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Abstract

Over the last few decades, there have been unusually frequent changes in the required accounting
rules and methods for measuring and reporting positive and negative goodwill of business entities
and capital groups. We suggest that the lack of consistent accounting regulations among Central
Eastern European countries in accounting for positive and negative goodwill distorts the economic
content of this very important economic resource and therefore its usefulness for decision making
is adversely affected. The aim of this study is to investigate accounting regulations for goodwill in
Poland, the Czech Republic, and Slovakia. To achieve this goal, a critical analysis of the literature
is conducted, and the applicable legal regulations are analysed. An empirical case study regarding
goodwill recognition, measurement, and disclosure is presented based on data received from an
actual acquisition transaction. Since the three countries studied are neighbours and cross-country
acquisitions are important instruments for regional economic development, we issue a call for
regional harmonization of local accounting regulations, preferably based on International Financial
Reporting Standards (IFRS).

Keywords: accounting comparability, business acquisition accounting, goodwill recognition, negative
goodwill
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INTRODUCTION

In today’s global economy, goodwill is becoming
increasingly important due to the accelerating
allocation and concentration of capital manifested
in mergers and acquisitions of entities, as well
as capital ties in various structures and forms
(McNichols and Stubben, 2015). Research
conducted in recent years shows that goodwill has

an increasingly important position in the assets
of capital groups, which are some of the largest
economic organizations, particularly in countries
with developing capital markets (Uhlenbruck
and De Castro, 2000; Ramanna, 2008; Glaum and
Wyrwa, 2011; Strojek-Filus, 2013). Moreover, an
analysis of international accounting regulations
from the last 50 years reveals unusually frequent

1309



1310

Ewa Wanda Maruszewska, Marzena Strojek-Filus, Jiri Pospisil

changes to the required rules and methods of
measuring and reporting positive and negative
goodwill by business entities and capital groups
(Copeland and Wojdak, 1969; Francis and Martin,
2010). Such frequent and sweeping changes in the
regulations testify to the difficulty and complexity
of goodwill, but also to the fact that subsequently
introduced regulations have been inadequate or
insufficient. Hence, innovative solutions were
introduced, often right at the implementation stage,
that were criticized by theorists and practitioners
(Bugeja and Gallery, 2006; Bini and Bella, 2007,
Van Hulzen, 2011).

International Financial Reporting Standards
(IFRS) have become guidelines for the changes
introduced. However, it is worth noting that
many countries, including the countries of Central
and Eastern Europe, such as Poland, the Czech
Republic, and Slovakia, largely preserved their
national accounting laws. The scope and frequency
of changes to IFRS has complicated the process of
harmonization of accounting rules. As a result,
Poland, the Czech Republic, and Slovakia have not
kept pace with these changes, or they may fear the
effects of changes that are too rapid (Pospisil and
Strojek-Filus, 2017).

Poland, the Czech Republic, and Slovakia are
neighbouring post-communist countries located
in Central Eastern Europe; they all experienced
similar economic transformations following the
entire system change that took place at the end of
the 20™ century. Each country maintained a legal
accounting system that constitutes a compilation of
previous and new IFRS solutions, former obsolete
IFRS standards only, or their old local regulations,
despite their incompatibility with existing IFRS
(PospiSil and Vomackova, 2017; PospiSil and
Vomackova, 2018). Because there are considerable
similarities in overall institutional systems and
changes in the accounting laws in these three
countries, accounting regulations provide an
interesting setting for examining the theoretical
background and legislature related to a specific
item disclosed in financial reports.

The aim of this study is to investigate the
accounting standards for goodwill in Poland, the
Czech Republic, and Slovakia in the context of an
acquisition transaction, which is the economic
phenomena behind this resource. In this study, we
pose the hypothesis that the lack of consistent rules
for positive and negative goodwill in the accounting
rules of these countries distorts the relevance and
faithful representation of the financial reports,
making it impossible to compare them. Moreover,
this state of affairs reveals problems with
accounting harmonization and IFRS convergence
in the European Union. To achieve the study’s goal,
we use a critical analysis of the literature and an
examination of legal regulations related to goodwill
(both positive and negative) in terms of IFRS and

the national accounting regulations of Poland, the
Czech Republic, and Slovakia. In the empirical
analysis, a case study of a business acquisition that
involves goodwill recognition, measurement, and
disclosure is presented to compare financial reports
prepared under IFRS and the national regulations
of Poland, the Czech Republic, and Slovakia.

