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Abstract

This article discusses the Financial Accounting Standards Board (FASB) Accounting
Standards Codification (ASC) Topic 805, as promulgated by the 2019 Accounting Standards
Update (ASU) concerning Business Combinations. It focuses on revenue from contracts with
customers. Several concerns regarding how and when to recognize an assumed liability after
a business combination were raised by users and preparers of financial statements. Concerns
emerged from the differing views on how a liability (that is, performance obligation) is
defined within the FASB ASC Topic 606 regarding revenue from contracts with customers.
Determining how and if a contract liability is recognized in a business combination from a
revenue contract were the major concerns. This article reviews a brief history of business
combinations and contracts with customers. It explores the issue from various accounting
perspectives (such as financial and managerial accounting, tax accounting, governmental
accounting issues, ethical implications, and international accounting). Potential questions for
future research regarding this topic are presented. The 16 Comment Letters sent to the FASB
are discussed. The results of a survey administered as part of this research are presented.

Keywords: Business combinations, Revenue recognition, Customer contracts, Financial
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1. Introduction

This article is based on the Accounting Standards Update (ASU) from the Financial
Accounting Standards Board (FASB) on Topic 805 (Business Combinations), issued on
February 14, 2019. Comments on the topic were due to the FASB by April 30, 2019. They are
analyzed and discussed. The ASU addressed revenue from contracts with customers and
recognized an assumed liability. An analysis and overview of the ASU are presented,
including the results of a survey. The Proposed ASU (FASB, 2019 February 14) states:

“The FASB has recently issued an update to address revenue from contracts with
customers and recognized the assumed liability with a business combination within
the scope of Topic 606. The core principle of the guidance in Topic 606 is that an
entity should recognize revenue to depict the transfer of promised goods or services
to customers in an amount that reflects the consideration to which the entity expects
to be entitled in exchange for those goods or services.”

Comments concerning the proposed accounting standards update were not due until April 30,
2019. The FASB summarized the 16 Comment Letters on June 2019; key components of the
summary are presented in this article. There were concerns about how to apply Topic 805 to a
contract with a customer acquired in a business combination after the acquiring company has
adopted Topic 606. Within Topic 606 is the concept of performance obligation and if it should
be used to determine whether a contract liability is recognized in a business combination
from a revenue contract.

2. History

The history of business combinations goes back as far as the concept of business goes. The
research reported in this article goes back to a period when the concept of how accounting in
business combinations is more relevant to accounting standards in the 21% century. The
pooling of interests in business combinations has generated debate ever since it was
introduced in 1945. In a pooling of interests for a business combination “the assets and
liabilities of the combined companies are carried forward at their recorded amounts and
retained earnings of the companies were combined” (Rayburn & Powers, 1991). In 2001,
FASB issued the Statement of Financial Accounting Standards (SFAS) No. 141 that
addressed the concern that the method of using the pooling method versus the purchase
method was producing dramatically different accounting results, therefore moving forward
the purchase method was the preferred method to be used (FASB, 2007). The results were
expected to provide a better reflection of the investment being made by the acquirer to
improve the comparability of reported financial information and provide complete financial
information (FASB, 2001). FASB Concept No. 5 (FASB, 2008) states:

“Liabilities that involve obligations to provide goods or services to customers are
generally reported at historical proceeds, which is the amount of cash, or its
equivalent, received when the obligation was incurred and may be adjusted after
acquisition for amortization or other allocations.”

Later in 2010 and 2018, Concept No. 8 was introduced, including its concept of notes on the
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financial statements to supplement or explain information depicted in words and numbers on
the face of financial statements (FASB, 2010 & 2018). Updates are necessary because
stakeholders and the FASB believe there need to be improvements to the standards to address
concerns and answer previously unanswered questions. The 2019 guidance offers to establish
improved principles which affect the nature, amount, timing, and uncertainty of revenue from
contracts with customers. The FASB (2019, February 14) states that the new guidance.
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e Removes inconsistencies and weaknesses in existing revenue requirements
e Provides a more robust framework for addressing revenue issues

o Improves comparability of revenue recognition practices across entities, industries,
jurisdictions, and capital markets

e Provides more useful information to users of financial statements through improved
disclosure requirements

o Simplifies the preparation of financial statements by reducing the number of
requirements to which an organization must refer.

