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   Exhibit 1 

Collar Incidence and Share in Global M&A Deals 
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Comparison of Taxable Acquisitions 
TABLE 14.2 Comparison cf the Tax Effects of Various Taxable Acqu1s1t1on Structures Acqu1s1t1ons of Freestanding C Corporations 

.Fact Pattern: 
✓ Asset purchase price

Stock purchase price

✓ ADSP=

Target's net asset basis

Target shareholder's stock basis

le= 

t
�

= 

r = 

Amortization/depreciation period (n) =

Purchase Price 
Tax Costs: 

Tax paid by T corporation 
Tax paid by A from the §338 election 
Tax paid by T's shareholders 
Total Tax Paid 

Target Shareholder Consequences: 
Gross cash received 
Less: shareholder taxes 
After-tax cash to target's shareholders 

Acquirer Net After-Tax Cost: 
Gross cost 
Less: present value of tax benefits 
Net after tax-cost of the acquisition 

Acquirer's Tax Basis in the Target's: 
Stock 
Assets 

/ 
$1,000.00 V 

$685.00 
$1,000.00 

$100.00 / 
$100.00 ✓ 

35% 
20% 
10% 

10 

Transaction Structure 
Asset Acquisition Stock Acquisition 

With a§338 
No Liquidation 

$1,000.00 

(315.00) 
0.00 
0.00 

($315.00) 

n/a 

n/a 

n/a 

$1,000.00 
(193.55) 
$806.45 

n/a 

1,000.00 

Liquidation 
$1,000.00 

(315.00) 
0.00 

(117.00) 
($432.00) 

685.00 
J (117.002 

$568.00 

$1,000.00 
(193.55) 
$806.45 

n/a 

1,000.00 

AD>P 

Election C o.J(!__ J 
$685.00 

0.00 k:"'
(315.00) 
(I 17.00) 

($432.00) 

685.00 
(117.00) 
$568.00 

AD,5P k:"'$1,000.00 
(193.55) 
$806.45 

$685.00 
1,000.00 

C'ssc � 
Without a 

§338 Election
$685.00 

0.00 
0.00 

(117.00) 
($117.00) 

685.00 
(117.00) 
$568.00 

$685.00� 
0.00 

$685.00 

$685.00 
100.00 .k"' 
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Tax-free acquisitions of C cor .: tax issues 
ff ABLE 16.2 Comparison ofTax Implications ofTax-FreeAcquisitions of Freestanding C Corporation 

I 

Fact Pattern: Purchase Price Target shareholder stock basis 
Net tax basis of target's assets 

f C = 

tcg = l ·- -r =

-·-

-

·- -

�--

§308
" 'A "

' 

-----

s 685.00 I 
{ 100.00
.{ 100.00 LI 

35% 
� 

20% 
--

I 

10% 

Tax-Free Acq_uisitions 
Cvu.rt--tJ 
Ae��,s; trhf 

§36 §568
,, 
1J 

,, " C ,,

$685.00 $685.00 

I 

l 

11 

- -

§351

� 

$685.00 
I 

Purchase Price L�3ft.f" ,,f d 4'.;'1 _
$685.00 

1_ Cash "r c.�{f io '/. 274.00 
I Stock r-"-t..�N� ' _ 411.00 

o7. 0.00 zo1/. 137.00 6'01/. 411.00 
Target corporation tax liability . � 0.00Target shareholder gain recognized @74.0j} Target shareholder tax liability (20%) . -, 5 4.80 
Target Shareholder After-Tax Wealth: !fl. Li'IPCash ___ $219.20 

685.00 548.00 274.00 0.00 0.00 0.00 0.00 137.00 411.00 0.00 27.40 82.20 
--

$0.00 $109.60 $328.80 
Stock 411.00 685.00 548.00 __ .,-2....,7...,,4._00...., Total $630.20 -.1Q_..$=68�5-.0;::

6J
--$-65- 7-.6-0 I $602.8� 1;,;--;.;_�,i--..t 

Acquirer Net After-Tax Cost: _______ ,___ �- H. A (l-ot

1 Pretax cost -+ $685.00 $685.00 $685.00 $685.00 {)t.r""'1.,' 17 �
E Less: incremental tax savings O 00 0 00 0.00 0 00 I , /. , _L,. 