The study contributes to the previous literature
in two ways. First, we add to the identification
of problems with domestic goodwill accounting
regulations. In theory, goodwill is an economic
resource that should represent the financial
results of a specific economic transaction,
a business acquisition, performed by the acquirer.
The absence of widely accepted accounting
standards negatively influences the relevance of
financial accounting information and calls into
question faithful representation, which are both
important qualitative characteristics of financial
reporting. Second, the study presents findings
that are important from a regional point of view,
as acquisitions of entities from neighbouring
countries are important instruments for regional
development. In the countries of Central and
Eastern Europe, goodwill appeared with the
development of the capital markets and the
associated possibility of one reporting entity being
acquired by another or the acquisition of shares of
other entities. The problem described is even more
important given the solutions adopted by IFRS for
measurement and disclosure of goodwill, as they
have been changed several times in the last few
years, giving users the impression of the ‘permanent
instability of these rules’ (Strojek-Filus, 2013). Some
of these changes were conceptual and fundamental
in nature. We suggest that the changes in the IFRS
approach to goodwill is one of the reasons for the
diverse solutions in Poland, the Czech Republic,
and Slovakia. In the process of harmonization and
convergence, these countries sought to introduce
IFRS into their national solutions with various
forms and scope. Our evidence contributes to
the debate from the perspective of relevance
and suggests that understanding goodwill as an
economic resource is a sophisticated problem that
requires more attention, particularly at the level of
domestic accounting regulations.

This paper is organized as follows. In the
following section we develop our hypotheses based
on an analytical investigation of international and
local accounting regulations for goodwill and on the
findings in prior literature. In the third section, we
describe the data gathered in the study and present
the design of the research, which is built upon the
case study. The fourth section depicts the results
obtained from the transformation of data, while in
the following section we use a theoretical approach
to address the research problem. Finally, the last
section of the paper concludes.



An Empirical Examination of Accounting Comparability: Goodwill Recognition and Disclosure...

1311

Hypotheses Development

Goodwill as a Reporting Entity’s Economic
Resource - Prior Literature

From the point of view of measurement
and disclosure in the statement of financial
position, goodwill is truly a unique economic
resource. According to many authors, goodwill
as an asset has an unspecified ability to generate
additional benefits for the entity or capital group
(Hughes, 1982; Johnson and Tearney, 1993; Kamela-
Sowinska, 1996; Kimbro, 2016). This ability exists
only when all the resources of the entity are used in
the implementation of specific business processes.
Individually used resources, including human
factors, are not able to achieve such benefits. From
the point of view of accounting theory, goodwill is an
asset of the entity. From the standpoint of economic
theory, goodwill is additional profit to be achieved
by the entity. In his interpretation, Hendriksen
(1970) upheld both concepts, formulating goodwill
as:
 the value of an asset within intangible assets

that was not recognized among the assets of the

acquired company,

¢ the discounted present value of expected future
excess earnings above a normal return on capital
not including goodwill,

+ the excess value of the enterprise other than the
sum of the tangible and intangible net assets that
have been identified and valued.

Internal goodwill that has not been confirmed
by the acquisition of the entity or shares in it is
important for valuation purposes but cannot be
included in financial reports (Maruszewska and
Strojek-Filus, 2016). Thus, accounting rules for
acquired goodwill do not relate to this type of
goodwill. Internal goodwill is verified only when a
real transaction confirms it as purchased goodwill
(Bugeja and Gallery, 2006; Bini and Bella, 2007,
Strojek-Filus and Maruszewska, 2016).

