit to the management
team for the fact that that one-time gain occurred. They are going
to look more to what is the impact on the earning stream.

The last thing that I would say is if FASB thinks that this is an
issue that is subject to abuse, let us deal with the abuse but not
throw the baby out with the bath water. I think that is the same
position that the committee on corporate reporting of the FDI sug-
gested in their FASB testimony, if there are abuses, let us fix
them, but not throw out the entire methodology.

Mr. OXLEY. The gentleman’s time has expired.

Mr. GANSKE. Maybe Mr. Bible can answer that.

Mr. BiBLE. All I would say is that you all have your constituents.
Our constituents are shareholders. If I give you a tool to make it
}ool% like you are doing better than you actually are, would that be
air?

Mr. OXLEY. It happens all the time.

Mr. BiBLE. We are trying to get rid of it in the accounting world.

Mr. POWELL. I would turn that around to say, should we be pe-
nalized for a negative transaction that in reality does not reflect
the economics of what the transaction is?

Mr. OXLEY. Thank you.

The Chair recognizes the vice chairman of the subcommittee, the
gentleman from Louisiana.

Mr. TAvuzIN. I thank the Chair.

Mr. Jenkins, I chair the Subcommittee on Telecommunications.
My interest in these high-tech companies and what they are doing
for the economy stems from that work.

Let me first ask you about our relationship, Congress, to your
agency. I am very pleased to hear you today indicate that concerns
expressed by Members of Congress about the work of FASB, mak-
ing sure that you account for those concerns, is in fact a relevant
relationship, because I hope it clarifies the open letter that FASB
sent out.

It seemed to indicate that we had no business engaging in any
legislative activity, that that might threaten the independence of
FASB. Your quote is, “Explicit or implicit threats of increased legis-
lative activity create a real risk of continued viability of private
sector standards setting.”



116

Do you really believe that? Do you believe we don’t have a role
here in oversight, in recommendations and in letters like our chair-
man has sent to you, urging that you go slow and examine some
of the concerns that have been raised by the other side or concerns
about the purchase method of accounting?

Mr. JENKINS. Congressman Tauzin, I stated in my testimony, not
only here but earlier in my testimony before the Senate Committee
on Banking and Financial Services, that we support and under-
stand and accept the oversight responsibility of Congress. I have no
problems with that.

Mr. TAUZIN. I should hope so.

Mr. JENKINS. Just as a matter of clarification, please, the letter
that you are reading from is not a letter from the FASB, it is a
letter from the trustees of the Foundation. My understanding, hav-
ing talked with the trustees about that letter, is perhaps it is
inartfully worded.

Mr. TAauzIN. That is not your view?

Mr. JENKINS. I'm sorry.

Mr. TAUZIN. That letter does not reflect your view?

Mr. JENKINS. No, it does not reflect my view.

Mr. TAUZIN. Let me ask you, with reference to another letter,
however, that you did send to Members of the Senate who wrote
to you concerned about problems in the purchase accounting meth-
od and addressed recommendations to you, I think the tone of their
letter was, before you go around repealing pooling that you had
better doggoned fix up the purchase accounting. If you have two
systems, neither one of which are working good, you don’t want to
throw one out and accept another equally bad. Fix that up first.

I thought that was a pretty good letter. I thought the chairman’s
letter to you was excellent, particularly when he pointed out that
intangibles do not necessarily depreciate, often they appreciate. If
you set some arbitrary depreciation schedule on intangibles in this
new economy that you will, in fact, be encouraging false and inac-
curate information to the public, when the truth is that intangibles
in this new economy may be an increasing and appreciating asset
that investors ought to know about and ought to have real informa-
tion about.

But you wrote to the Senators in effect saying that, look, we
haven’t made any final decision about this; we are going to consider
everything. But the only thing you did in your letter was to cite
examples of complaints about the pooling method.

As I read your letter, it seems to me you have made some pre-
liminary judgments that you plan to abandon it and go to purchase
accounting, with no necessary attention paid to the flaws in that
system. It seems you are saying we are not interested in your rec-
ommendations. We insist that the pooling method is no good. Here
are the reasons why. And, by the way, a whole range of the Board’s
constituents have told us that and you have not paid attention to
them yet because you did not allow them to testify at some Com-
mittee on Banking and Financial Services, Housing, and Urban Af-
fairs. That is the gist of your letter.

Is that the way you respond to congressional concerns that the
purchase accounting method has serious flaws in it that ought to
be adjusted for this new economy?
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Mr. JENKINS. I think it is evident that we do intend and have
addressed concerns with respect to purchase accounting. We will
reconsider all of those decisions in our redeliberations.

With specific respect to intangibles, in our proposal we did
change—we did propose to change the current requirement for in-
tangibles, which is in place and has been in place since 1970, that
required them all to be amortized over some common period. We
did change that to permit flexibility on the part of management in
determining the lives over which intangibles should be amortized.

Mr. TAUZIN. The point is, what happens when they are appre-
ciating in value? What happens when 80 percent of the company
is all about knowledge, it is all about eyeballs, about the potential
of this company attracting customers to products that are adver-
tised that surround a package of information, and all of that is ap-
preciating as more and more people come to that site, that e-com
business, and use those services and view those advertisements
and buy those products?

Are you saying that the company has no choice but to write-down
that intangible asset over some arbitrary, fixed period? Is that not
false information?

I notice the ranking minority member, Mr. Dingell, talking about
the search for the truth. But 1s that not the opposite of the truth?

Mr. JENKINS. I think the first thing we have to do is get the in-
tangibles recognized in the first place. Recognizing intangibles in
the first place does not come about through the use of the pooling
of interests method.

The second point is to your point. Some intangibles are going to
increase, some intangibles perhaps are going to decrease. We don’t
always know. But under our system of accounting, that has been
true for a long time. Some of our—some trademarks of old line
companies increase in value and some decrease, but we generally
don’t recognize them.

Mr. TAUZIN. Mr. Jenkins, I just want to say one thing, and then
ask you a final question.

The first is that of all the things I have seen that can severely
impact the extraordinary growth of this new economy, what you do
here may have more impact than what we do in policy up here.
How you handle this issue and how carefully you handle it and
how well you handle it may well determine whether or not this
new economy continues to grow, whether we inflate or whether we
deflate it.

We are deeply concerned about that. We have tried to express
that to you. I want to second the comments of the chairman of our
committee in his letter to you. I think it is an excellent letter of
concern that I hope you folks have taken seriously.

In his letter he makes a request of you. He requests that FASB
commence a comprehensive study of the accounting treatment of
intangibles, and he further requests that you wait until those re-
sults of the separate studies being conducted by the SEC and hope-
fully by yourselves on this issue might be concluded where we can
all get a good handle, a good look at it.

What is your response to his request?

Mr. JENKINS. I responded in part in my testimony when I made
the point that the one study is not really relevant to dealing with
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intangibles. Mr. Powell, who was a member of that group, con-
curred in that.

We are beginning in our own process to consider intangibles. We
will be giving careful thought as we go forward as to whether or
not it is or is not appropriate at the end of the day for us to go
forward with this standard without coming to a final conclusion on
accounting for all intangibles.

We do intend—with respect to the intangible that is most signifi-
cant by a long ways in respect to purchase business combinations,
goodwill, we do intend to carefully consider all of the various alter-
natives that I described for the Congressman from Iowa in open
meetings before we reach a final conclusion. We will listen carefully
to what we have heard in these meetings.

Mr. TAvuzIN. Can I inform the chairman as a result of our con-
versation today that your answer to him is yes?

Mr. JENKINS. The answer is not necessarily yes, because I cannot
guarantee you that we will solve all of the problems of intangibles
before we go forward.

Mr. TauzIN. He simply asked that you let all these studies hap-
pen, that we have a chance to look at all these studies and get a
chance to analyze the different outcomes of these studies before you
move. Can I inform him at least that that is a likely outcome here?

Mr. JENKINS. We will consider those studies as we go forward.
The outcome——

4 Mro. TAUZIN. You are going forward as the studies are being
one’

Mr. JENKINS. The timing of those studies is out of our control.

Mr. TAUZIN. So the answer to the chairman is, you may move
even before the results of the studies are in?

Mr. JENKINS. I do not even understand or know what the nature
of those studies are, with all due respect. I can’t commit myself or
my board to the outcome of studies about which I do not know
their approach or anything.

Mr. TAUZIN. Mr. Jenkins, with the indulgence of the chairman,
let me just say, sir, that you are inviting legislative action when
you give an answer like that. When the chairman of our com-
mittee—and you have heard the expression, I think, of many mem-
bers of the legislature that we consider this of such a serious note
that we have asked you to make sure that these studies are in be-
fore you make this momentous change in the way these accounting
rules—these generally accepted rules are applied to this new econ-
omy—I think you have heard enough of us telling you that over
and over again that when you tell us that you might not wait for
the results of the studies, you might plow ahead with some pre-
conceived notions even, that just invites legislative action.

Mr. JENKINS. We don’t have any preconceived notions. We will
consider all of the evidence. We will consider very carefully and
take very seriously your admonitions to us and what we have
heard today from everyone on this subcommittee, and we will do
our very best to make sure that we consider all of the evidence be-
fore we make any decision and the applications of our decision.

Mr. OXLEY. The gentleman’s time has expired.

The gentleman from California, Mr. Cox.

Mr. Cox. Thank you, Mr. Chairman.
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I would like to thank each of the members of our panel, some of
whom I had a chance to say thank you to during the break, for
your presence here and your willingness to indulge the Congress’
interest in this.

I think that the topic that Chairman Tauzin has gotten us into
here is worth pursuing in two respects.

First, I think, as I mentioned in an aside to Mr. Jenkins, that
the real issue here is the accounting treatment of intangibles.
There has been a lot of change in our economy over the last many
years, and the relative role played by what we loosely call goodwill
ME&A is significantly larger now than ever before.

The second issue that Chairman Tauzin raised that I think is
worth pursuing is what the Congress ought to do in this cir-
cumstance. I think my colleague, Mr. Ganske, certainly crys-
tallized, at least with you, this panel, about whether Congress
should write a law and describe the proper accounting treatment
for intangibles in all cases or the proper accounting treatment for
business combinations, managers, acquisitions, and so on.

I would not be inclined to do that myself. Although I think the
best answer to your question, Greg, as to whether it would be a
good idea for Congress to write the accounting standards is, is the
congressional proposal as bad as FASB’s? If it is not, then it would
be superior, at least in that instance.

But I think your question really goes to the precedent we would
be setting and the kind of system we would inherit if we willy nilly
got into the business of writing accounting standards.

What Congress might do, with greater restraint and wisdom,
however, is force a delay, a moratorium until the information is in.
I did that with Internet taxes, and my legislation which I wrote
with Senator Wyden is going to be on the floor next week.

Again, we already have a moratorium in place as a result of leg-
islation I passed a couple of years ago, and the Internet Tax Free-
dom Act moratorium as a result of what was just reported out of
the Committee on the Judiciary will now be extended a further 5
years, assuming that we are successful on the floor of the House
and on the floor of the Senate, as we were today on the Committee
on the Judiciary, where I think the vote was 29 to 8.

