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Goodwill and

Unit of Accounting

BY JOSEF RASHTY

ASC 350, Intangibles-Goodwill
and Other, defines goodwill as
“an asset representing the fu-
ture economic benefits arising
from other assets acquired in
a business combination that are not individu-
ally identified and separately recognized.” In
other words, goodwill is the excess amount
that an acquirer is willing to pay over the
fair value of the acquired reporting unit (ac-
quiree) from the perspective of an appropri-
ate market participant.

The following is an excerpt from Micro-
soft’s Form 10-Q for the quarterly period
ended March 31, 2023:

“Goodwill was assigned to our Intelligent
Cloud segment and was primarily attributed
to increased synergies that are expected to be
achieved from the integration of Nuance. None
of the goodwiill is expected to be deductible for
income tax purposes.”

This excerpt refers to “increased synergies”
and Microsoft claims that it plans to achieve
this synergy through its business combina-
tion. If it fails to do so, the recorded goodwill
may be subject to impairment.

This article expounds on FASB’s definition
of goodwill and the alternatives companies
may have on assigning their acquired good-
will to different “units of accounting” within

their organization. The unit of accounting
impacts goodwill impairment and has tax
implications.

UNIT OF ACCOUNTING
FASB defines the unit of accounting as fol-
lows:

all goodwill acquired in a business combina-
tion shall be assigned to one or more reporting
units as of the acquisition date. Goodwill shall
be assigned to reporting units of the acquired
entity that are expected to benefit from the
synergies of the combination even though
other assets or liabilities of the acquired entity
may not be assigned to that unit. The total
amount of acquired goodwill may be divided
among a number of reporting units. (ASC 350-
20-35-41)

If a company, as a result of an acquisition,
assigns the goodwill to more than one report-
ing unit, ASC 350-20 requires that it uses a
supportable and consistent methodology for
the allocation of goodwill to different units of
accounting.

Companies may also recognize goodwill as
a whole instead of particular reporting units.
Under this circumstance, the excess of the
fair value of the net assets of the reporting
units over their reporting net assets com-
prises the entity-level goodwill.
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Goodwill is the
excess amount

that an acquirer is
willing to pay over
the fair value of the
acquired reporting
unit (acquiree) from
the perspective of an
appropriate market
participant.

Entity R (the acquirer) acquires Entity E
(the acquiree) through a business combina-
tion and creates $100 goodwill. If Entity E
consists of two independent units of E1 and
E2, Entity R may allocate the $100 goodwill
under either of the following scenarios:

1. Entity R reflects the entire $100 as an
entity-level goodwill at Entity R books.

2. Entity R elects to pushdown the $100
goodwill (in 1 above) to Entity E’s books.

3. Entity R reflects the $100 as Entity E
goodwill.

4. Entity E, in turn, elects to push-
down the goodwill (in 3 above) to entities
E1 and E2 books, if the circumstances
permit.

5. Finally, Entity R identifies and assigns
$70 goodwill with Entity E1, and the re-
maining $30 with Entity E2.

After recording goodwill as part of a busi-
ness combination, public business entities
(PBEs) test goodwill, at least annually, at a
reporting unit level for any impairment.

PUSHDOWN ACCOUNTING

Pushdown accounting requires that ac-
quirees adjust the carrying amounts of the
assets and liabilities in their financial state-
ments to reflect the acquisition fair value
adjustments that the acquirer has reflected

in its consolidated financial statements as of
the date that it has obtained the control of
the acquiree. Pushdown accounting implies
replacing the historical basis of accounting
in the predecessor’s books with the new fair
value basis in the successor’s books; thus,
the acquiree cannot combine before and af-
ter the date of pushdown. The successor fi-
nancial statements reflect the predecessor’s
retained earnings account into its additional
paid-in capital (APIC).

Acquirees elect pushdown accounting for
various reasons, such as spin-offs, regula-
tory requirements or compliance with debt
covenants. [t may also be advantageous to
apply pushdown accounting for tax pur-
poses, depending upon the tax jurisdiction
of the acquiree.