2.1 The New Guidance

The new guidance establishes the core principle in recognizing revenue to depict the transfer
of promised goods or services to customers in an amount that reflects the consideration to
which the entity expects to be entitled in exchange for those goods or services (FASB, 2019).
The core principle states that revenue will be recognized as the amount the company expects
to be paid by the customer in exchange for goods or services. The company needs to apply
five steps to achieve the core principle:

« ldentify or enter a full contract with the customer
« Within the contract, the performance obligations must be identified
e The transaction price must be identified

o The allocation of the transaction price to the performance obligation needs to be
stated in the contract

« Recognize revenue when the terms within the contract are satisfied

Klynveld Peat Marwick Goerdeler (KPMG), describes that an entity needs to apply the
acquisition method for each business combination. The acquisition method requires all of the
following steps:

a. ldentifying the acquirer
b. Determining the acquisition date

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

d. Recognizing and measuring goodwill or a gain from a bargain purchase.
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The new guidance standards are only applicable to public reporting companies. The FASB
(FASB, 2019 February 14) states:

Companies either enter into contracts with customers to transfer goods or services
or enter into contracts for non-financial assets unless those contracts are within the
scope of other standards such as with insurance contracts or lease contracts.

Currently, under Accounting Standards Codification (ASC) 805, there is no specific guidance
as to how or when an organization should recognize or measure liabilities from revenue
contracts with customers within the scope of ASC 606, Revenue from Contracts with
Customers (Grant Thornton, 2019). “Stakeholders have indicated that there are differing
views on whether the new concept of a performance obligation defined in Topic 606 should
be used to determine whether a contract liability is recognized in a business combination
from a revenue contract” (FASB, 2019 February 14). Prior to the adoption of ASC 606, a
liability for deferred revenue or revenue from a contract was recognized in the acquiring
company’s financial statements, but only if it represented a legal obligation as is with a
binding contract. The proposed update to Topic 805 suggests that it would be required for the
acquirer to recognize a liability assumed in a business combination from a contract with a
customer if that liability represents an unsatisfied performance obligation under ASC 606 for
which the acquired company received payment from the customer. What ASC 606 tries to
explain is that there are circumstances in which a customer paid the company (acquiree) in
full but did not receive the goods or services for which the customer has yet to receive the
goods or services. Therefore, the acquirer is liable to provide the goods or services to the
customer. “According to the proposal, an organization should recognize deferred revenue
from acquiring another organization if there is an unsatisfied performance obligation for
which the acquired organization has been paid by the customer” (Tysiac, 2019).

The problem here lies within the contract obligation itself and how it is defined under current
accounting standards. Because there is no guidance offered as to how a company should
report such an occurrence, there needs to be additional guidance offered by the FASB on the
matter. The issue also affects the customer who has paid for a service or product that was
never fulfilled or received. The customer can file litigation with the acquiring company,
demanding the goods or services to be satisfied. However, litigation claims are not capitalized
and are immediately expensed, which reduces operating profits. Obviously, litigation is not
the path most individuals and companies would like to take, especially when there was a
contract in place.

The Public Company Accounting Oversight Board (PCAOB) issued the Security and
Exchange Commission (SEC) Filing Form 19b-4, which includes the proposed rules on
contracts with customers. The docket (PCAOB, 2019) states:

Accounting estimates are pervasive to financial statements, often substantially
affecting a company's financial position and results of operations. Examples of
accounting estimates include certain revenues from contracts with customers,
valuations of financial and non-financial assets, impairments of long-lived assets,
allowances for credit losses, and contingent liabilities.
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The docket proposes that a fair value measurement is considered a form of an accounting
estimate. It shares similar characteristics with other estimates, which includes subjective
assumptions and measurement uncertainty.
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International business combinations standards maintain a similar strategy as business
combinations in the United States. International Accounting Standard (IAS) 10 states that the
parent company that owns the subsidiaries is required to present consolidated financial
statements (1AS Plus, 2019). When there is a business combination, the acquirer is considered
the parent company when it owns a majority of the other company at 51 percent. IAS 10
deals with the events after the reporting period. “Acquisitions by an investment entity of a
subsidiary that is required to be measured at fair value through profit or loss” (IFRS, 2019b).
There are adjusting events and non-adjusting events. Adjusting events provide evidence of
conditions that exist at the end of the reporting period. This situation is because, often, events
are in the process of occurring at the end of the period, which should be considered. However,
they are not considered as of the date of the last day of closing. The non-adjusting events are
simply events that will not require any adjustments after the reporting period. The
adjustments can either be favorable or unfavorable. An example of an adjusting event could
be litigation against the company that existed prior to the end of the reporting period because
the litigation provides evidence of an existing amount of liability prior to the reporting date.
“If an entity declares dividends after the reporting period, the entity shall not recognize those
dividends as a liability at the end of the reporting period. That is a non-adjusting event” (IAS
Plus, 2019).

Ernst and Young (EY) (2019) wrote a publication on how FASB is seeking input on the
measurement of contract liabilities assumed in a business combination. This topic was
introduced in February 2019 with comments on the document itself due by April 30, 2019.
The FASB issued an invitation to comment on topics from stakeholders asking whether any
final guidance should address both the recognition and measurement topics. The FASB was
looking to clarify when contract liabilities should be recognized. Most members agree that
the amount of revenue recognized by an acquirer for two contracts with identical unsatisfied
performance obligations should be the same, regardless of the timing of payments. Thus, the
invitation to comment (ITC) was looking for input on whether the timing of payments related
to an acquired revenue contract should affect the amount the acquirer recognizes after a
business combination. There are situations in which the timing of payments might affect the
amount of revenue an acquirer recognizes according to Revenue Recognition 606. However,
in the situations when the timing of payments should not affect how much revenue is
recognized by the acquirer, whether a type of identifiable asset (and what type) should be
recognized at the acquisition date is considered. “The scenarios focus on revenue recognition
because the total amount of income recognized by the acquirer post-acquisition likely would
not be affected by any guidance provided on the timing of payments” (EY, 2019). The ITC
was looking for input on what types of costs expected to be incurred to fulfill a performance
obligation should be included in the fair value measurement of a contract liability that would
be recognized under the proposal.
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3. Summary of the Comment Letters

While the concept of a performance obligation, as defined in Topic 606, was generally
supported, there were concerns about the measurement and reporting process (FASB, 2019
June 13, p. 4). A concern was raised that “determining the fair value of the obligations may be
complex and lead to diversity in practice (Ibid., p. 5). There were differing opinions as to
whether the change in accounting practice would increase preparer costs along with user
confusion (lbid., p 6). The EITF noted the possibility of issuing “a final Update during the
third quarter of 2019” (Ibid, p. 13). Until then (that is, July, August or September of 2019),
the accounting for the issue, which is the focus of this article, will remain unresolved.

3.1 Managerial Accounting Aspects

In a business combination, the main goal of the acquiring company is not to overpay, and the
goal of the company being acquired is to avoid selling for too little. Negotiation is a big part
of a business combination. Within the negotiations, the acquiring company requires financial
statements from the acquiree to analyze the financial health of the company. Thus, to bring
the valuation of the company to a more accurate figure, businesses use what is known as an
earnout. “Earnouts have several advantages: They allow buyers to pay part of the purchase
price [when] certain goals are met; they allow sellers to receive a higher transaction value
when the business performs to their expectations; and they motivate key employees to stay
involved with the continued operation of the business” (Schaeffer, 2018). Earnouts will allow
the acquirer and the seller to both get the most out of the business combination. An earnout is
like a payment that is contingent upon several set goals. The acquiring company sets the
goals and payment amounts. This way, the company can gauge a better understanding of the
financial health of the company they are acquiring. ASC 805 allows earnouts to be classified
as compensation, liabilities, equity, or assets. “If the performance is insufficient or regulatory
hurdles are not cleared, the seller may have to reimburse the buyer, and the buyer has a
contingent asset rather than a liability” (Schaeffer, 2018). Once the acquirer has complete
control of the acquiree, the company that is acquired loses complete control. This generally
means that the selling company is now dependent on the management of the acquirer who
will determine the performance of the company. “Since the buyer is on the hook for payments
under the earnout, the buyer has the incentive to try to manage the performance of the
acquired business to avoid paying earnout” (Frankel, 2005). If the earnout is big enough, it
can create an incentive for the acquiring company to damage the performance of the acquired
company to avoid paying earnout. Unfortunately, even though there is a risk, a contingent
payment is sometimes the only way two businesses can negotiate a business combination. As
of yet, even after ten years after FASB released what is now known as ASC 805, there is still
no authoritative standard in dealing with the fair value of earnouts. The same can be said on
how contract liability is recognized in a business combination from a revenue contract.