It would not be irresponsible, although it would be quite a
change from the way normally we do business, I think, for Con-
gress to require FASB to look at the information. And if the infor-
mation is not in before you make your rule, I think it raises serious
questions.

If you don’t know what the studies are about, that scares me
right there, because that is where we ought to be focused.

The bread and butter accounting, as we all learn in business
school or wherever we first learn accounting, is based on a para-
digm in which book value is the only thing you can really sink your
teeth into. We recognize book value doesn’t represent real value,
but it is a real number. We know where it comes from, so we put
a lot of our heart and soul into that back value figure.

In that paradigm, goodwill is the fudge factor. But what happens
is that the fudge factor, which is something we never really could
get our arms around, has sort of taken over the universe, in much
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the same way that the Arab mathematicians flirted with the idea
of irrational numbers when they first tried to solve cubic equations.

Remember, Omar Khyam, for example, figured out how to solve
cubic equations but looked at this multiple of the square root of
minus one as a false root. They didn’t know what to do with it.
They screwed around with it for a long time. These days, not only
are we comfortable with the square root of negative 1, but you can-
not manage an electric circuit without it.

I think we need to get a little more comfortable with goodwill,
with intangibles, because that is the 21st century. That is really
this hearing ought to be focused on. It is what it really ought to
be about.

If I were to ask you the same unfair question that Chairman
Dingell or former Chairman Dingell, Ranking Member Dingell,
asked a moment ago when he said what is the truth, purchase or
pooling, in an arbitrary transaction, the facts of which none of us
is informed, and if I were to ask you what is the depreciable life
of goodwill, Mr. Jenkins, what is the answer to that?

Mr. JENKINS. I would acknowledge that the amortization of good-
will as a single number is arbitrary, but that doesn’t mean that it
is necessarily wrong. It is an estimate of life. We have had goodwill
being amortized for a long time over varying lives.

While there is an outside limit, there is certainly not a prohibi-
tion against using anything shorter than that. And, in fact, in the
many, many acquisitions in the high technology area, for example,
that have not been accounted for as purchase transactions, they
utilize goodwill life that is significantly shorter than 20 years, or
40 years, for the most part.

I think you are correct, that the focal point of this issue is on
goodwill. T acknowledge that. I expect that we will be spending
very much of our time over the next many months as we work on
this issue trying to resolve the goodwill question.

I described several alternatives a few minutes ago that we intend
to reexplore. Many of those concerns and our attention to this come
out of this hearing and out of previous hearings and listening care-
fully to our constituents.

So I agree with you. The focus is on goodwill. I think we will ad-
dress it. We have a group that has asked if they can make a pres-
entation to us on a methodology for dealing with goodwill. I do not
know what it is, but we certainly have agreed to do that. We will
be having a public meeting of our board at the end of this month
where that will be displayed for us, and we will carefully consider
it.

I agree with you. That is the focus and where we need to spend
our efforts as we proceed to explore this issue.

Mr. GANSKE. Will the gentleman yield?

Mr. CoX. Sure.

Mr. GANSKE. I am trying to get my hands around this goodwill
concept. Let me see if I can put it into a specific example.

In Des Moines, we had a company called Pioneer which was
bought by DuPont at a premium above what the stock was selling
for. So that difference, is that what you would call goodwill?

Mr. JENKINS. No, not necessarily.

Mr. GANSKE. Okay. Because I wonder whether it is part of it.
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Mr. JENKINS. It could be part of it.

Mr. GANSKE. That was premised on the management for Pioneer,
which was well respected, sticking with the new, larger company
for a period of time. It did not work out that way. Management left
rather quick.

I am just wondering whether in fact there aren’t some intangi-
bles that are always going to be intangible, and how well you think
you can actually get your hands around that component of so-called
goodwill.

Do you have a comment on that?

Mr. JENKINS. Yes, I do. I think that is a good example of an in-
tangible that probably cannot be specifically valued but does get
subsumed into goodwill. It is a portion of goodwill.

One could also conclude that if the entire difference between the
market value and the purchase price was due to this management
and then they left, that at that point you ought to write off that
portion of goodwill, because it is no longer there.

That might be what we would say is one of the approaches I sug-
gested to you, that we recognize goodwill, we recognize this need
for superior management to stick around, but we don’t amortize it.
But if they leave, you write it off.

Mr. GANSKE. That is where I see that Dr. Lewis and Mr. Hoff-
man and everyone else on the panel—you are all very bright, but
let’s say that Mr. Hoffman’s company gets scarfed up by a bigger
guy. I would want Mr. Hoffman to stick with my company, my big-
ger company. The premium that I would pay for that would include
him. But if he left, I think I would be—I wouldn’t have gotten the
value.

Mr. CoXx. Let me add to your question another example we might
think about. Let’s say that the Tribune Company and Times Mirror
combined. How much, Mr. Jenkins, did that cost?

Mr. JENKINS. I don’t remember the number.

Mr. Cox. No, I mean what is the cost of that combination?

Mr. JENKINS. I think the cost is the consideration that the Trib-
une Company paid for the Times Mirror.

Mr. Cox. Does it matter if they used outstanding shares or newly
issued shares?

Mr. JENKINS. It doesn’t matter if they used outstanding or newly
issued, or if they use cash or shares.

Mr. CoX. So your sense—I use that because the Times Mirror
and Tribune Company are roughly comparable in size, and there
are some bragging rights going on about who got whom in the deal.
And if you are from Chicago, there is no question. If you are from
California, there is some question there.

But at least to read the newspapers, which seem to be carrying
fair and full accounts of all of this, they are really going to combine
the operations. That is really what is happening in economic re-
ality. What is the cost of that? What is the economic cost of that
combination?

Mr. JENKINS. I still believe that in that case, and I have not ex-
amined it in detail, that you can determine which company ac-
quired the other company.

Mr. Cox. What if that is not really what happened?
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Let us back off of that example, if you think that there is a flaw
in my analogy.

Let’s take a situation in which, having done M&A work for a dec-
ade, I can tell you happens fairly frequently, and you know this
better than I because you have done this for more of your life, if
you have two partners in a business transaction and they get to-
gether—and they really get together, one did not swallow the
other—they get together, they—somebody used the term “mar-
riage” earlier, community property, let us say that is the economic
reality. What is the cost?

Mr. JENKINS. I just think in that case I think the best answer
is to say that you have a new entity. You have put two companies
together. You have created a brand new entity.

Mr. Cox. How much in economic terms—to put on your econo-
mist’s hat, in economic terms how much did that cost?

Mr. JENKINS. I would say that you would recognize the value of
the assets of both parties that have contributed to that transaction,
the fair value of the assets.

Mr. Cox. That is a different question. That is a question of how
you write up the assets on the balance sheet.

My question is, what is the economic cost? Think of this as sort
of a physics question. You have some molecules. They bump into
each other. What is the energy expended? It is that sort of ques-
tion. In economists’ terms, what is the costs?

Mr. JENKINS. Again, I think it is the fair value of the assets that
they each contribute.

Mr. Cox. The assets are still there. The assets did not go away.
They are still there.

Mr. JENKINS. I understand, and you are recognizing all of those
assgts from both parties at the fair value when they are contrib-
uted.

Mr. Cox. You are making a different and valuable point, which
is that this might be a good opportunity to recognize the current
market value of those assets and not run them at the old book
value. If you come up with a better way than purchase or pooling,
probably that is one of the things you will want to take a look at.

Mr. JENKINS. Yes, we are.

Mr. Cox. I am asking a different question. I am asking whether
or not there is a real economic cost to the combination. Rather than
trying to beat my answer out of you, let me give you my answer
to that, which is that the cost of the combination is probably the
extra lawyer fees that you paid to file with the SEC and your Hart-
Scott-Rodino fees and your extra accounting fees to do whatever is
necessary, and, you know, if it is a big combination, that is a trivial
amount.

In fact, there is no business asset lost or consumed in the trans-
action. All the cash of the one company and all the cash of the
other company is still there. In fact, they probably got a new joint
bank account and you can see all the money still there. You can
keep your eyeballs on it.

So that a bias in the accounting system that absolutely requires
in that case that somebody be the acquirer and somebody be the
acquiree and that there be a cost of the transaction and that it be
a significant amount and measured in terms of the full value of the
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assets of one of them, that it seems to me to be strange to use a
paradigm that is not always the right one.

To use another one of those ancient analogies, it is like that Pro-
crustean bed where Procrustes stretched all of his victims to fit.
Sometimes it does not work. Purchase accounting is designed with
some paradigms in mind, and it is absolutely perfect for some busi-
ness combinations, but in other cases it is not.

Mr. Bible has been desperate to get a word in edgewise I think,
with the chairman’s indulgence.

Mr. OXLEY. We will make this the last word edgewise.

Mr. BiBLE. I would add, Mr. Chairman, it depends on what eco-
nomic school you believe in. But the bringing together of both,
there was a decision made. That is, I can achieve the most value
for my interest by combining with you, Mr. Chairman, in a joint
venture, rather than selling to a third party. I think that is the
economic reality that Ed is speaking of.

Mr. POweLL. Could I make one comment? In reality, this is two
groups of shareholders coming together and combining their inter-
est. No one acquired anyone else.

The reflection of that is that if I own 10 percent of that company
before, I will now own 5 percent of that company. The cost is in
the dilution of me as a shareholder. But in terms of one company
acquiring another, Congressman Cox is exactly right. There was no
cash exchanged. No company gave up assets to purchase this.
There was simply a combining of those two companies, and that is
what pooling is all about.

Mr. BIBLE. No, they made a decision to give up cash to a third
party sale to join with the Congressman in a merger.

Mr. Cox. I want to point out that some people think accounting
is boring, but this, you can see, it is just loaded with interest.

Mr. OXLEY. This is put on your helmets.

I recognize the ranking member for a unanimous consent re-
quest.

Mr. TowNs. Thank you, Mr. Chairman.

I ask unanimous consent that I place in the record Congressman
Crowley’s statement and also questions to be answered in writing
to Mr. Jenkins.

Mr. OXLEY. Without objection.

. 1[lThe prepared statement and questions of Hon. Joseph Crowley
ollow:]

PREPARED STATEMENT OF HON. JOSEPH CROWLEY, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF NEW YORK

Thank you Mr. Chairman for holding this critical hearing and for allowing me to
be here today.

I have a serious concern about the impact of the Financial Accounting Standards
Board’s (FASB) proposal, in its Exposure Draft on Business Combinations and In-
tangible Assets, to eliminate the pooling of interest’s method of accounting. I am
very concerned that this will have a negative impact on the American economy, par-
ticularly on the fast-growing companies driving our increasingly knowledge-based
economy-what people are calling the new economy.

Financial experts have said that the proposal will have the greatest impact on the
financial services, information technology, and pharmaceuticals sectors, areas of our
economy that, according the to Commerce Department, accounted for nearly 30 per-
cent of America’s GDP in 1998. Information technology alone was responsible for
over 28 percent of U.S. real economic growth in 1997. Those percentages represent
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a large number of jobs, both in those industries directly, and in collateral and sup-
port industries.