;....__ __ .....;.• ..;_ ____ . - -----·-- 411 h' t, "'\TI:: Net after-tax cost $685.00 $685.00 $685.00 $685.00 
u..f f-o 6� ( 
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Illustration of Calculation of Built-in-Gains (B.I.G.) Tax
Under the ProtectingAmerica11Sfrot11 Tax Hikes Act (PATH Act), the built-in gains tax can apply for�
to five years after conversion to an S corporation. 111at is, for each of the five years after a
corporation elects S status, it is possible that the tax could apply when built-in gain property is sold or
deferred taxable income is reco!:,rnized.
Suppose a business that was previously a C corporation owns real estate that has appreciated and a
favorable offer arrives in{fe3r #4)after the entity's conversion to S corporation status. The owner of
said corporation should consider whether the property should be sold now or after the statutory fifth
year passes to avoid double taxation. Let us assume said building had tax basis and book value of $1
million (as of today, i.e., year #4 after conversion to C corporation status), at time of conversion toS
corporation �a�eir-:-�arket value (F:rvfV) =(f2 milli� and upon sale today (i.e., in year #4), the
market value 1s 3 million. -...... , / 11 �d. -{--o K,J,,f 0vv , -I- 1 '>f o rd� J-- fo 1-i,r, h r'Yt-t Ii e__

- /vi V f3t The asset sale will be accompanied by an incremental 21 % built-in-gains tax, per I.R.C. code. The excess (i-
ef the FMV ef assets over their asset basis at the time ef the S election is the built-in gain subject lo the i11creme11tal 
B.I.G. tax (21%). How to calculate it?
If there are no offsetting tax credits, such sale will result in incremental B.I.G. tax bill of 21 % * ($2 

million - $1 million) = (1210J)OQ]and an additional capital gains tax (for selling S corporation
shareholders) of 20%+3.8% (the latter is the net investment income tax of 3.8% for investment
income above a �ain threshold1

) on the difference between the market price net of the built-in­
gains tax and net of the stock basis in the corporation Qatter assumed to be $1 million as well):wie<r-riu ff�r f/2reshofd e,,y 9:JG 
Capital Gains Tax = 20%* �oooJ + 23.8% * ($3 million - � - $2W:ooo - $250,000) =
$50,000 +$366,520 = $416,52rf. --=:z'o 1/c c.o..rr+a. l j'li r-o -f- J,J';,, 11e-l: rhv�s-ll,!,,fel(f--

=£! § 
/H.Gov,,re_ kx The total tax bill is therefore $21 0,000 + $416,520 !626,52<: ( -f::o -Fu '1 d A {fo >-J,.( b/e

By comparison, if the sale was effectuated at the end of year #5 for the same price
depreciation), there will be no B.I.G. tax and s�areholders will pay capital gains tax of

(net of � :J-) 
,--='!_ �5�t-t\.1A.,.,J -+lvL �"tl-1--\,_ ne..../- set/C- f 'd�(!>.. 

20%* $250,000 + 23.8% * 3 million - $1 million - $250,000)-: $50,000 + 416,500 =(!-�-6-6-,5-00
""'l�n tax.

The saving will be ff60,0�= $626,520 $466,500 for waiting one year, assuming sale price remains
unchanged at $3 million (net of depreciation). If however the sale price declines by more than the tax
savings of $160,020 , it might make sense to sell in year #4.

✓ The Importance of Appraisal
It is essential upon date of S corporation election (& conversation from C-corporation) to make an
appraisal to determine the fair market value (FMV) of all assets. Why? Absent appraisal, the entire
difference between asset basis and the sale price will be subject to the B.I.G. tax and to the capital
gains tax! v v

1 Current threshold for a single filer is $200,000 of investment income, and $250,000 for a married filer. Note that the net 
Investment income tax docs not apply for changes in the value of certain:... actively managed assets such as working 
capital. 
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Accounting Treatment: Consolidation 
• Buyer acquires 60°/o assets & liabilities of Target

Partial Acquisition Purchase Accounting 

Percentage of Target Acquired by Buyer 
Price Paid 

CompanyB 

Enterprise Value Target $ 10,000 

FMVIdentifiable Assets Target $ 9,000 

Carrying (Book) Value Assets Target $ 8,000 

$ 

60% 

6,000 

Buyer B/S 

Trans action 

Before ---+ Adjustment ---+ After 

Assets 

Cash $ 6,000 $ 
Identifiable Assets $ $ 
Goodwill $ $ 
Total Assets $ 6,000 $ 
Liabilities 

Minority Interest $ $ 
Shareholder's Equity $ 6,000 $ 
Total $ 6,000 $ 

(6,000) $ 
9,000 $ 9,000 

1,000 $ 1,000 

4,000 $ 10,000 f �l,,_J.- fk.- '-<>•lo 1,-,hl-i•� � .f 
(�01/o 0 

$ 4,000 . +�
t-- $ 6,000 1 o �H(._ 

4,000 $ 10,000







Goodwill Impairment Testing Times 
• Goodwill tested annually unless circumstances warrant timely

test

• Circumstances Examples (SFAS 142)

i r C { rl;IA. ...,_1f,. ""'-f -'-�..-.. � t- ;-/: ✓ 

- Significant adverse change in legal factors of business climate

- Unanticipated competition

- Loss of key personnel

lfitt.� � 
-r� 

f<=sl-,� 

- Likely expectation reporting unit (or significant portion of) will be sold/
disposed of