As financial reports are representations of
economic phenomena in words and numbers,
the following problems exist in relation to
purchased goodwill, which may interfere with the
qualitative characteristics of relevance and faithful
representation:
 economic fundamentals of the economic resource,
* initial recognition,

e measurement and impairment (amortization)
charges in years following the acquisition, and

* disclosure.

The above problems are fundamentally important
for investors who invest their capital in various
entities, including entities from the countries of
Central and Eastern Europe, such as Poland, the
Czech Republic, and Slovakia (Uhlenbruck and
Castro, 2000). Discrepancies in regulations relating
to recognition, measurement, and disclosure of

purchased positive and negative goodwill may
result in different decisions being made by users
of financial reports. Information about goodwill
should help users identify the reporting entity’s
financial strengths and weaknesses, and thus
goodwill measurement and disclosure should
focus on presenting the effects of an acquisition
transaction that changed the entity’s economic
resources. Moreover, information about goodwill
should indicate the extent to which the acquirer
has increased its available economic resources,
and thus its capacity for generating cash. Given the
uncertainty of future cash flows, information about
goodwill should help users better predict how
future cash flows will be created.

Previous studies referring to goodwill can be
divided into four themes. The first deals with
goodwill as an enterprise resource, considered
from the point of view of economic theory and
accounting (Hendriksen, 1970; Miller, 1973;
Johnson and Tearney, 1993; McCarthy and
Schneider, 1995; Jennings et al, 1996; Hennings
et al, 2000). The source of goodwill and its elements
have been analysed, and the following components
of goodwill have been identified (Henning et al,
2000):

* increase in value of assets,
» value resulting from the creation of holding
structures,

« value from synergy,

« value that constitutes a revaluation of an entity’s
fair value.

The literature emphasizes that goodwill should be
separated from ‘overpaying’ for another entity or
its shares, which may have different causes (Cohen,
2005; Churyk, 2005). The importance and economic
content of negative goodwill has been stressed
(DeMoville and Petrie, 1989; Comiskey et al, 2010);
in an efficient market where the interests of both
parties to the transaction align, negative goodwill
should not exist. A negative value may rather
demonstrate overvaluation of the assets of the
acquired entity or the shares of the acquired entity.
De Moville and Petrie (1989) describe negative
goodwill as the manifestation of an error in
valuation. They take the view that either goodwill
has been created or has not been created, and do
not allow for the existence of negative goodwill.

The second group of studies consists of those
that relate to the discontinuation of goodwill
amortization and the introduction of impairment
losses according to SFAS 142. Some studies, inter
alia, compared the results of these two solutions
(Bugeja and Galery, 2006; Zhang, 2008; Van Hulzen,
2011; Chalmers, et al., 2011). The results of these
studies conclude that impairment write-offs are the
preferred solution for investors and better reflect
the economic value of the entity. However, Van
Hulzen’s (2011) results indicate some shortcomings
of this solution.



1312

Ewa Wanda Maruszewska, Marzena Strojek-Filus, Jiri Pospisil

Another group of studies focuses on the issue of
disclosure when it comes to combining goodwill
with payables and disclosure or non-disclosure
of other intangible assets (Glaum and Wyrwa,
2011; Shalev et al, 2013; Carvalho et al, 2016).
These studies strongly correspond to IFRS 3.

The largest group of studies includes those that
focus on goodwill and its write-off as an instrument
of an earnings management strategy (e.g. Beatty and
Weber, 2006; Lycklama a Nijeholt and Grift, 2007,
Ramanna, 2008; Ramanna and Watts, 2008; Verriest
and Gaeremynck, 2009; Lycklama a Nijeholt, 2010;
Abu Ghazaleh et al, 2011; Gu and Baruch, 2011;
Lycklama a Nijeholt et al., 2012; Bini and Bella, 2007).

In the course of literature and legal standards
investigation, two hypotheses were developed:

1. Discrepancies exist in the recognition,
measurement, and disclosure of goodwill
between IFRS and the local regulations of
Poland, the Czech Republic, and Slovakia, as
well as among the three neighbouring countries’
codifications.