3.2 International Aspects

International Financial Reporting Standards (IFRS) 10 maintains that the parent company that
owns smaller subsidiaries is required to present consolidated financial statements (IFRS,
2019a). When there is a business combination, the company is considered the parent
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company when it owns a majority of the other company at 51 percent. I1AS 10 deals with the
events after the reporting period. IFRS 3 states that “acquisitions by an investment entity of a
subsidiary that is required to be measured at fair value through profit or loss” (IFRS, 2019a).
There are adjusting events and non-adjusting events. Adjusting events are those events that
provide evidence of conditions that exist at the end of the reporting period. This definition is
because there are times when events in the process of happening at the end of the period
should be considered; however, they are not considered as of the date of the last day of
closing. The non-adjusting events are simply events that will not require any adjustments
after the reporting period. These adjustments can either be favorable or unfavorable. An
example of an adjusting event could be litigation against the company that existed prior to the
end of the reporting period. This situation is because the litigation provides evidence of an
existing amount of liability prior to the reporting date. “If an entity declares dividends after
the reporting period, the entity shall not recognize those dividends as a liability at the end of
the reporting period. That is a non-adjusting event” (IAS Plus, 2019). Deloitte (2019) also
points out several key differences in business combinations between IFRS standards and the
generally accepted accounting standards (GAAP) of the United States (U.S.). The areas in
which differences exist are highlighted as follows.

The measurements of non-controlling interest in a business combination,
contingent assets and liabilities, transactions between entities under common
control, pushdown accounting, operating leases, and the definition of a
business (Deloitte, 2019).

One of the most notable differences is in the derecognition of financial assets.

IFRS Standards and U.S. GAAP have different models for the determination of whether a
transferred financial asset qualifies for derecognition. Under U.S. GAAP, an entity applies a
control-based model and derecognizes assets when control is surrendered. Under IFRS
Standards, an entity applies a multistep derecognition model that always considers the risks
and rewards of ownership and may include an assessment of control over a transferred
financial asset (Deloitte, 2019).

3.3 Financial and Auditing Aspects

The PCAOB (2017) published the Staff Audit Practice Alert No. 15, which deals with
auditing revenue from contracts with customers. Within the document, Staff Audit Practice
Alert No.15 discusses fraud risks, revenue recognition, disclosures, internal control over
financial reporting and transition disclosures, and transition adjustments. There is a new
five-step revenue recognition model as well as new disclosures such as qualitative and
guantitative information about revenue recognized from contracts with customers. The new
disclosure requirements at some costs require contractors to obtain or fulfill a full contract
with the customer (PCAOB, 2017). The PCAOB (2019) issued SEC Filing Form 19b-4,
which includes the proposed rules on items like contracts with customers. The docket states
that the accounting estimates are pervasive to financial statements, often substantially
affecting a company's financial position and results of operations. Examples of accounting
estimates include certain revenues from contracts with customers, valuations of financial and
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non-financial assets, impairments of long-lived assets, allowances for credit losses, and
contingent liabilities (PCAOB, 2019). The docket proposes that a fair value measurement is
considered a form of accounting estimate because it shares similar characteristics with other
estimates, which include subjective assumptions and measurement uncertainty.