• Recoverabilit /fair value test a roach: two-step process to
1 ent1 y 1mpa1rments recor ecreases in PP&E value
- Impairment loss exists if sum estimated future asset CF < book value

- Impairment measured as difference b/n book value & fair value (sum of
discounted tutu re cash flows)

19 
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EPS Dilution/ Accretion in M&A 

• Allocation to purchase price

- Goodwill minimization (CF strategy) vs. Goodwill

maximization (EPS strategy)

• Some buyers seek to allocate as much as possible of purchase
price to fixed assets that are depreciated & intangible assets that
are amortized, which provides extra tax shields (low EPS)

• Others prefer to increase the goodwill (in particular if they are

confident that impairment is unlikely). This strategy lowers
depreciation & amortization, & leads to higher reported earnings

• Form of financing & EPS

- Payments with stock (as opposed to cash financed w/
debt) typically worsen EPS leading to higher earning

dilution
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Cash-for-Stock Purchase Accounting 
BUYER 

CASH-FOR-STOCK
2 

FUNDED WITH DEBT

HISTORICAL I 2003, PRO-FORMA I FORECASTED 
Line 2001 2002 2003 Entries New Balance 2004 

1 Current Assets $ 86.4 $ 90.7 $ 95.2 $ 100.0 a $ 195.2 $ 200.0 $ 
2 Gross Fixed Assets 1,295.8 1,360.5 1,428.6 1,875.0 b 3,303.6 3,000.0 
3 Accumulated Depreciation (85.5) (153.6) (225.0) (225.0) (390.2) 

Intangible Assets 500.0 C 500.0 428.6 
4 Goodwill 471.3 d 471.3 471.3 
5 Assets 1,296.6 1,297.7 1,298.8 2,946.3 4,245.1 3,709.7 

6 Current Liabilities 43.2 45.4 47.6 41.7 e 89.3 100.0 
7 Debt 900.7 768.9 619.21 2,904.71 J 3,523.9 2,808.2 
8 Equity 352.7 483.4 632.0 
9 Liabilities & Equity 1,296.6 1,297.7 1,298.8 

IO Revenues 1,727.7 1,814.1 1,904.8 
11 Cost of Materials & Labor (1,382.1) (1,451.2) (1,523.8) 
12 Depreciation (64.8) (68.0) (71 .4) 
13 Synergies 
14 Amortization oflntangibles 
15 Goodwill Impairment 
16 Interest Expense 
17 Pro fit Before Taxes 
18 Taxes@ 40% 
19 Net Profit 
20 Number of Shares 

("<.Ce,, re./! o >, V 

(90.1) (76.9) (61.9) 
190.7 217.9 247.6 
(76.3) (87.2) (99.0) 

$ 114.4 $ 130.7 � 148.6 
1,000 1,000 \ l,000 

if r
!>
::: f ::.7 { €vs -:..\'{a 

l=P�-::::.Z3K/F-� -\ t 

CT b 632.0 801.5 
2,946.3 4,245.1 3,709.7 

1,666.7 h 3,571.4 4,000.0 
(1,333.3) i (2,857.1) (3,200.0) 

(93.8) j ,, (165.2) (165.2) 

k (71.4) - I

@?§)·n (352.4) (280.8) 
196.7 282.6 
(78.7) (113.0) 

$ 
� 

$ 169.5 $ 
- m 1,000 EP$ _1,000 f 

� - • ttcf 

q ss V,. """1 4 1-1 �l,,A./ 
0 

d�if f2toao -f t(.�e..d e_ lo /-

2005 2006 
225.0 $ 254.3 

3,375.0 3,813.8 
(540.2) (708.9) 
357.1 285.7 
471.3 471.3 

3,888.3 4,116.1 

112.5 127.1 
2,73 l.0 2,636.2 
1,044.8 1,352.7 

3,888.3 4,116.1 

4,500.0 5,085.0 
(3,600.0) (4,068.0) 

(150.0) (168.8) 

(71.4) (71.4) 

(273.1) (263.6) 
405.5 513.2 

(162.2) (205.3) 

243.3 $ 307 .9 
1 000 25 I 000 , ' 