I understand that FASB has received nearly 200 comment letters on its Exposure
Draft. In its own summary of the comment file, FASB noted that more than three
quarters of the letters addressed the proposal to eliminate pooling. Of those, the
banking and high-tech sectors strongly disagreed, and the rest were “split.” This
does not sound like the kind of endorsement of a proposal that compels immediate
action. Rather, with such disagreement on the value of the proposal, I would suggest
the wiser route is to reconsider and address some of the concerns raised.

It is also my understanding that the responses, in fact, were 3 to 1 in favor of
retaining at least some form of pooling, or for not eliminating pooling until signifi-
cant other issues related to the purchase method, the only remaining method, were
resolved. And these responses include the Big 5 accounting firms. In light of such
significant opposition and the very real concern about the impact of the proposal on
our economy, what is the rush?

The pooling method of accounting has been around for many decades. I know of
no clamor, and no crisis, which demands immediate action on the issue. In fact, only
six years ago, Mr. Jenkins, in a comprehensive AICPA study on business reporting
that he headed before he became FASB chairman, found that “the existence of the
two accounting methods is not a significant impediment to users’ analysis of finan-
cial statements. A project to do away with either method would be very controver-
sial, require a significant amount of FASB time and resources, and in the end is
not likely to improve significantly the usefulness of financial statements.” Why then
the rush to act?

It may well be that something needs to be done regarding pooling of interests ac-
counting. I am not an accounting expert. But I am concerned when so many experts
in their field express the kinds of concerns I have been hearing. In fact, I under-
stand that eleven Members of the Senate Banking Committee, a bipartisan major-
ity, have written a letter to the FASB suggesting that it defer its decision on pooling
until the concerns and issues relating to the purchase method have been resolved.
I have also joined Congressman Cal Dooley and a number of my colleagues in send-
ing our own letters on this topic.

FASB has stated the importance it places on international harmonization of ac-
counting standards as justification for this proposal. I would only point out that the
home countries of many of U.S. companies’ strongest competitors permit pooling.
Britain, Germany and Japan all permit some form of pooling. Our economy is the
strongest in the world, based in part on the ability of companies to innovate and
reach productivity through mergers. Do we really want to throw this new hurdle
in front of U.S. companies?

I would hope that FASB is taking these concerns seriously. I certainly do. I urge
FASB to take some more time to consider the very serious concerns raised over this
issue.

Mr. Chairman, once again, thank you for calling this important hearing. I look
forward to working with you and my colleagues on this important issue.

CONGRESS OF THE UNITED STATES
HOUSE OF REPRESENTATIVES
May 4, 2000

The Honorable MICHAEL G. OXLEY

Chairman

Subcommittee on Finance and Hazardous Materials,
Committee on Commerce

2125 Rayburn HOB

Washington, D.C. 20515

DEAR MR. CHAIRMAN: I would appreciate your assistance in including the fol-
lowing questions for Mr. Edmund L. Jenkins, Chairman of the Financial Accounting
Standards Board, in the record for today’s Commerce Subcommittee Hearing on the
Financial Accounting Standards Board’s proposal to eliminate the “pooling of inter-
ests” accounting method. I would also like to thank you for your leadership on this
issue and for calling this important hearing.

1) Many knowledgeable people have said that FASB’s decision to eliminate pooling
could have a damaging impact on economic growth. In a recent white paper,
Merrill Lynch concluded that the change could result in a notable decline in the
consolidations that have enhanced productivity, encouraged innovation, and
stimulated dynamism in the U.S. economy. And, a Goldman Sachs study specifi-
cally says that FASB’s changes could have a dramatic impact on certain indus-
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tries, including information technology and medical devices. Why is FASB will-
ing to take the chance that they are right?

2) You have received a number of thoughtful alternative proposals to the elimi-
nation of pooling. You have a great deal of concern about the valuation of intan-
gibles. What is the rush to eliminate pooling rather than looking first at the
valuation questions? If the problem with studying the issues is that it will take
some time, why not do it right the first time rather than in a piecemeal fashion,
especially when the consequences of “getting it wrong” could be so severe?

3) A review of the comment letters sent to FASB shows that two-thirds of all of
those who sent comment letters and all of the Big 5 accounting firms advocated
either retaining at least some form of pooling or not eliminating pooling until
significant other issues were resolved. Why is FASB determined to abolish pool-
ing in light of this significant opposition to its decision?

4) Your Exposure Draft specifically states that international harmonization is one
of the reasons for your decision to eliminate pooling. Let’s assume for a minute
that that is a valid goal. Given the fact that countries like the U.K., France,
Japan and Germany permit pooling, at least in some form, how could elimi-
nating pooling here increase international harmonization? Assuming that var-
ious foreign and international accounting rules are moving away from allowing
pooling accounting, why should the U.S. be following a trend in Europe or else-
where rather than encouraging the adoption of U.S. rules?

Once again, thank you for your assistance in this important matter. I look for-
ward to working with you, the Committee and our colleagues who support the bur-
geoning high-tech economy.

Sincerely,
JOSEPH CROWLEY
Member of Congress

cc: The Honorable Edolphus Towns, Ranking Member

Mr. OXLEY. Should anyone else wish to submit written questions,
that would be acceptable, as well.

The Chair would ask unanimous consent that extraneous mate-
rials, including a study called “Valuing the New Economy,” a white
paper, be made part of the record.

Without objection, so ordered.

Gentlemen, thank you very much for your appearance today. Mr.
Cox is correct. We have put a new twist on an old profession, and
that is always exciting. Thank you for your participation.

The subcommittee stands adjourned.

[Whereupon, at 2:04 p.m., the subcommittee was adjourned.]

[Additional material submitted for the record follows:]

FINANCIAL ACCOUNTING STANDARDS BOARD
NORWALK, CONNECTICUT
May 23, 2000
Mr. ROBERT E. SIMISON
Legislative Clerk
Committee on Commerce
United States House of Representatives
Washington, DC 20515

DEAR MR. SIMISON: The following is our response to the questions raised by Con-
gressman Joseph Crowley in his May 4, 2000 letter to Chairman Michael G. Oxley
in connection with the May 4, 2000 hearing of the Finance and Hazardous Material
Subcommittee of the Committee on Commerce (“Subcommittee Hearing”):

Question 1 Congressman Crowley writes: “Many knowledgeable people have said
that FASB’s decision to eliminate pooling could have a damaging impact on eco-
nomic growth. In a recent white paper, Merrill Lynch concluded that the change
could result in a notable decline in the consolidations that have enhanced produc-
tivity, encouraged innovation, and simulated dynamism in the U.S. economy. And,
a Goldman Sachs study specifically says that FASB’s changes could have a dramatic
impact on certain industries, including information technology and medical services.
Why is FASB willing to take the chance that they are right?”

Response: The Financial Accounting Standards Board (“FASB” or “Board”) has
issued an FASB Exposure Draft, Business Combinations and Intangible Assets (“Ex-
posure Draft”), for public comment that has proposed to eliminate the pooling-of-in-
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terests method (“pooling method”). The Board will hold as many public meetings as
necessary to carefully evaluate all of the feedback received in response to the Expo-
sure Draft and to decide what modifications or clarifications, if any, to the Exposure
Draft are appropriate. The Board will not make any final decisions about the Expo-
sure Draft, including whether or not to retain the pooling method, or consider
whether to issue a final standard, until it has completed its full due process and
isdsatigﬁed that all substantive issues raised by all parties have been carefully con-
sidered.

The Board has proposed to eliminate the pooling method because the Board be-
lieves that the elimination of the pooling method will benefit consumers—investors,
creditors, and other users of financial statements—as well as companies that pre-
pare those reports, by providing more information, and more relevant information,
about all business combinations.

The Exposure Draft’s provisions also will benefit consumers by improving the
comparability of financial reporting, thereby making it possible to more easily con-
trast companies that participate in business combinations.

Many consumers have expressed support for elimination of the pooling method.
As one example, a letter from the Financial Accounting Policy Committee of the As-
sociation for Investment Management and Research, the leading organization of in-
vestment professionals in the United States with over 40,000 members, states:

The FAPC is unequivocal in its support of the FASB’s proposal that there be
only one method of accounting for business combinations in the United States.
We also agree that the purchase method is the one that reflects properly the
economics of all business combinations, and that pooling-of-interests should be
eliminated. ..

The pooling method fails to revalue the assets and liabilities of the acquired
enterprise at fair value and the excess, commonly called “goodwill,” is not re-
corded. Hence, pooling does not faithfully represent the values of the assets and
liabilities exchanged, nor does it reveal the actual premium paid by the acquirer
in the transaction. Users of financial statements are thus impeded in their at-
tempts to understand the underlying economics of the business combination.

In addition, Moody’s Investors Services, the leading global rating agency, stated:

Moody’s supports the objectives of accounting standards setters to improve
the harmonization of accounting standards globally, and welcomes the FASB’s
proposal to eliminate the pooling of interests method. We believe that a single
accounting method can improve analytic efficiency, especially in cases where a
single transaction or essentially identical transactions would produce dramati-
cally different accounting results, and thus enhance the ability of cross border
capital market participants to compare, easily and accurately, alternative in-
vestments.

Many companies that prepare financial reports also agree. Those companies that
have written letters to the FASB supporting the elimination of the pooling method
include IBM Corporation, Eaton Corporation, American Electronic Power, General
Motors, Caterpillar, Inc., IMC Global, Cigna Corporation, and PPG Industries, Inc.,
to name a few. The IBM Corporation letter stated:

IBM agrees with the FASB that all business combinations are acquisitions
and, thus, we support the FASB’s proposal to eliminate the pooling-of-interests
method of accounting for a business combination. We believe that financial
statement users are ill-served by the existence of two methods to account for
the same economic transaction. We agree with the FASB that using the pur-
chase method to account for all business combinations will increase the com-
parability of financial statements and will reflect the true economics of the
transaction, that is, an arm’s length investment that should be accounted for
at the fair value of the assets and liabilities that are acquired.

The Exposure Draft’s provisions will also benefit companies that prepare financial
statements and the auditors of those statements by providing a single method of ac-
counting for all business combinations. Having one method of accounting for all
business combinations will reduce certain costs to companies and auditors that are
currently related to the existence of the pooling method.

For example, the availability of the pooling method often puts companies and
their auditors under pressure to employ that method because it typically produces
higher reported earnings and rates of return subsequent to a business combination
than the purchase method. Moreover, because the pooling method is applied retro-
actively, the comparative earnings reported for periods preceding the combination
are also higher than under the purchase method—even before the companies were,
in fact, combined.

As a result of those pressures, companies often must bear significant costs, both
monetary and nonmonetary, in seeking to use the pooling method. In positioning
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themselves to try to meet the 12 qualifying criteria for applying that method, com-
panies may refrain from engaging in appropriate economic actions that they might
otherwise undertake, such as asset dispositions or share reacquisitions. They also
may incur substantial fees from auditors and consultants in seeking to meet those
criteria. The efforts to meet those criteria also may lead to conflicts between compa-
nies, auditors, and regulators with respect to judgments about whether the criteria
have been met, thereby adding uncertainties and their attendant costs to the proc-
ess and raising questions about the operationality of those criteria.