3.4 Tax Accounting Aspects
The FASB 805-740-10-30-27 (n.d.) states that:

The consolidated amount of current and deferred tax expense for a group that files a
consolidated tax return shall be allocated among the members of the group when those
members issue separate financial statements.

The sum of the amounts allocated to individual members of the group may not equal the
consolidated amount. Under certain conditions, the standards allow for an acquired entity to
retain its historical basis in separately issued financial statements after an acquisition (FASB,
805-740-25-12, n.d.). According to FASB, 805-740-25-13 (n.d.):

If there is a continuation of the historical basis for financial reporting while there is a
concurrent tax basis step-up, any one of the following three methods is acceptable for
allocating the consolidated tax provision:

* Modify the intra-entity tax allocation agreement so that taxes are allocated to the
acquired entity on the pre-acquisition tax basis

«  Credit the tax benefit from the tax basis step-up to the acquired entity's additional paid-in
capital when realized

»  Credit the tax benefit to the income of the acquired entity as a permanent difference
when realized.

3.5 Governmental Issues

The government has no issues with business combinations because there are no business
combinations with the government per se, but there are government combinations. Under the
Government Accounting Standards Board or GASB (2013), Statement No. 69, there is a
mention of government combinations and disposals of government operations. In the
government, just as with a business, there are mergers, acquisitions, and transfers of
operations. There is a difference between a government merger and a government acquisition.
The document defines a government merger to include combinations of legally separate
entities without the exchange of significant consideration (GASB, 2013). The assets and
liabilities in a government merger are taken at their carrying value. The carrying value is the
original cost of the asset; then remove any accumulated depreciation or amortization and also
take away the asset impairments. The statement’s purpose is to provide guidance about
government combinations and disposals of government operations and describes that
disclosures are required on these actions. The reason is to allow users to evaluate the nature
and financial effects of the transactions. Statement No. 69 ‘“also improves the decision
usefulness of financial reporting by requiring that disclosures be made by governments about
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combination arrangements in which they engage and for disposals of government operations”
(GASB, 2013).
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3.6 Potential Ethical Issues

Fraud is everywhere, and considering the consequences in which fraud has in the accounting
world, it can cost investors billions of dollars. There are many ways in which a company can
have fraudulent information in their financial statements, and it is up to the auditor to catch it.
The PCAOB (2016) released AS 2401 in consideration of fraud in a financial statement audit.
Fraud is not often committed at the onset because it would be easier for auditors to catch the
fraudulent activity right away. The companies that attempt to commit any fraudulent activity
know this; thus, the fraudulent activity is committed at the end when all the auditors are busy.
There is a greater chance for the fraud to pass unnoticed by the auditors.

There is always something in a company’s financial statement that is missed. Multiple people
review these documents, and even then, something could be either overlooked or misstated. A
material misstatement is something that is typically difficult to hide. Something that is
material, usually, sticks out like a sore thumb. It may require a more extensive effort to hide it
in plain sight rather than conceal it. By hiding the material misstatement in plain sight, the
company can have the misstatement happen throughout the period such that sufficient
misstatement would convince the auditor(s) that it is acceptable. “Because material
misstatements in financial statements due to fraud can occur throughout the period and may
involve extensive efforts to conceal how it is accomplished, the auditor should consider
whether there also is a need to test journal entries throughout the period under audit”
(PCAOB, 2016).

Enron was one of the most monumental frauds in history, and the main reason for the
Sarbanes-Oxley Act of 2002. Enron was infamous for making deals with different companies,
like Blockbuster Video, which were called off. However, Enron continued to post profits
from the deal. “As of December 31, 2000, Enron assigned a fair value of $125 million to its
Braveheart investment and a profit of $53 million from increasing the investment to its fair
value, even though no sales had been made. Enron recorded additional revenue of $53 million
from the venture in the first quarter of 2001, although Blockbuster did not record any income
from the venture and dissolved the partnership in March 2001 (Haswell & Evans, 2018).
This situation brings up the very public and unethical role that Arthur Andersen played in
shredding the evidence of the fraudulent activities of Enron. “Andersen had issued
unqualified opinions on all of Enron 's annual financial statements through the year 2000 and
provided advice on their complex financial transactions” (Hartgraves, 2004).