/3\..( 
t I .,. lv�+- ,·{

�t....v dtit 6) ✓ 
I"'\ • / 



Stock-for-Stock Purchase Accounting 
BUYER 

STOCK-FOR-STOCK 

lDSTORICAL 
Line 2001 2002 

1 Current Assets $ 86.4 $ 90.7 $

2 C'JT'oss Fixed Assets 1,295.8 1,360.5 
3 Accmmtlatcd Depreciation (85.5) (153.6) 

Intangible Assets 
4 Good\.Vill 
5 Msets 1,296.6 1,297.7 

6 Current Liabilities 43.2 45.4 
7 Debt 900.7 768.9 

8 Equity 352.7 483.4 
9 Liabilities & F.quity 1,296.6 1,297.7 

10 Revenues 1,727.7 1,814.1 
11 Cost of Materials & labor (1,382.1) (1,451.2) 
12 Depreciation (64.8) (68.0) 
13 Synergies 
14 Amorti7.ation oflntangiblef 
15 Goodwill lmpainrent 
16 Interest Bq:,ense (90.l) (76.9) 
17 Profit Before Taxes 190.7 217.9 
18 Taxes @40% 76.3 87.2 
19 Net Profit $ 114.4 $ 130.7 $ 
20 NumberofShares 1,000 1,000 

I 2003 PRO-FORMA FORECASTID 

2003 Entries 
95.2 $ 100.0 a 

1,428.6 1,875.0 b 

(225.0) 
500.0 C 

471.3 d 

1,298.8 2,946.3 

47.6 41.7 e 

619.2 904.7 ii 
632.0 2,000.0 g 

1,298.8 2,946.3 

1,904.8 I 1,666.71 h 
(1,523.8) (1,333.3) ; 

(71.4) (93.8) j

k 
I 

(90.5) 

1,000 l,000 m 

�PS ;: . \q?t 
_, 

New Balance 2004 
$ 

$ 

195.2 $ 200.0 
3,303.6 3,000.0 
(225.0) (390.2) 
500.0 428.6 

471.3 471.3 
4,245.1 3,709.7 

89.3 100.0 
1,523.9 680.51 
2,632.0 2,929.2 

4,245.1 3,709.7 

3,571.4 4,000.0 
(2,857.1) 

(165.2)1 
(3,200.0) 

!165.2)1

- I (71.4ll 

(152.4) (68. l) 
396.7 495.3 
158 .. 198. l

238.0 $ 297.2 

2,000 2,000 

ff5 = . llj 
0 

2005 2006 
$ 225.0 $ 254.3 

3,375.0 3,813.8 
(540.2) (708.9) 
357.1 285.7 

471.3 471.3 
3,888.3 4,116.1 

112.5 127.1 
467.5 228.3 

3,308.3 3,7f/J.7 
3,888.3 4,116.1 

4,500.0 5,085.0 
(3,600.0) (4,068.0) 

(150.0) (168.8) 

(71.4) (71.4) 

{46.8) (22.8) 
631.8 754.0 

· 252.7) 301. 
$ 379.1 $ 452.4 

2,000 24 2,000 
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Make-up Quiz #5 (Week #5) for EMAD 5442 

Questio11 # 1 (1 pts) 
The tax treatment of purchase price allocation to a _sgosulting agreemwin an acquisition results in: 

A. Amortization allowances for the buyer & ordinary income taxation for the seller
V B. Current deduction for the buyer & ordinaty income taxation for the seller

C. Amortization allowances for the buyer & capital gains taxation for the seller
D. Current deduction for the buyer & capital gains taxation for the seller

Q11eslio11 #2 (0.5 pts) 
Decreasing_ the goodwill allocation (i.e., a cash flow maximization strategy) in an acquisition will 

.decrease net income and maximize cash flows as it increases the allocation to other assets which in 
term will increase the depreciation/ amortiz;tion allowances created by those assets. 

A. True
B. False

Q11estion # 3 (0.5 pts) 
Goodwill impairmen� is recorded if the arrying value of goodwill at the reporting unit is greater 
than the fair market value of said goodwill. 
VA. True

B. False

Questio11 #4 (1 pts) ✓ V

The recognized gain in Reorganizations 368 "A", "B" and "C" is equal to: 
\I A. The lesser of the realized gain and the cash received 

B. The greater of the realized gain and the cash received
C. The realized gain
D. None of the above

✓ Q11eslion #5 (0.5 pts)
Depreciation recapture is calculated as:

A. The Iefser of realize2, taxable gain and accumulated depreciation.
B. The greater ofrealized taxable gain and accumulated depreciation.
C. The lesser of unrealized gain and accumulated depreciation.
D. The greater of unrealized gain and accumulated depreciation.

Q1✓eslio11 #6 (0.5 pts) 
Why would a target's parent agree to Sectio� 338(h)(101 election in a subsidiary divestiture? 

v A. Because the election will reduce target's parent taxable gain if its stock basis in 
target's shares < target's asset basis in its assets 

B. Because the election will reduce target's parent taxable gain if its asset basis in target's assets
< target's stock basis in its stock

C. Because the deal will not complete absent agreement to such election by both buyer and
seller

D. None of the above