An acquiree recognizes goodwill due to a
change in control and application of push-
down accounting. If the acquirer recognizes
any bargain purchase gains, the acquiree re-
flects it as an adjustment to additional paid-
in-capital rather than a bargain purchase
gain. If the acquiree is a PBE, the goodwill is
subject to an annual impairment test under
ASC 350-20 at a reporting unit level.

However, private companies and not-
for-profit acquirees can elect an alternative
to amortize goodwill on a straight-line ba-
sis over 10 years or less if another useful life
is more appropriate (ASC 350-20-35-63).

When there is a change-in-control event,
an acquiree has the option to apply push-
down accounting. The acquiree must make
the election to apply pushdown accounting
before issuing its financial statements (for
SEC registrants) or when the financial state-
ments are available (for non-registrants).

If the acquiree elects to apply the push-
down accounting option, it should do so as
of the acquisition date (ASC 805-50-25- 6).
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Any subsidiary of an acquiree is also eli-
gible to apply pushdown accounting, irre-
spective of the acquiree’s decision to elect
pushdown accounting (ASC 805-50-25-8).
However, once the acquiree or its subsidiar-
ies adopt the pushdown accounting option,
the election they have made is irrevocable.

The following example clarifies the push-
down goodwill.

reflect a goodwill of $100 in its separate
financial statements. Entity A reflects this
goodwill in its consolidated financial state-
ments even though goodwill is in Entity E’s
separate financial statement. Entity E also
reflects any goodwill impairment charges
related to this acquisition in its books and
these charges also appear in the consoli-
dated financial statements of Entity A.
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Entity R acquires Entity E for $1,000 and
reflects $100 as goodwill. Entity E elects
pushdown accounting. Table 1 reflects the
financial statements of Entity E before and
after pushdown accounting.

SUBSIDIARIES’ ACQUISITIONS
A company’s consolidated subsidiary
may acquire another entity in a business
combination. If so, the subsidiary should
reflect all the goodwill resulting from
the acquisition in its separate financial
statements, regardless of the amount of the
goodwill the parent company assigns to the
reporting unit.

For example, in the earlier illustration,
Entity E may acquire another entity and
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TAX IMPLICATIONS OF GOODWILL
ACQUISITION

The income tax consequences of a business
combination follow one of three patterns:

o A taxable transaction, where the
acquirer takes a fair value tax basis in
the net assets acquired;

¢ A nontaxable transaction, where the
acquirer takes a carryover basis in the
net assets but a fair value basis in any
acquired stock;

¢ A nontaxable exchange, where the
acquirer takes a carryover basis in both
the net assets and the acquired stock.

The tax treatment of an acquisition may

directly or indirectly affect the price of
the transaction, and thus, the amount of

goodwill and its future possible impair-
ment, since an acquirer might be willing

to pay more for an acquisition in a taxable
transaction if such transaction can provide
a step-up in the tax basis of the acquired net
assets. Furthermore, the structure of an ac-
quisition also dictates whether an acquirer
can benefit from the existing tax attributes
(e.g, tax credit carryforwards and net oper-
ating loss) of an acquiree.

GOODWILL IMPAIRMENT

In January 2017, FASB issued Accounting
Standards Update (ASU) 2017-04,
Intangibles-Goodwill and Other (Topic
350): Simplifying the Test for Goodwill
Impairment. This guidance simplified
the goodwill accounting compared to its
predecessor standard.

ASU 2017-04 eliminated the calculation
of implied goodwill fair value by abolishing
the earlier two-step impairment testing
process; instead, under this ASU, companies
record impairment charges based on the
excess of a reporting unit’s carrying amount
over its fair value. Thus, companies record
goodwill impairment charges if, and only if,
areporting unit’s carrying value exceeds its
fair value.

Companies must perform the
simultaneous impairment test of their
goodwill and other long-lived assets (held
and used) in a particular order.