A report published by the Silicon Valley office of McKinsey & Company, an inter-
national consulting firm, stated:

The fear that purchase accounting, by lowering reported earnings, will de-
stroy shareholder value is a myth. In fact the opposite is true. Efforts to qualify
for such treatment actually destroy value. FASB’s proposal to eliminate pooling
accounting is a blessing in disguise. Why? Because the transition to purchase
accounting will require corporations to adopt more robust deal evaluation proc-
esses and enhance their shareholder communications.

Similarly, a letter to the FASB from the Financial Institutions Accounting Com-
mittee of the Financial Managers Society, a group of financial professionals working
in executive level positions in the thrift and banking industries, stated:

Formal research supports the proposition that reporting firms consume sub-
stantial resources in structuring transactions solely to achieve a favorable fi-
nancial reporting outcome. Lys and Vincent (1995) report that AT&T paid at
least $50 million (and possibly as much as $500 million) to achieve pooling-of-
interests accounting for its acquisition of NCR...A single method of accounting
for business combinations would redirect these corporate resources into more
productive areas.

In addition, having one method of accounting for business combinations benefits
companies by leveling the playing field for competition among companies in the
business combinations market. The ability—or inability—to use the pooling method
often affects whether a company enters into a business combination and also affects
the price it negotiates for that transaction. Companies that cannot use the pooling
method because they cannot meet the criteria required for its use (for example, cri-
teria that prohibit certain share acquisitions) often conclude that they cannot com-
pete for targets with those that can meet the criteria.

Many companies that cannot use the pooling method believe that companies that
can use it often are willing to pay higher prices for targets than they would if they
had to use the purchase method because they do not have to account for the full
cost of the resulting investment. Thus, by using the pooling method, they can under-
state the income statement charges (primarily related to goodwill and other intan-
gible assets).

In a letter to the FASB, KeyCorp explained:

Since most publicly-traded companies are gauged by EPS performance, there
is a strong incentive to use the “earnings-friendly” pooling method. The desire
to avoid the earnings consequences of the purchase method has almost certainly
resulted in uneconomic behavior. It is well understood in the investment bank-
ing community that a company is willing to “pay” more for a target if the pool-
ing method is available for the resulting transaction. Clearly, there is a view
that the pooling method results in a type of accounting arbitrage...

Even though using the pooling method rather than the purchase method might
result in being able to report higher per-share earnings following the combination,
the fundamental economics are not different because the actual cash flows gen-
erated following the combination will be the same regardless of which method is
used. As a result, the added earnings reported under the pooling method reflect arti-
ficial accounting differences rather than real economic differences.

To the extent that the markets respond to artificial differences, they direct capital
to companies whose financial reporting benefits from those differences and they di-
rect capital away from companies whose financial reporting does not benefit. As a
result, markets allocate capital inefficiently rather than efficiently. While inefficient
allocation of capital may benefit some companies and even some industries, it im-
poses added costs on many others, depriving them of capital that they need and cap-
ital they could employ more productively. The outcome is detrimental to those com-
panies—but, more important, to the capital markets as a whole.

Finally, two further clarifications. First, Question 1 states that the “Goldman
Sachs study specifically says that FASB’s changes could have a dramatic impact on
certain industries, including information technology...” Unfortunately, the state-
ment is not accurate. The May 29, 1999 Goldman Sachs survey by Gabrielle
Napolitano, CFA, and Abby Joseph Cohen, CFA, to which the question refers, states
that the FASB’s pre-Exposure Draft preliminary decisions on accounting for busi-
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ness combinations may adversely affect some industries including the “healthcare
information technology” industry. The survey does not conclude that the Board’s de-
cisions may adversely affect the entire information technology industry as implied
in Question 1. More significant, the overall conclusion of the Goldman Sachs survey
was that the Board’s preliminary decisions, including the elimination of the pooling
method, would “not have a material adverse effect on future business combinations.”

Second, Question 1 refers to conclusions of a Merrill Lynch “white paper” on the
impact of the Board’s proposed decision to eliminate the pooling method. For pur-
poses of the Subcommittee Hearing record, it should be noted that in a March 3,
1999 Merrill Lynch “In-depth Report” on regional banks, Sandra J. Flannigan, CFA,
first vice president, Global Securities Research & Economics Group, Global Funda-
mental Equity Research Department, concluded:

In our opinion...the economics of a “purchase” and “pooling” are the same.
We, therefore, don’t think elimination of pooling-of-interests accounting will halt
consolidation. Indeed, ultimately, required usage of purchase accounting could
generate more transactions given greater comparability from an international
accounting standpoint and fewer earnings reporting/share buyback constraint
issues.

Question 2 Congressman Crowley writes: “You have received a number of thought-
ful alternative proposals to the elimination of pooling. You have a great deal of con-
cern about the evaluation of intangibles. What is the rush to eliminate pooling rath-
er than looking first at the valuation questions? If the problem with studying the
issues is that it will take some time, why not do it right the first time rather than
in a piecemeal fashion, especially when the consequences of ‘getting it wrong’ could
be so severe?”

Response: Since first adding the project on business combinations to its agenda
in 1996, the Board has held over 40 public meetings, issued 2 preliminary docu-
ments and the Exposure Draft for public comment, and carefully analyzed and is
still in the process of discussing at public meetings over 400 comment letters re-
ceived from a broad range of companies, investors, and other constituents. We have
hardly rushed to complete this project, as Question 2 suggests. As stated in response
to Question 1 above, the Board will hold as many public meetings as necessary to
carefully evaluate all of the feedback received in response to the Exposure Draft and
to decide what modifications or clarifications, if any, to the Exposure Draft are ap-
propriate. The Board will not make any final decisions about the Exposure Draft,
including whether or not to retain the pooling method, or consider whether to issue
a final standard, until it has completed its full due process and is satisfied that all
substantive issues raised by all parties have been carefully considered.

With respect to the issue of the “valuation of intangibles,” feedback received in
response to the Exposure Draft reveals that some constituent concerns, including,
possibly, the concerns raised in Question 2, result from having misread or misunder-
stood the Exposure Draft’s provisions regarding intangibles. To clarify, those provi-
sions do not require the separate valuation of any intangible assets, such as many
forms of knowledge-based intangible assets so often associated with technology com-
panies, that cannot be separately identified and reliably measured. Under current
accounting standards and the Exposure Draft, only purchased intangible assets that
can be identified and reliably measured, like many trademarks and customer lists,
are required to be separately valued, reported, and amortized over their useful eco-
nomic lives.

Question 3 Congressman Crowley writes: “A review of the comment letters sent
to FASB shows that two-thirds of all of those who sent comment letters and all of
the Big 5 accounting firms advocated either retaining at least some form of pooling
or not eliminating pooling until significant other issues were resolved. Why is FASB
determined to abolish pooling in light of this significant opposition to its decision?”

Response: Many of those commentators that wanted to retain pooling wanted it
retained in only very limited circumstances. Those circumstances were (1) where
there was a true merger of equals (a very rare occurrence) and (2) where companies
under common control were combined (a pooling-method-type result would be re-
quired under both current accounting and the Board’s proposal).

The Board is addressing and will resolve all of the “significant other issues” raised
in the comment letters about the proposed accounting for goodwill and purchased
intangibles before it redeliberates whether the pooling method should be retained.

The FASB’s Rules of Procedure provide for an open and thorough due process that
includes analysis and public discussion of the relevant information and persuasive
arguments contained in the comment letters, and other feedback, received in re-
sponse to an FASB proposal. The Board’s mandate is to establish and improve
standards of financial accounting and reporting that result in credible, transparent,
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and comparable financial information for the efficient functioning of the US capital
markets.

As former US Securities and Exchange (“SEC”) Chairman Richard C. Breeden
stated in testimony before Congress almost a decade ago:

The purpose of accounting standards is to assure that financial information
is presented in a way that enables decision-makers to make informed judg-
ments. To the extent that accounting standards are subverted to achieve objec-
tives unrelated to fair and accurate presentation, they fail in their purpose.

The US capital markets are the deepest, most liquid, and most efficient markets
in the world. The unparalleled success and competitive advantage of the US capital
markets are due, in no small part, to the high-quality and continually improving
US financial accounting and reporting standards. As Federal Reserve System Chair-
man Alan Greenspan stated in a June 4, 1998 letter to SEC Chairman Arthur
Levitt:

Transparent accounting plays an important role in maintaining the vibrancy
of our financial markets...An integral part of this process involves the Finan-
cial Accounting Standards Board (FASB) working directly with its constituents
to develop appropriate accounting standards that reflect the needs of the mar-
ketplace.

As stated in response to Question 1 above, the Board will hold as many public
meetings as necessary to carefully evaluate all of the feedback received in response
to the Exposure Draft and to decide what modifications or clarifications, if any, to
the Exposure Draft are appropriate. The Board will not make any final decisions
about the Exposure Draft, including whether or not to retain the pooling method,
or consider whether to issue a final standard, until it has completed its full due
process and is satisfied that all substantive issues raised by all parties have been
carefully considered.

Question 4 Congressman Crowley writes: “Your Exposure Draft specifically states
that international harmonization is one of the reasons for your decision to eliminate
pooling. Let’s assume for a minute that that is a valid goal. Given the fact that
countries like the U.K., France, Japan and Germany permit pooling, at least in
some form, how could eliminating pooling here increase international harmoni-
zation? Assuming that various foreign and international accounting rules are mov-
ing away from allowing pooling accounting, why should the U.S. be following a trend
in Europe or elsewhere rather than encouraging the adoption of U.S. rules?”

Response: Because of the rapidly accelerating movement of capital flows globally,
the Board believes there is a need for financial reporting to be comparable inter-
nationally. In response to that need, part of the Board’s mission includes promoting
international comparability of financial reporting, and accounting for business com-
binations is one of the more significant areas of difference in accounting standards.

For example, in most parts of the world, the pooling method is either prohibited
or used only on a rare exception basis. A recently issued exposure draft from the
Canadian Accounting Standards Board would prohibit use of the pooling method,
the International Accounting Standards Committee has established a Steering Com-
mittee on accounting for business combinations that will consider whether the pool-
ing method should be prohibited, and in the United Kingdom, the technical director
of the Accounting Standards Board has stated:

If the US bans pooling, the International Accounting Standards Committee
(IASC) will come under pressure to ban it and then the UK will have to ask
itself whether it wants to be the only country that allows it.

The part of the Board’s mission that includes promoting international com-
parability is secondary to the Board’s central mission of establishing standards that
result in credible, transparent, and comparable financial information for the effi-
cient functioning of the US capital markets. The Board, and many of its constitu-
ents, believes that the proposed elimination of the pooling method is consistent with
the both the Board’s central mission and the Board’s secondary mission.

I hope that my effort to provide thorough answers to the questions posed by Con-
gressman Crowley has been helpful. I would be pleased to meet with the Congress-
man in person to further discuss any of his concerns.

Sincerely,

EDMUND JENKINS
Chairman
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BIOTECHNOLOGY INDUSTRY ORGANIZATION
WASHINGTON, D.C.
May 4, 2000
BriaAN McCULLOUGH
House Committee on Commerce
316 FHOB
Washington, DC 20515

DEAR BRIAN: Per my conversation with Jim Conzelman, enclosed for the Finance
and Hazardous Materials Subcommittee’s hearing record are six copies of the testi-
mony BIO presented at the Financial Accounting Standards Board’s (“FASB”) hear-
ing on February 11, 2000 in New York City.