Another aspect of accounting for business combinations that may have unethical implication
concerns earnouts. With an earnout, the acquirer pays incentive to the acquiree for
accomplishing a goal, reaching a milestone, or reaching a pre-determined goal set by the
acquirer. Generally, it is the acquirer that set the terms and amount paid. Under ASC 805,
earnouts are classified as compensation, liabilities, equity, or assets. The ethical implications
take effect after the acquirer takes control of the acquiree. Since the earnout is still in effect, it
is a possibility that the parent company may try to avoid more payments under the earnout



- World Journal of Business and Management
A\\Mac.rOtthl,;'k ISSN 2377-4622
Institute 2019, \Vol. 5, No. 2

agreement by deliberately hindering the performance of the acquired company. This
information impacts the research on business combinations and revenue from contracts with
customers potentially because there has been no guidance offered on the topic. There is still
some degree of uncertainty that may provide for a gap in which fraud can be committed.

4. Survey Analysis

The survey is about Topic 805. The survey consisted of questions relevant to recognizing an
assumed liability and revenue from contracts with customers. A total of 11 responses were

gathered for analysis:

Q1 SQ Customize Saveas"¥

When one organization purchases all or part of another organization,
should the acquired obligation to pay liabilities be reported at the
historical or fair market value of the amount owed?

Answered: 11 Skipped: 0

Historical
amount owed ...

Fair market
value of the...

0%  10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

ANSWER CHOICES ¥ RESPONSES ¥

w Historical amount owed -- remaining amount owed without including interest. 4545% 5

~ Fair market value of the amount owed -- remaining amount with any additional interest that might be 5455% 6
owed

TOTAL 1

Figure 1. Question 1

The responses were nearly a 50/50 split with fair market value earning the majority of the
favor. Generally, people may believe that the fair market value may be a stronger choice
because the additional interests are still part of the obligation.
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Q2 s? Customize Save as™

After a business combination, do you feel it is appropriate for the
acquirer to not report the acquired organization's financial
statements to the U.S. Securities and Exchange Commission?

Answered: 1 Skipped: O

0% 10% 20% 30% 40% 50% 60% 70% 80% 20% 100%

ANSWER CHOICES ¥ RESPONSES s
~ Yes 18.18% 2
~ No 81.82% 9
TOTAL m

Figure 2. Question 2

Over 80 percent of the votes are in favor of “no.” The strong opinion of the population from
the surveyed is that a business should not conceal the acquired company’s financial
information. One can understand that it may provide more useful information, such as
whether the acquired company was performing well and was not in a financial crisis prior to
being acquired. By not showing the acquired company’s financial information, the public
cannot know how the new company will benefit the parent company.

11
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Q3 59 Customize Save asv

If the accounting for a business combination is not complete by the
end of the reporting period in which the combination took place, the
acquirer has a period of time to finalize the accounting. How much
time do you feel is appropriate for the acquirer to finalize the
accounting?

Answered: 11 Skipped: 0

Three Months -
Six I‘V‘Innths -

One Year

Three Years

0% 10% 20% 30% 40% 50% 60% 70% 80% 20% 100%

ANSWER CHOICES ~ RESPONSES 4
w Three Months 18.18% 2
~ Six Months 18.18% 2
~ One Year 54.55% 6
w Three Years 9.09% 1
TOTAL mn

Figure 3. Question 3

Three years may be too much time, while three to six months may be considered an
appropriate amount of time. However, one year seems fair for a company to get its
accounting in order and finalize everything. Over 50 percent of the population believe that
one year is a fair amount of time.

12



i World Journal of Business and Management
A\\Mac.rOtthl,;'k ISSN 2377-4622
Institute 2019, Vol. 5, No. 2

Q4 & customize Save as'¥

If the acquirer plans to satisfy the performance obligation (delivers
product or service) of the acquired organization, do you feel the
contract liability should be recognized by the acquirer in a business
combination?