If goodwill and another asset (or asset
group) of a reporting unit are tested for
impairment at the same time, the other
asset (or asset group) shall be tested for
impairment before goodwill. For example,
if a significant asset group is to be tested
for impairment under the Impairment or
Disposal of Long-Lived Assets Subsections
of Subtopic 360-10 (thus potentially
requiring a goodwill impairment test), the
impairment test for the significant asset
group would be performed before the
goodwill impairment test. If the asset group
was impaired, the impairment loss would
be recognized prior to goodwill being
tested for impairment. (ASC 350-20-35-31)

In June 2022, FASB halted a four-year
effort to revamp how companies account
for goodwill, with some board members


https://www.txcpainsure.org/

Balance Sheet Prior to Pushdown Fair Value After the
Adjustments Pushdown

Assets $600 $300 $900

Goodwill $0 $100 $100

Total assets $600 $400 $1,000

Liabilities $200 0 $200

Retained earnings $50 ($50) 0

APIC $350 $450 $800

Total liabilities and equity | $600 $400 $1,000

Fair Value of Goodwill Deferred Tax Carrying Value
Reporting Unit | Impairment | Adjustment after adjustment
Goodwill ($1,200) $8,800
DTL $250 ($1,750)
Other assets $50,000
Total ($1,200) $250 $57,050

Table 3

Fair Value of Goodwill Deferred Tax Carrying Value
Reporting Unit | Impairment | Adjustment after adjustment
Goodwill $10,000 ($1,250) $8,750
DTL ($2,000) $250 ($1,750)
Other assets $50,000 $50,000
Total $58,000 ($1,250) $250 $57,000

Fair Value of Goodwill Deferred Tax Carrying Value
Reporting Unit | Impairment | Adjustment after adjustment
Goodwill ($1,000) $0 $9,000
DTL ($2,000) $0 ($2,000)
Other assets $50,000 $50,000
Total $58,000 ($1,000) $0 $57,000

indicating that the case made for a
revision was not strong enough to
justify an overhaul.

Companies that do not meet the
definition of PBEs, ASU (2013-12),
Definition of a Public Business Entity,
can potentially amortize their goodwill
on a straight-line basis over 10 years or
less. The guidance eliminates the test
for goodwill impairment annually by
requiring the test only when an event
or circumstance indicates that the fair
value of the entity (or reporting unit)
may be less than the carrying value.

Companies must perform the
simultaneous impairment test of their
goodwill and other long-lived assets
(held and used) in a particular order.
For example, before testing of goodwill
for impairment, companies should
test other assets in an order: accounts
receivable, inventory and indefinite-
lived intangible assets, then long-
lived assets (including definite-lived
intangible assets), and finally, goodwill.
They should record any impairment for
each group of assets before proceeding
to the next test. (ASC 350-20-35-31)

TAX IMPLICATIONS OF GOODWILL
IMPAIRMENT
Cost of goodwill impairment (for PBEs)
or amortization (for private companies)
for financial accounting purposes may
exceed cost of goodwill amortization for
tax purposes. If so, they may increase
their deferred tax assets (DTAs) or
decrease their deferred tax liabilities
(DTLs) related to their tax-deductible
goodwill.

Under ASU 2017-04, companies
recognize an impairment charge to
the extent that the carrying value of
areporting unit exceeds its fair value
(not to exceed the carrying value of
goodwill). To determine the unit’s fair
value, companies determine whether
the hypothetical sale has occurred in a
taxable or nontaxable transaction. This
determination affects the unit’s fair
value and any future goodwill impair-
ment charges.

TODAY’S CPA JANUARY | FEBRUARY 2025

27



In certain jurisdictions, goodwill
amortization and write-downs are tax
deductible. If a company or reporting
unit operates in these jurisdictions,
goodwill impairment charges may
decrease its DTL or increase its DTA. A
decrease in DTL or an increase in DTA
causes an immediate increase in the car-
rying value of the reporting unit that
may cause additional impairment
charges (ASC 350-20-35-20 & 21 and
ASC 850-740-25).