The biotechnology industry is totally opposed to the FASB proposal to repeal the
“pooling” method of accounting. In our industry, more so than in any other industry,
appropriate business combinations are often the only source of capital for struggling
companies. The use of the pooling method of accounting facilitates these arrange-
ments. If pooling is repealed, there will be a dramatic downturn in combinations in
our industry. This will result in many companies simply going out of business.

Thank you for including our testimony in the Committee hearing record. Please
feel free to call if you wish to discuss this matter in greater detail.

Sincerely,
Puivtp J. UrFHOLZ
BIO Tax/Finance Counsel

PREPARED STATEMENT OF RICHARD POPS BEFORE THE FINANCIAL ACCOUNTING
STANDARDS BOARD ON EXPOSURE DRAFT

BUSINESS COMBINATIONS AND INTANGIBLE ASSETS

Grand Hyatt Hotel, New York, New York
FEBRUARY 11, 2000

Good afternoon, my name is Richard Pops. I am the Chief Executive Officer of
Alkermes, Inc., a biotechnology research and development company located in Cam-
bridge, Massachusetts. I wish to thank you for allowing me the opportunity to tes-
tify today on behalf of the Biotechnology Industry Organization (BIO), the national
trade association that represents over 850 biotechnology companies worldwide.

My testimony will focus on the Financial Accounting Standards Board’s (here-
after, “the Board”) proposal that would repeal the “pooling” method of accounting
which allows companies that merge to record their assets in the ongoing entity by
simply combining their assets and liabilities. This testimony will supplement my
comments that were submitted to the Board on December 3, 1999.

If pooling is eliminated, all mergers will be treated as purchases of one company
by another. The result of this mandatory application of “purchase accounting” will
be that biotechnology companies will be required to recognize and value at the time
of the transaction a variety of intangible assets, including goodwill. This asset would
have to be amortized, according to Generally Accepted Accounting Principles
(GAAP), over the course of twenty years. This has at least two important implica-
tions for biotechnology companies. Both relate to the critical issue facing entre-
preneurs seeking to build and grow successful biotechnology companies: the ability
to raise large sums of capital over a period of several years prior to first profit-
ability.

First, elimination of pooling accounting means a potential delay in profitability for
businesses that merge to build critical mass. Biotechnology companies are unique
in that they typically operate for years (average approximately 14.5 years by BIO’s
estimate) in a loss position. Raising enough money to survive is incredibly chal-
lenging. The pooling method of accounting allows a profitable or potentially profit-
able biotech company to acquire a non-profitable company without incurring an ad-
verse charge to its earnings. In most cases, a merger or acquisition is the only viable
option for the loss company. The alternative, due to a lack of cash flow and result-
ant inability to continue vital research and development efforts, is frequently finan-
cial failure. This is generally not the case in other high technology industries where
profitable companies acquire or merge with other profitable companies in order to
create synergy and improve efficiency. With biotech companies, it is a case of sur-
vival. For investors supporting these companies, the timing of profitability is a crit-
ical consideration in their investment decision. A delay in profitability due to non-
cash amortization charges can add years to the time that a biotechnology company
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operates at a loss. This extends the time that its securities are unattractive to many
investors and, therefore, increases the already difficult task of fundraising.

Second, it means that, once profitable, biotechnology companies that merged to
build critical mass may report significantly depressed earnings per share over the
course of many financial reporting periods. This has the potential to severely dam-
age the company’s overall value. This has a profound effect much earlier in the com-
pany’s life as investors make the investment decision prior to profitability. If the
eventual valuation of the company is lower once it is profitable, the present value
of its equity is lower today. This affects the company’s ability to raise capital.

It is important to recognize that for biotechnology companies, tangible book value
is low in comparison to total company value. Biotechnology mergers often occur be-
tween companies of similar size, and result in large amortization charges in pur-
chase accounting. The effect of the elimination of pooling accounting is magnified
for small biotechnology companies, where the non-cash amortization charges can
d;z)vzlirf total profitability of the combined business in the early quarters of profit-
ability.

Biotechnology companies are part of a new generation of companies that presents
a financial profile profoundly different from traditional “bricks and mortar” enter-
prises. The issue of pooling should be addressed in the context of a larger examina-
tion of how GAAP can best handle the financial disclosure for these types of compa-
nies. For the same reason that the Board recently decided to defer consideration of
new rules governing in process research and development, because the issue was too
closely intertwined with the treatment of research and development costs generally,
the Board should defer consideration of the pooling issue.

Repeal of the pooling method will reduce the likelihood that some desirable com-
binations will occur. This would be an unfortunate outcome for the biotechnology in-
dustry, where mergers of complementary technologies are often necessary to enable
the development of innovative new drugs and diagnostic products for the benefit of
patients and families around the world.

The problems of comparability, relevance, reliability, and neutrality that the
Board says drives its proposed change are recreated in purchase accounting by the
need to confront the many problems inherent in the treatment of intangible assets,
in general, and goodwill in particular. With so much of the value of biotechnology
companies lying in these intangibles, the financial presentation under the mandated
use of purchase accounting will be significantly more problematic than under pool-

g.

One of the foundations of financial accounting is comparability across time as well
as between companies. Users of financial statements should be able to look across
periods and evaluate a company’s performance over time, to see and be able to
evaluate trends and significant new developments in its financial situation. The
strength of accounting for business acquisitions by pooling is that it allows for just
such a comparison. The merger of two entities by their owners, the shareholders,
is undertaken with the expectation that the new, combined entity will allow for
greater value to be generated going forward. By preserving the historical values of
assets carried on the books of the predecessor companies, such a comparison can be
made easily. The assets, income flow, and other financial elements of the two com-
panies are simply combined and not altered, and so any change in the future, good
or bad, is readily apparent.

Purchase accounting departs from this model of combination and thus undermines
the users of financial statements’ ability to compare performance over time easily.
Under purchase accounting, the historical valuation of assets of one of the prede-
cessor companies is preserved, while the assets of the other company are revalued
according to the fair market value at the time of the business combination. Thus,
going forward there is an amalgam of valuation of assets, some at historical cost
and some at this new, fair market valuation.

The Board’s proposed rule does not adequately take into account the true worth
of a biotechnology company’s intangible assets and would slow their growth, which
is more important than detailed accounting. Investors do not care about account-
ants’ estimates of a company’s various hard-to-measure intangible assets. What they
really want to know is, does this merger contribute to the bottom line.

I do not pretend that there are any easy answers to the problem of dealing with
intangible assets and their role in biotechnology companies. The rapid changes in
the biotechnology industry have created new situations where traditional accounting
principles no longer can be relied upon to provide accurate, transparent, public dis-
closure. The worth of biotechnology companies is increasingly related to intangible
assets that traditional accounting fails to measure. It is a difficult problem, and I
applaud the Board for continuing to grapple with it. However, in the face of this
recognized difficulty, the elimination of pooling alone means not that problems with
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accounting reliability, comparability and neutrality will be eliminated, but instead
will be exacerbated.

The magnitude of this proposed rule change requires a careful weighing of the
gossitl_)le costs of change against the conviction that the public will enjoy significant

enefits.

The risk of adverse impact to the biotechnology industry due to the elimination
of pooling is significant enough to require an equally significant showing of the ben-
efits to be realized. In fact, none of the benefits claimed on behalf of the proposed
rule change meet such a standard either separately or collectively.

NATIONAL ASSOCIATION OF MANUFACTURERS
May 3, 2000
The Honorable MICHAEL OXLEY
Chairman, Subcommittee on Finance and Hazardous Materials
House Commerce Committee
2233 Rayburn House Office Building
Washington, DC 20515

DEAR MR. CHAIRMAN: I am writing on behalf of the National Association of Manu-
facturers (NAM) regarding the subcommittee hearing on business combinations
scheduled for Thursday, May 4. The NAM—“18 million people who make things in
America”—is the nation’s largest and oldest multi-industry trade association. The
NAM represents 14,000 members (including 10,000 small and mid-sized companies)
and 350 member associations serving manufacturers and employees in every indus-
trial sector and all 50 states. As many of our members are current or frequent par-
ticipants in mergers and acquisitions (M&As), we have a vested interest in this
issue and have, in fact, testified before the Financial Accounting Standards Board
(FASB) and the Senate Banking Committee in February and March of this year, re-
spectively.

While the NAM fully supports the independence of the FASB and strongly be-
lieves that setting of accounting standards should be left to the private sector, we
are also very concerned about some of the changes the FASB has suggested in its
proposal on Business Combinations and Intangible Assets. Most notably, the FASB
has proposed to eliminate the pooling-of-interests method of accounting and to halve
the maximum amortization period for goodwill (currently 40 years, would be 20
years under the proposal). The NAM opposes both of these changes for the reasons
set forth in our enclosed statement for the record.

Our primary purpose for writing to you today is to clarify the scope of those who
would be harmed by these proposals, should the project move forward unmodified.
In much of what has been written and said about this issue, it has been character-
ized as a “high tech” issue. (The NAM insists that modern manufacturing and “high
tech” are increasingly synonymous but, for the sake of this discussion, will accept
the distinction.) And the FASB has correctly asserted that accounting rules should
be equally applicable to all sectors of the economy and not favor one sector over an-
other. However, while it is certainly true that much of the incredible growth of the
high tech sector has been achieved through mergers relying on pooling, pooling has
also played, and continues to play, a very significant role for more traditional manu-
facturers. It is important to note that the NAM’s very active involvement in this
issue is not due solely—or even most significantly—to the interests of our many
high tech members. We are consistently hearing, primarily from more traditional
manufacturers, that this merger or that merger would not have occurred had it not
been for the applicability of pooling. This is not to say that all mergers are inher-
ently good, but that is up to the market to decide—not the FASB.

The FASB has made it quite clear that it is not its mission to take into account
economic consequences when promulgating new accounting standards. But there is
no “abuse” being addressed in this case that would require drastic or expedited ac-
tion, and the potential risks far outweigh the potential benefits. Consequently, we
are heartened that this subcommittee has seen fit to fill the gap by considering the
potential economic consequences of the FASB’s Business Combinations and Intan-
gible Assets proposal. Please feel free to call me or the NAM’s director of corporate
finance and tax, Kimberly Pinter (202-637-3071) if you have further questions.

Sincerely,
MIicCHAEL E. BAROODY, Senior Vice President
Policy, Communications and Public Affairs,
National Association of Manufacturers

Enclosure
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PREPARED STATEMENT OF KIMBERLY J. PINTER, DIRECTOR, CORPORATE FINANCE AND
TAX, NATIONAL ASSOCIATION OF MANUFACTURERS ON BEHALF OF THE NATIONAL
ASSOCIATION OF MANUFACTURERS

I. INTRODUCTION

The National Association of Manufacturers (NAM) appreciates this opportunity to
present its views on the Financial Accounting Standards Board’s (FASB) Business
Combinations and Intangible Assets proposal. The NAM is the nation’s largest and
oldest multi-industry trade association, representing 14,000 members in every in-
dustrial sector and in all 50 states. A significant number of our members are fre-
quent or current participants in merger and acquisition (M&A) activity and have a
vested interest in the outcome of this project.