Answered: 11 Skipped: 0

- _
- -

0%  10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

ANSWER CHOICES ¥ RESPONSES b
-~ Yes 81.82% 9
~ No 18.18% 2
TOTAL 1

Figure 4. Question 4

Over 80 percent of the poll was in favor of the opinion that the acquirer should recognize the
contract liability in a business combination.

Q5 $S> Customize Save asv

Do you feel that if a business combination occurs, that the acquirer
should restate prior quarter financial statements or that the business
combination should only impact current and future periods?

Answered: 1 Skipped: 0

Should restate
prier financ...
Should enly
impact curre...

0%  10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

ANSWER CHOICES ¥ RESPONSES N
~ Should restate prior financial statements 9.09% 1
~ Should only impact current and future financial statements 90.91% 1o
TOTAL 1

Figure 5. Question 5

13
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All but one person believes that once a business combination occurs, the acquirer should need
to restate prior financial statements. It may be possible that the person with that opinion may
not be aware of the costs and time involved in restating prior financial periods. Moreover, it
may not be of material value to the stakeholders.
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Q6 s? Customize Saveas¥

Do you feel that the acquirer should be required to recognize the
liability assumed in the contract with a customer in a business
combination if that liability represents an unsatisfied performance
obligation by the acquired organization even if the customer paid the
amount due to the acquired organization?

Answered: 11 Skipped: 0

Yes - the
liability in...

No - the

liability in...
0% 10% 20% 30% 40% 50% 0% 70% 80% 20% 100%
ANSWER CHOICES ¥ RESPONSES N
v Yes - the liability in the contract should be recognized 100.00% M
v No - the liability in the contract should not be recognized 0.00% o]
TOTAL m

Figure 6. Question 6

One hundred percent of the people surveyed voted that the liability in the contract should be
recognized if the contract with a customer represents an unsatisfied performance obligation.
It is a fair assumption to agree that the acquirer is not liable for the performance obligation.

14
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Q7 9 Customize Saveas¥

An entity is typically given a year to finalize its accounting after a
business combination. If a company decides on early adoption of
proposed amendments of accounting for combinations, do you feel an
additional year should be permitted for the acquirer to finalize the
accounting?

Answered: 11 Skipped: 0
- _
* -

0%  10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

ANSWER CHOICES ~ RESPONSES v
~ VYes 72.73% 8
« No 27.27% 3
TOTAL 1

Figure 7. Question 7

Over 72 percent of the people surveyed feel that, as an incentive, if a company decides on
early adoption of the proposed ASU, the company should be granted an extra year to finalize
their accounting.

Q38 & Customize Save as'™

Do you feel that entities other than public companies should be given
an additional year to implement proposed accounting amendments?

Answered: 11 Skipped: 0

- _
- -

0%  10% 20% 30% 40% 50% 60% 70% 80% 20% 100%

ANSWER CHOICES ¥ RESPONSES 0o
- Yes 81.82% 9
- No 18.18% 2
TOTAL 1

Figure 8. Question 8
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It is understood that the proposed ASU is generally required to be used by public companies.
If a private company decides to implement the proposed ASU, it would only be fair to give
those private companies an additional year to implement the accounting amendments.

A\\ Macrﬂthlnk World Journal of Business and Management

Qe s customize Save as¥

The proposed accounting amendments are to be applied to contracts
with customers. Do you feel that the proposed amendments should
be more broadly applied to similar transactions that are beyond
contracts with customers?

Answered: 11 Skipped: 0

Should only be
applied to...

Should be
applied to...

ANSWER CHOICES ¥ RESPONSES e
~ Should only be applied to contracts with customers 36.36% 4
w Should be applied to other similar transactions with customers 63.64% 7

TOTAL n

Figure 9. Question 9

The surveyed mostly voted in favor of the proposed amendments, which should be applied to
other similar transactions with customers, as well as contracts with customers with
unsatisfied performance obligations after the acquiree was paid in full for the services. One
can understand that by applying the proposed amendments to other similar transactions, many
other issues can be offered more guidance and satisfy more concerns on the topic.