ASU 2017-04 addressed this issue
and requires an entity to calculate the
impairment charge and the deferred tax
effect simultaneously (similar to how an
entity calculates goodwill and the related

Identifying goodwiill’s
unit of accounting
may impact the tax
position and goodwill
impairment charges
and require significant
management
judgment.

DTAs in a business combination).

For example, if a company has good-
will impairment charges of $1,000 (the
excess of the carrying amount of report-
ing unit over its fair value) and its effec-
tive tax rate is 20%, the result of impair-
ment on the carrying value of goodwill
is $200 [$1000 - ($1000 x 20%)]. How-
ever, if this company uses simultaneous
equations (based on the new guidance),
the result of impairment on the carrying
value of goodwill is $250 [20% divided
by (1 - 20%)] x $1,000] (ASC 350-20-
55-23C&D).

Table 2 reflects the impairment
of tax-deductible goodwill prior to
simultaneous calculation.

In Table 2, the carrying value of the
reporting unit (57,050) does not reflect
the full impact of the $1,000 impairment.

Table 3, on the other hand, reflects
the impact of goodwill impairment on
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the carrying value of reporting unit ac-
cording to ASU 2017-04 simultaneous
calculation.

Table 4 reflects the carrying value of
goodwill and reporting unit when good-
will assigned to the reporting unit is not
tax deductible.

Thus, the excess tax deduction over
financial reporting deduction generally
results from lower tax liability. The
difference in the basis creates temporary
difference that results in DTL.

DISPOSAL OF UNIT OF
ACCOUNTING

When an entity disposes of its entire
unit of accounting, it includes in the
reporting unit’s carrying amount the
goodwill of that unit of accounting in
determining the gain or loss on disposal.
When an entity disposes some, but not
all, of a reporting unit, the accounting
for that reporting unit’s goodwill will
depend on whether the net assets of the
disposed unit constitute a business. If
the unit sold is not a business, the entity
does not attribute goodwill to it.

If, on the other hand, the disposed
net assets constitute a business, the
entity should attribute a portion of
the reporting unit’s goodwill to that
business in determining the gain or
loss on the disposal of the business.
According to ASC 350-20-40-3, the
entity attributes the amount of goodwill
based on the relative fair values of (1)
that business and (2) the portion of the
reporting unit it retains.

FINAL REMARKS

Companies assign the acquired good-
will to specific units of accounting for
purposes of the annual or interim im-
pairment assessment; therefore, iden-
tification of entity’s units of account-

ing, the determination of the amount of
goodwill, and the method of the goodwill
impairment testing or amortization may
have significant financial impact.

An acquiree may recognize goodwill
due to a change in control and applica-
tion of pushdown accounting. Pushdown
accounting is irreversible and exposes
the company to goodwill impairment
if the fair value of the unit that reflects

goodwill falls beyond a certain thresh-old.

The tax treatment of an acquisition
may directly or indirectly affect the price
of the transaction and thus, the amount of
goodwill and its future pos-sible
impairment. The tax jurisdiction of
goodwill’s unit of accounting may also
have an impact on its impairment and tax
calculation (including the amount of DTA
and DTL).

In summary, identifying goodwill’s unit
of accounting may impact the tax position
and goodwill impairment charges and
require significant man-agement
judgment. The author recom-mends that
companies work with their tax
professionals at the early stages of each
acquisition to structure the forma-tion of
any goodwill acquisition. The tax
department often needs to maintain a
different set of books to reflect goodwill,
goodwill amortization, DTAs, and DTLs.
Tax professionals should weigh in on the
taxability of the jurisdictions, the tax rates
and ultimately financial impacts.

In March 2024, the SEC promulgated
its new climate-related disclosure rules
for PBEs. Companies may incur
significant expenses and capital expen-
ditures to control greenhouse emissions
in their business units. These expenses
may adversely affect the fair value of
some of their units of accounting and
trigger goodwill impairment.
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