II. POOLING

The centerpiece of this project is the proposed disallowance of the pooling-of-inter-
ests method of accounting. The NAM finds this proposal objectionable based on a
number of different factors.

First of all, the NAM disagrees with the FASB’s underlying premise that all busi-
ness combinations are substantively the same. My personal observation as a non-
accountant is that it seems very odd that the term “M&A” would be standard jargon
if “M’s” and “A’s” were really exactly the same thing.

Substantively, a transaction in which a shareholder remains a shareholder fun-
damentally differs from one in which the shareholder cashes out. The pooling meth-
od respects this continuity. The criteria for using the pooling method are already
quite strict and reflect the primary factors of such continuity. The FASB contends
that by eliminating pooling they will be aiding comparability of financial state-
ments—making like things look alike. It is the NAM’s position that not all trans-
actions are alike, and that while like things should look alike, dissimilar things
should look different.

Additionally, there are substantive problems with the purchase method that
should be addressed, particularly before the elimination of pooling, should its elimi-
nation ultimately be determined to be an appropriate goal. These problems center
around the valuation of intangibles.

The NAM’s first concern in this area is the proposed halving of the maximum al-
lowable period over which to amortize goodwill charges. The FASB has taken the
position that goodwill is a diminishing asset. The NAM disagrees with this premise.
In the case of a successful merger, goodwill should actually increase. Goodwill re-
sults because the value of a company is greater than the sum of its parts. Following
from that, every merger participant is hopeful that a successful merger will yield
more than the sum of its parts.

Furthermore, even if we were to accept the idea of goodwill as a wasting asset,
it has been conceded that goodwill cannot be reliably measured nor its actual useful
life determined. Therefore, the arbitrary limit of 40 years was set some time ago.
Companies and markets have acclimated to this standard. Now, with no more accu-
rate or useful way to account for goodwill, the FASB is proposing to replace one ar-
bitrary limit with another—in a way that would significantly and adversely affect
our members’ financial statements.

The problems inherent in the valuation of goodwill are not unique to goodwill.
Technological advance has fueled a whole host of new intangibles, many of which
are equally difficult to characterize and value. They are, if you will, a by-product
of the “new economy.” But let me explain for a moment what I mean by the “new
economy.” It is not a place or a specific industry segment. It is a pervasive concept
affecting all industries to varying degrees. The NAM has done several reports, in
fact, on “Technology on the Factory Floor.” Traditional manufacturers are huge con-
sumers and producers of technology, whether it’s to improve methods of cutting steel
using laser-like streams of super-cooled chemicals; to locate oil, gas, or other natural
resources; to automate an assembly line; or even to provide all of their employees
with home computers. Such a dramatic evolution in the way our companies do busi-
ness seems to warrant at least an examination of whether traditional accounting
principles are still accurate and appropriate.

I have personally discussed the proposed elimination of pooling with many of our
member companies, and I have been truly surprised by the number of times I have
heard that this merger or that merger would not have happened had it not been
for the applicability of pooling. And I have heard these comments across the board
from all kinds of manufacturers. Even those that don’t use pooling are very con-
cerned about its possible unavailability for future transactions.
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Manufacturing is the largest contributor to economic growth, and the recent surge
in M&A activity has coincided with a surge in productivity growth. By mentioning
these facts, I don’t mean to suggest that pooling should be retained because it some-
how “encourages” business combinations; rather, it appears that the existence of
only the purchase method to account for a diverse array of transactions would dis-
courage such activity—and that result could well have a negative effect on the econ-
omy.

III. PROCESS

Finally, the NAM is concerned that the FASB is not hearing from all parties who
may be critical of the project. Too often we have found that companies are very re-
luctant to too visibly criticize the merits of a FASB proposal due to concern that
such activity might invite increased SEC scrutiny. Regardless of whether such con-
cerns are founded, as they say, perception is reality, and it does have a chilling ef-
fect on full participation in the process. That said, the NAM appreciates the FASB’s
extensive efforts to thoroughly evaluate these issues with significant outside input
and participation, and we do fully support the FASB’s independence and private-
sector setting of accounting standards.

AMERICAN BUSINESS CONFERENCE
May 3, 2000
The Honorable MiCHAEL G. OXLEY
United States House of Representatives
Washington, DC 20510

DEAR CONGRESSMAN OXLEY: I write in regard to the upcoming hearings in the
Subcommittee on Finance and Hazardous Materials on the efforts of the Financial
Accounting Standards Board (FASB) to change substantially accounting rules for
business combinations.

The American Business Conference (ABC), a coalition of CEOs of fast-growing,
midsize companies, is very concerned about FASB’s proposal. We hope that the Sub-
committee’s hearing will illuminate the many important issues put into play by the
FASB initiative—issues we regard as far from settled. As background, I have en-
closed with this letter a memorandum I wrote on FASB’s business combinations
project. I hope it may prove of use to you and your colleagues.

In the view of ABC members, the single greatest service your hearing can perform
is to underscore the comprehensive nature of FASB’s business combinations project.
The project is not, as some have suggested, merely an effort to eliminate pooling-
of-interests with a few extra details thrown in. FASB’s project seeks to change all
business combinations—accounting—the pooling-of-interests method, used in about
5 percent of merger and acquisition deals, and the purchase method, used in the
vast majority of merger and acquisition transactions.

Because the FASB business combinations project is a comprehensive agenda for
change, it carries critical implications for every business enterprise in the country,
regardless of industry and regardless of which method of accounting—pooling or
purchase—they have used in the past or may plan to employ in the future. Interest
in and concern about various aspects of FASB’s proposal accordingly can be found
in all segments of the American business community, among accounting firms, and
among investors.

This is the essential point for understanding the controversy swirling around
FASB’s project. The fact is, as a reading of comment letters to the FASB dem-
onstrates, there is no meaningful consensus in the private sector in support of the
business combinations project.

For example, defenders of FASB’s plan to abolish pooling-of-interests accounting
point to the Association for Investment Management and Research (AIMR), for sup-
port of their position. And it is certainly true that AIMR, the leading association
of investment professionals, on balance advocates the elimination of pooling. How-
ever, the AIMR “disagrees strongly” with another crucial aspect of FASB’s proposal,
namely the display under the purchase method of goodwill amortization charges net
of tax and after operating earnings.! (The enclosed memorandum discusses the lat-
ter issue in greater detail.)

A review of the positions of the major accounting firms also displays misgivings
about the FASB proposal. PricewaterhouseCoopers, as an instance, disagrees with

1Letter of the Association for Investment Management and Research, to Mr. Timothy Lucas,
Director of Research and Technical Activities, Financial Accounting Standards Board, December
7, 1999 (Letter of Comment No.: 56A).
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FASB’s position regarding the elimination of pooling and with some of the Board’s
proposed changes to purchase accounting, including the display of goodwill amorti-
zation. For its part, KPMG does not support the total elimination of pooling or the
separate treatment of goodwill amortization from other intangible assets under pur-
chase accounting.2

The comment letters to the FASB from corporations constitute a litany of dissent.
Thus Ford Motor Company, although it does not use the pooling-of-interests method,
is nonetheless “not in favor of its elimination.” As for FASB’s proposed reform of
purchase accounting, Ford does not agree with the Board on goodwill recoverability,
disclosure requirements for acquisitions, the new twenty-year period for goodwill
amortization, or the separate line-item disclosure of goodwill amortization. Ford’s
dissent is more or less typical of the response of other corporations, big and small,
“old” economy and “new” economy.3

Although the Board’s rulemaking process. is not complete, FASB members thus
far have shown little inclination to rethink their proposal. In spite of the consider-
able criticism that the Exposure Draft has attracted, the Board seems determined
to move forward on the elimination of pooling accounting and the alteration of pur-
chase accounting. Undoubtedly the Board will have to “tweak” aspects of its pro-
posal, but it seems unlikely that those marginal changes will speak to the broader
objections of the private sector.

If I am correct about the Board’s attitude, the result will be unfortunate. It will
be unfortunate first because FASB will force on the business, accounting, and in-
vestment communities a “reform” of business combinations accounting that I believe
is deeply flawed and that will almost surely have to be revisited, sooner rather than
later.

It will be unfortunate, too, because a decision by the Board to press ahead with
a rule that has met with so much resistance during the comment period threatens
the Board’s long-term capacity to exert leadership on a host of other cutting-edge
accounting issues. The Board very well may have its way in this matter, but at
what price? ABC strongly supports the FASB and respects the Board’s independ-
ence. We believe, however, that FASB’s ability to maintain that independence is di-
rectly proportionate to its constituents’ faith in the Board’s capacity to respond to
constructive criticism. Fairly or not, many of our colleagues in the business commu-
nity harbor serious doubts on this point.

We at ABC believe that a responsible, intellectually tenable compromise is pos-
sible in regard to business combinations accounting. We also believe the FASB proc-
ess itself is sufficiently flexible to allow for that compromise to happen, provided
that all the interested parties are willing to take the time to do the job correctly. 1
do not pretend to know the exact lineaments of a workable compromise but I sus-
pect it would, as a first step, entail a satisfactory, mutually agreeable recasting of
purchase accounting, particularly as it pertains to intangible assets including good-
will.

In closing, let me state a view that I suspect you share: Congress ideally ought
not to have a legislative role in the setting of accounting standards. What Congress
can do, and indeed, what I hope it will do through the Finance. Subcommittee’s
hearing, is to exert its traditional oversight function in such a way as to inform citi-
zens of the issues at stake while encouraging intelligent compromise within the pri-
vate standard-setting process. To that end, ABC stands ready to assist you and your
colleagues on the Subcommittee.

Sincerely,
BARRY K. ROGSTAD
President

cc: The Honorable Edolphus Towns

2 Letter of PricewaterhouseCoopers LLP to Mr. Timothy Lucas, Director of Research and Tech-
nical Activities, Financial Accounting Standards Board, December 7, 1999, (Letter of Comment
No: 1A) and Letter of KPMG to Timothy Lucas, December 7, 1999, (Letter of Comment No: 35A).
Most of the other accounting firms submitting comment letters to FASB cite similar problems
in the exposure draft. These misgivings are mirrored in letters from leading investment banks,
commercial banks, and money management firms.

3 Letter of Ford Motor Company to Timothy Lucas, Director of Research and Technical Activi-
ties, Financial Accounting Standards Board, December 3, 1999 (Letter of Comment No.: 92).
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f arlicr this year, an independent ization of acc made a decision that
could have far-reaching consequences for the Amcrican cconomy — particularly
for fast-growing companies driving our growing knowl based economy.

in April, the Financial Accaunting Standards Board, known by its acronym

FASB, ditsi i change the ing method used in many
U.S. mergers and acquisitions. Though well-intentioned. this major shift in the
basic accounting rufes used by businesses would eliminate a firmly established
mode of accounting used by countless ULS. firms of all sizes that have made a strate-
gic decision 1o join together, Many business combinations would suddenly face

a pewand higher hurdle. The accounting method itself would prove an obstacle to

a merger that both parties are cager t consummate. As a result, the wave of consoli-
dations that has enhanced producivity, encouraged | tion, and
dynamism in the U.S economy may notably decline.