Q10 59 Customize Saveas¥

It is anticipated that entities will not incur significant costs as a result
of applying the amendments in the proposed accounting update. Do
you feel that additional guidance on the recognition of an assumed
contract liability would benefit users?

Answered: 11 Skipped: 0

- _

No
0%  10% 20% 30% 40% 50% &0% T0% 80% 90% 100%

ANSWER CHOICES ¥ RESPONSES =
- Yes 100.00% T
~ No 0.00% 0

TOTAL n

Figure 10. Question 10
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It is unanimously opinionated by the surveyed that additional guidance of an assumed
contract liability would benefit users.
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5. Potential Unresolved Future Research Questions

Within the ASU for Business Combinations (Topic 805) concerning revenue from contracts
with customers and how and when to recognize an assumed liability, there will likely be
unresolved accounting issues. The EITF is dedicated to guiding this topic, but there are parts
of it that will not be resolved. For example, with these updates, one has to wonder if the
information provided by the new guidelines will fully satisfy the stakeholders’ concerns. The
outcomes of financial reporting might not fully provide meaningful information to the
stakeholders. Disclosures are always a big part of financial statements, so what kind of
disclosures will be necessary to provide meaningful information to the users? Will there be a
way for the acquiring company to absorb the assumed liability under the new guidance? After
the implementation of the new guidance, what happens if the assumed liability poses a
significant and material loss to the company? Should the amount be considered “material” at
all since it was the unsatisfied performance obligation of the acquired company? A very
interesting question within the proposed ASU seeks to find whether the proposed amendment
should be applied to other similar transactions that are not contracts with customers instead of
other contracts that fall within the scope of subtopic 510-20; Other Income Gains and Losses
from the Derecognition of Non-financial Assets (FASB, 2019). There are also costs involved
in satisfying a performance obligation that also needs to be considered and the matter of
long-term contracts with customers. What if the acquirer will no longer be providing a certain
product or service because the cost is too high, but there is a standing long-term contract of
which the performance obligation has not been satisfied either? There is an invitation to
comment on the following reporting issues (Grant Thornton, 2019):

o Payment terms and their effect on subsequent revenue recognized

o Costs to fulfill a performance obligation in measuring the fair value of contract
liability for a revenue contract under ASC 805

6. Conclusion

The proposed ASU deals with a topic that has not previously offered guidance to public
companies in the past on specific events that occur in a business combination. After Topic
606 (Revenue from Contracts with Customers) was introduced, the definition of performance
obligation was defined in a way that invited conflicting views by stakeholders. Additional
guidance was being proposed by the FASB to provide more clarity on the subject. If there is
an unsatisfied performance obligation where the acquiree has received the total amount due
from the customer, then the acquirer needs to recognize the assumed liability from that
contract with the customer in a business combination. Previously as described by the FASB
in 2001, the pooling method produced different accounting results. FASB Concept No. 5
offered further clarity that liabilities that involve obligations should be reported at historical
values, that is the remaining amount without including interests. Last year in 2018, Concept
No. 8 was introduced to further supplement and answer previously unanswered questions
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from the stakeholders. The new guidance offers more guidance on business combinations and
contracts with customers. A more robust framework to address revenue issues, as well as
inconsistencies and material weaknesses in existing revenue requirements, is offered. The
new guidance provides more useful information to offer more clarity on the stakeholders’
current state of confusion on the definition of a performance obligation and how it should be
treated in financial statements in a business combination.

A\\ Macrothll'lk World Journal of Business and Management

The problems the proposed ASU rectifies are not new; they are unresolved issues that have
surfaced in lieu of other amendments that have only just uncovered what has not been
resolved. There is no current law or other regulation that has been proposed to solve or rectify
the issues the proposed ASU is tasked with fixing or offering new guidance on. There will be
new issues arising after the proposed ASU is amended because there will always be a new
kind of negotiation between two businesses to bring forth a business combination that will be
fundamentally different from what is discussed in any topic in accounting today.
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