Iared

The fact is, what might appear to be an arcane accounting matter could prove 10
be a public-policy decision of serious and far-reaching economic consequences.

This White Paper attempts to give some contest to the proposed change in
accounting principles. In doing so, it will address critical questions surrounding
thisp d change in accounting rules, including;

P

= Will the FASB decision harmonize U.S. accounting standards or will it reverse
long-standing rules that are well-suited to compl the unique g of
the ULS. cconomy?

» Will the FASB decision create a fevel playing field for all US. compardes
or will it prove disadvantageous te the businesses that fornt the core of our
knowledge econamy?

> Will the FASB decision enhance the opportunities for promising companies to
realize value through a sale, or does it indirecily discourage potential buyers from
seeking mergers with companies whose grearest value is in their human capital?

> Will the FASB decision create a clear, global standard in accounting rules
{a laudable goal} or will it put 1.8, Sems ar a disadvantage compared to their
interpational competitors?

Asthe answers to thess questions will dernonstrate, the FASE decision needs careful
scrutiny and reconsideration before the ruling becomes final at the end of next year.
The UL.S. economy is driven by many different types of enterprises. In our view, it
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would be a serious mistake to force all of these companies to subscribe to a single
accounting treatment for their mergers and acquisitions. The option of using either

pooling or purchase accounting should be preserved.

Although little-known outside the financial world, FASB is the officially recognized
private sector body that determines the rules for all financial accounting and report-
ing, including the preparation of financial statements. Every public company
regulated by the Securities and Exchange Commission is affected by FASB rulings.

On April 21, 1999, FASB announced that it would eliminate “pooling-of-
interests” as a method of accounting for business combinations and require all
merger transactions to emplay the “purchase method.” The effective date of the
new rule is expected to be late next year when the Board is scheduled to issue its
final rule. FASB's stated purpose is to bring the U.S. into closer alignment with
practices atound the world and, more specifically, to end the use of two different
accounting methods.

At first glance, these seem like noble goals. But the impact of the change that
FASB now advocates is considerable. Eliminating the option of using pooling-of-
interests accounting altogether and in all cir will have a profound effect

on companies involved in merger transactions, especially when one looks at the
effect different accounting methods have on publicly released financial statements.

When a company is involved in a merger, it goes without saying that it wants

its financial statements to be accurate and informative. But the precise method by
which a company is able to present accurate and informative financial statements
has been in dispute for some time in the U.S., where both the pooling and purchase
methods have long been recognized. Although this has largely been a debate among
accountants, the question takes on particular importance when it comes to assessing
the value of intangible assets such as a company's reputation, its intellectual assets,
customer base, or brand name. An acquiring company typically is willing to pay a
premium for those intangible assets, and in financial accounting, that premium is
referred to as “goodwill.” The treatment of goodwill is critical in assessing the value
of companies following a merger.

In truth, the concept of goodwill is a product of the limitations of modern account-
ing. No accounting system has been invented that can accurately measure the precise
value of human and intellectual capital. Yet in many businesses, human and intellec-
tual capital are the most important elements in assessing a company’s true worth.
This is the heart of the current dispute over accounting methods.
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I 1998, 55% of the dollar
volume of U.S. mergers
employed the pooling method.
Many of these mergers — and
the ¢fficiencies they produce —
would not have occurred had
companies been forced to
comply with the new account-
ing standard now being
contermplated.

4
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1 Pooling-of-i accounting the existing assets, lisbilities and net
worth of two companies, treating their financial histeries as if they had always been

one company. The sharcholders of each company are viewed as merely combining

their interests, rather than having one company “purchase” another. Under this

method of accounting, the new combined company is treated as a continuation of

its predecessors since sharchalders of both companies have united their interests.

The premium paid for the intangible goods — the goodwill - is never recorded

berause pooling simply brings rogether the existing assets and lizhilities of two

companies. Goodwill, therefore, does not need to be amortized over any perfod of

time in this type of accounting.

Under the purchase method, on the other hand, one company is dlearly acquiring
the ather. The acquiring company rust recognize the value of the goodwill (the
new intangible assets it has purchased) and write off or amortize this asset over

2 prelonged peried. Under existing rules, the amortization can be as loag as 40 years.
This method implies that the asset of goodwill erodes or depletes over time. In suc-
cessfal acquisitions, of course, the asset and equity base grows stronger, not weaker
aver time. Nevertheless, the current purchase accounting rules requirc the goodwill
«<ost 1o be amortized, decreasing the amount of earnings a company reports each
year, For large, multi-national companies with great resources, this diminution

of their earnings can be significant, but their income statements can often absorb

the earnings shock created by purchase accounting and the associazed amortization
of guodwill. But, in cortain businesses that have a high leve] of intangible assets, such
as financial services, technology, and pharrnaceuticals, the decline in earnings caused
by a switch to purchase accounting will not be ignored in the marketplace.

For new and smell companics in these sectors, the hurdle of purchase accounting is
even higher. These growing companies will find that the requirement to amortize
goodwill can greatly distort the long-term cost of a strategic consolidation, making it
a less appealing oprion to potential partners. It could even cause the acquiring com-
pany to report-aperating tosses due to the goodwill amortization.

Although the purchase method of accounting has a longer history, the pooling
method is hardly a new idea. Pooling of interests has been formally recognized in
the U.S. since the mid-1g40s. Its use expanded considerably through the 19505 and
1g60s whea it was also adopted in Britain and Europe. Despite its growing use,
pooling of interests is not used indiscriminately. In the U.S,, every merger must
meet certain criteria to qualify w use the pooling method, and the SEC strictly

its use and is frequently calied upon by the companies themselves whe
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| want to “pre-qualify” for pooling-of-i g, G {ly, only mergers
that rely on equity shares rather than cash, assets, or debt can use the podling
method. All other mergers must comply with the purchase method of accounting.

ac

S 5

To most

the New Economy

Mergers and

the U.S. Economy

Mergers and acquisitions are a vital
part of the American economy. They
are a key component in the drive for
efficiency, innovation, and creative
pastnerships that chaxactcrmc the
New E y. The ion of

leaders, th

pooling and p
ives within the
Butmore recently, the treatment of intangible assets in corporate mergers ~ the
iples — has
critical business issue. Today, the American economy is increasingly driven by com-
panies whose primary asset is human capital, not physical capital, What recognition
human and intellectual capital should receive in financial accounting is the heart of
the current controversy.

account-
Jiffe -

ing merely represent two persp g p

core difference between these two sets of dasa

A di e Dep

g to the C: three knowledge-i ive ind —
financial services, information technology, and pharmaccuncals— accounted for

nearly 30 percent of America’s GDP in 1998. In 1997, information technology atone
was responsxblc far 28,3 percent of real economic growth in the U.S. For businesses

in tech icals, i | services, and other research-and

deregulation, expanding global mar-
kets, technolagy, and lower trading
barriers has increasingly made con-
solidation a necessary competitive
strategy. As Table 1 shows, the num-
ber and value of mergers is far
greater in the ULS, than elsewhere.

gY: §
driven mdusm:s, the pooling method has become an integral —

onemlghtsay, disp ic land:

- part of the pe.
Companies in industries like these, whose value is derived largely from mtangible
assets, are most likely to suffer under the new FASB guidelines. In these idea-driven
businesses, the greatest value is not in physical plant and equipment, but in research
capability, trademarks, paterus, and other knowledge-based assets, In fact, the most
vatuable assets in these companies — the knowledge of the employees or the brand
e i§ B0t d for on 2 balance sheet at all.

Table 1: Movgars and Acquisitions in 1998

Number Totai Vatue
of Margers
us. 11400 81.621itlion
Europe 5,485 $510 biltion
Rsia zom $50 biion
Sensrce: Mergernar.com; Securitiosdata com

5

Because these i ible assets are so ily valuable relative to the overall
Y

enterprise, goodwill often accounts for a very large amount of the market value in
any merger transaction involving these companies. If acq
forced to comply with the purchase method and amortize the cost 9( this premium
over many years, their future reported earnings would diminish considerably. In
some cases, they would be forced to report negative earnings, even as the company
grows and thrives. Even though such pessimistic sarning satements may be ignored
by financial analysts ~— who will recognize strong operating results despite lacklus-
ter reported “earnings” — a company forced to use the purchase method of
accounting could find itself suddenly perceived to be less powerful and have trouble

were
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attracting investment capital. This result is not a function of the economics of the

| merger, but purely the effect of using one metbod of accounting rules aver another.

Puschase accounting would distort the earnings power of the combined company
and mislead the individual investor.

To undh d the impact of eliminating the option of pooling, consider two recent
high-profile mergers, both of which were qualified o use the pooling-of-interests
accounting method: AOL and Netscape, and Travelers and Citicorp. Because these

acquisitions ate still new, the amount of data about post-merger earnings is limited.
B

Nevertheless, they are ic of recent bi in which a great deal of

the purchase price is d ined by i ible assets: knowledge, reputation, exper-

tise, brand name, and so on.

To see how each of these mergers might have fared had the companies been forced
o use the purchase method, imagine that the consolidations had occurred three
years earlier, and we applied the amortization of goodwill of the recent mergers to
the last three years of earnings reports. In each case the charts below rely purely an
publicly available information and very broad assumptions. They are not in any way
an attempt to provide a comprehensive analysis of these mergers, but rather are
illustrations of the impact goodwill might have on earnings.

"T'he second and third columns of Table 2 (below) show the purchase price and the
equity of the acquired company. The fourth column assumes, for the purpose of this
illustration, that the goodwill premium is 70% of the difference between the price and
the equity. {In practice, the computation of goodwill is far more complex ) In the fifth
column, goodwill has been arbitrarily amortized over ten years. This is a conservative
estirate and in practics goodwill may be amortized over 2 much longer period of
time. (FASB is in the midst of issuing new rules on the permissible goodwill amortiza-
tion period.)

As is clear from this chart, these are mergers in which goodwill plays a significant
role, The assumed goodwill is more than 35% of the Citibank/Travelers deal and
almost 70% of the AOL/Netscape consolidation.
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Table 2: Estimated Amortization Costs for Recent Mergers

(in miltions)

Merger Estimated Target's Equity Per Closing ~ Estimated  Annual Amortization®

Purchase Price  Balance Sheet Goodwill  (Dver 10 Years)
AOUNetscaps 10,000 3 6,880 688
Citicorp/Travelers 35,000 ) 17,789 12,760 1276
* New rules 10 be issued by FASB are expected 10 eszablish 20-year peviod for goodwill.

With these rough estimates, we can now compare the impact of pooling accounting
(in which goodwill is not recorded on the balance sheet) to the purchase method (in
which the goodwill must be amortized over time). As mentioned above, Table 3 is
based on the imaginary premise that these mergers were consummated three years
ago. Using publicly available information about the companies’ actual earnings, the
chart shows how the new combinations would have performed under both a pooling

and purchase scenario.

Table 3: Pooling vs. Purchase: Hypothetical Earnings of a Combined Company®

Merger/Year Combined Eamings Goodwill Netlacome/(Loss)
(Pooling Methoed) Amortization {Purchase Mathod)

AOL/Notscape

199 k- =] e

1997 {485) 688 (1173}

1938 n 688 (759)

Citicorp/Travelers

1996 6739 1276 5483

1997 6,705 1276 5429

1338 5,807 1276 4,53

* This iliustravion does not consider the tax sbil goodwill, which varie ing to jurisdiction.

As the figures above illustrate, goodwill amortization depresses reported net
income. By doing so, it bnavoidably creates a new abstacle for companies that

want to join together. And while clearly the impact is felt by both large and small
companies, it is obvious that growing companies whose purchase price is heavily
based on goodwill will feel the sting of purchase accounting even more strongly.
Had AOL and Netscape been forced to rely on the purchase method rather than
pooling methad, their 1998 loss (in the rough estimation provided here) would have
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increased more than ten-fold. Even a financial institution as large as the new
Citigroup would have great difficulty accepting  nearly $1.3 billion decrease
in earnings due solely 1o a new requirement that it use purchase accounting in
its transactions. The effect of the FASB decision, in other words, could be to
make the accounting method itself a considerable obstacle to a strategically
sound combination.

¥

g
Start-Up Businesses

The FASB decision is
unwelcome news for
smaller companies with few
physical assets but g great

capacity for innovation,

Thisis k news for smaller companies with few physicaf assets but a great
capacity for innovation. They bear the greatest burden under the purchase method
because, as illustrated above, the high cost of amortizing goodwill drags down the
earnings of any acquiring company. But 2 penalty is also paid by companies seeking
to be acquired. Because the purchase method depresses earnings, companies with a
high goodwill premiuim built into their price would suddenly become less attractive
o potential buyers. From the perspective of real economics, the accounting treat-
ment does not change the fundamentals of the deal. From the criticat perspective of
market perception, however, these changes can leave a strong negative impression in
the marketplace. Making cfficient smergers with typical “new economy” companies
becomes all the more difficulr.

It is not an overstatement to suggest that by indirectly discouraging mergers of
knowledge-based companies, the new FASB rules might have a chilling effect on
the flow of venture capital to promising rew sectors, As Professor Richard Pumilio
of the University of San Francisco pointed out in a letrer to FASB opposing the
revocation of the pocling method, venture firmns have basically two strategies for
recouping their investments: a sale or merger of the firm or an initial public offering,
Limiting the availability of the first strategy would decrease the liquidity of venture-
backed firms ~— a move that would, in Professor Puntillo’s words, “jeopardize ...
the high investment returns necessary to attract institutional investors’ capital —

the principal source of investment capital fueling America’s venture capital industry.”

The FASE decision, should it become effective, would also create a new. two-tier
playing field in American business. Thoss companies that were fortunate snough
to have completed their mergers while pooling-of-interests accounting was still

an option could continu to rely on that method. They would have an advantage
that could not be enjoyed by future companies wishing to pursue a similar acquisi-
tion or sale.

More broadly, the FASB ruling ignares the overall importance of mergers to the
U.8. economy. In must cases, mergers have helped imprave research capacity, lower
overall costs, increase geographic reach and reduce prices for customers. While it is



FASB's “Solution”
Still Fails to Harmonize
‘World Standards

The Incalcuiable Value of Knowi-
edge: The new FASB rule would
diminish the value of the greatest

asset held by firms operating in the

new Rnowledge economy — assets
based on imtellectual capital,

not physical capital. Consider:

the market value of Microsoft is
approximately §380 billion ——
almost as much as the combined
GDPs of Sweden, Finland, and

Norway, even though the company

only employs 27,000 people.

Changing the Rules in
the Middle of the Game
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certainty true that many mergers fail to meet expectations, it is impossible 1o

deny that mergers have been instrumental in maintaining a vigorous market for
corporate control that has kept managers focused on protecting and enhancing
shareholder value. And inan era increasingly reliant on intellectual assets, mergers
have been not only an important strategy for rapid growth, but also a tactic for
acquiring talented employees and arraying them in a single enterprise.

Part of the rationale that FASB gives for its intention to change the accounting
principles used in U.S. mergers and is that Amer dards must
be harmonized with the rest of the world. In theory, that makes sense. However,
the changes that FASB proposes would still fall shert of creating 2 uniform
global standard.

In Germany, for example, companies involved in a merger can write off the cost
of goodwill against equity immediately i a share transaction. Under the proposed
FASB rules, American companies would sot have that option and would be forced
o amortize their goodwill cost over a period not to exceed 20 years.

Similarly, in the United Kingdom, companies involved in a merger of equals «

that is, similar companies in businesses of roughly the same size — are permitted to
use the pooling-of-i hods. Additionally, under the purchase method in
the LK., there are cases, though few, in which a company is permitted to treat
goodwill as if it had an indefinite {ife span and, therefore, need never write off the
cost against future earnings. Again, U.S. firms under the pending FASB rules would
be denied this option.

“The problem is that FASB is trying to alter U.S. accounting rules at a time when
the International A« ing Standards C ftree and other non-U.S. jurisdic-
tions have yet to reach a consensus on accounting principles involving all aspects of
husiness consolidations. If the U.S. were to move ahead unilaterally, there will be
many circumstances in which American firms find themselves at a distinct disad-
vantage to their European counterparts merely because of the more restrictive
accounting policies FASB now advocates.

"The U.S. economy prospers through a dynamic process called, in economist
Joseph Schumpeter’s famous phrase, “creative destruction.” New firms are
constantly created; existing firms merge to form more efficient companies;
ineffective firms give way to more innovative competitors, The possibility of
being acquired in a friendly takeover creates opportunities for greater productivity
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I and rewards small firms that put 2 premium on innovation. The threat of being
i 2cquired in a hosiile mkeover keeps
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from growingc and

forces companies to remain competitive,

Creating a new, more difficult test for these business consolidations — as the new
FASB rules would do — would undermine the dynamism of the U.S. economy,
creating a static environment more reminiscent of the stow-growing 1970s than the

rapidly moving 1990s. It would also unfairly reward firms that have already merged

under the current rules and penalize growing companies that had hoped to either

expand or realize value through an acquisition or merger.

The Special Impact on Financial Services
Financial experts have long recognized that the Glass-
Steagall Act of 1533 and subsequent banking regulations
have given America absolete financial service laws that
fimit competition, restrict consumer choice, and hamper
America’s ability to thrive in the globual economy. With
Japan in the midst of its own financial reforms, the US.
will soon be the only industrialized nation that still imposes
arbitrary barriers between commercial banking and invest-
ment banking.

This financial regulatory regime effectively prevents
securities companies from purchasing banks, Asa result,
in recent years, American securities firms have become
prime targets for foreign acquisitions, Bankers Trust
{which had previously purchased Alex Brown, the oldest
U.S. securities firm) was purchased by Deutsche Bank
fast year. Oppenheimer and Company is owned by the
Canadian Imperial Bank of Commerce. Dillon Reed,

the reputed Wall Street securities firm, was purchased by
SBC Warburg, the Swiss investment house.

After twenty years of failed anemprs, the US, Congress
now seems poised to modernize financial service regula-
tions. Over the past year, broad, bipartisan support has
emerged for reform legislation that would end the Glass-

Steagall restrictions and allow U.S. securities hrms to
merge and compete on an equal basis with both U.S.
and non-U.S$, banks.

This reform is desperately needed. Atatime when the rest
of the world’s banks and financial service institutions have
gone through a period of consolidation and efficiency, the
U.S. still has approximately 8,000 banks. The passage of
financial service reform legislation would trigger  process
that would allow the U.S. financial industry to mature and
that are

create of through busine

long overdue.

Yet a sudden prohibition against the pooling method of
accounting might derail this consolidation process —
effectively replacing the old regulatory hurdie with a new
accounting hurdle. Securities firms and other financial
service institutions that typically qualify for pooling

of interests would, under the new rule, have no choice but
te caleulate mergers under the purchase method. Goodwill
from a purchase transaction has a severe negative impact
ona US. bank’s capital. Small and midsize institutions
seeking to consolidate would clearly be disadvantaged
relative to their larger brethren — who frequently are
non-U.S. institutions.
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Rcﬁning a System E Byanyc ional the American today is healthy, robust, and
that Works !

dynamic. Duringa time of extraordinary i ition — driven by globaliza-
tion, deregulation, and unprecedented scientific and technical innovation —- mergers
have been one route American firms have chosen to adapt to changing economic con-
ditions and meet chall from Eurcpean and Asian peti Inthck d
economy especially, most mergers reflect the need to constantly seek new sources of
efficiency and synergy — a competitive necessity and a sound course for realizing
shareholder value.

Indeed, it has been the very success of American business over the last few years —
and especially the service and technology industries ~ that makes the FASB decision
so puzzling. Although last year the number of mergers using the pooling method
stightly exceeded the number relying on purchase accounting, that statistic in ftself’
suggests nothing fundamentally ur sound about the merger market, Nor does the
fact that other countries rely largely on the purchase accounting method have much
meaning. The pooling method of accounting simply reflects the needs of a diverse
US. economy that has relied on business combinations for efficiency, productivity
and creativity.

Inc , the pooliftg methed of accounting has been an integral part of Ameri-

Tl;epraposed accounting rules | canfinance for over 25 years. A sudden decision to prohibit alf uses of pooling in all
wonld inevitably have a signifi iripact on business tidath

That should not be the purpose of accounting rules. The carrent system neither pro-

the dynam ism Gf the | motes nor discourages a specific type of merger. Under the careful scrutiny of (hc SEC,

would undermine

ble choice of

our system today gives public companies a fair and g

methods that differentiate between mergers {pooling) and acquisitions (purchase}.
In an economy as diverse as ours, and in a world in which the very natre of

U.S. economy.

“business assets” is changing so dramatically, that choice still makes good sense.

America’s Powerhouse Knowledge Economy
> Information technelogy represented 8.2% of the U.S. economy in 1998 up from 6.1% in 19g0 and 18.5% of
the S&P 500° Index.
> The information technology industry employs over 7 million people in the U.S.
> In 1997, information technology contributed to 28.3% of Real Economic Growth.
> The financial service industry accounts for approximately 1% of GDP.
> Service indastries accounted for 55% of GDP in 1998 and 80.3% of total employment. R
> The service industries created 100% of increased employment in the past decade as goods employment actually fell.

Source: D ommerce S5 SO0 it a regis M HHIE Inc.



147

%Memﬂ Lynch

Merrill Lynch & Co., Inc.
‘World Financial Center
Nerth Tower

New York, NY 10281-1331

The Merrill Lynch Forum is a “virtual” think tank
designed to explore issues of critical importance in
technolegy, economics and geopolitics affecting our
clients, shareholders, colleagues and society at large.

By tapping into the thoughts of leading experts inside
and outs:de our company, the Forum addresses.these
issues in periodic white papers, roundtable discussions,

interviews and other collaborative efforts.

To request copies of The Mexrill Lynch Foruns
publications: E-mail MLForumRequests@ml.com
or visit our site on the World Wide Web at
werw.anl.com/womlforam

To send comments or questions to The Meerill Lynch
Forum: E-mail MLForumComments@ml.com or
call 1-888-33FOROM,



		Superintendent of Documents
	2023-02-14T17:47:28-0500
	Government Publishing Office, Washington, DC 20401
	Government Publishing Office
	Government Publishing Office attests that this document has not been altered since it was disseminated by Government Publishing Office