2. Local accounting for goodwill distorts faithful
representation, thus lowering the relevance of
the information and making it impossible to
compare financial reports of acquirers located
in Poland, the Czech Republic, or Slovakia.

Harmonization and comparability of financial
reports resulting from the harmony in European
Union regulation is crucial to create a common
market and develop domestic entities through
acquisitions. There is a general lack of research
on accounting discrepancies of a specific
financial report item, such as describing different
approaches to accounting for goodwill based on
local accounting regulations. Therefore, there
is no literature describing the impact of these
differences on the relevance of the information
disclosed in the context of comparability and
faithful representation. Based on this identified gap
in the previous literature, the authors chose three
neighbouring countries with similar economic
backgrounds and very similar development of
capital markets for a research study.

Accounting Regulatory Environment

In Poland, the legal approaches to goodwill are
twofold, depending on the type of business entity
and the accounting rules adopted. According
to the regulations of the European Parliament,
IFRS are effective starting from 1 January 2005
for companies listed on public stock exchanges
and banks that prepare consolidated financial
reports. The financial reports of companies that
issue securities already admitted to trading, are
applying for admission to trading, or intend to
apply for admission to trading (on one of the
regulated markets of the European Economic Area
countries) must be prepared in accordance with
IFRS. Moreover, entities of a capital group whose

parent company is required to prepare consolidated

financial reports in accordance with TFRS may also

apply IFRS to their individual financial reports.

In other cases, entities are required to apply the

provisions of the Polish Accounting Act (PAR) and

the specific legislation (regulations) to which the Act
refers.

The principles adopted for identification and
measurement of goodwill in these two sets of
legislation are quite different. These differences
have a conceptual basis primarily associated with
consolidated financial reports. PAR extracts the
goodwill obtained in the acquisition of another
entity and the value of the company, which is the
result of the procedures used to consolidate financial
statements. PAR distinguishes the following:

a) goodwill, which is the difference between the
purchase price of an entity (or its organized part)
and the fair value of the acquired net assets of
the entity (or its organized part), if lower than
the purchase price:

G=C-IV (if C > FV), 6))

............... goodwill,

....purchase price (consideration transferred),

............ fair value of the acquired entity’s net
assets;

b) negative goodwill, which is the difference
between the purchase price and the fair value of
the acquired entity’s net assets, if higher than the
purchase price:

nG=C-Fv (if: C<FV), (2)
where
[ [C— negative goodwill.

Goodwill is presented in the statement of financial
position as a component of the main asset category
of ‘intangible assets’. However, acquired negative
goodwill is recognized in the financial reports as
a component of ‘accruals’, a category of the entity’s
liabilities.

In contrast to IFRS, PAR maintains the amortization
of goodwill. According to PAR, goodwill is amortized
over its useful life using the straight-line method.
If the useful economic life cannot be reliably
estimated, the period of amortization may not be
longer than 5 years. However, this approach is also
mixed in character, because PAR allows writing
goodwill down for impairment losses that are apart
from normal amortization charges. This action is
justified when the on-going amortization charges
are too small in relation to the actual change in the
value of goodwill. The total of annual amortization
charges and any additional impairment loss should
be consistent with the level of the decrease in the
value of goodwill. Furthermore, PAR, like IFRS, does
not allow reversing the impairment.
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In the case of negative goodwill, the accounting
is much more complex and consists of a kind of
compilation of former and current solutions in IFRS
regulations. The negative difference is recognized
and accounted for depending on the amount:

o if the value does not exceed the fair value of
acquired fixed assets, excluding long-term
financial assets listed on regulated markets, the
entity shows the corresponding separate amount
as an item in the consolidated statement of
financial position under ‘Negative goodwill of
subsidiaries’, or in ‘Accruals’;

« if the amount exceeds this value, it is recognized
as income on the date the shares that represent
control are acquired.

This part of the negative difference, which is
disclosed as a liability, is amortized for a period
calculated as the weighted average of the economic
useful lives of the acquired depreciable fixed assets.

Czech accounting legal regulations (CAR) describe
financial accounting in detail, creating coherent
national regulation for financial accounting and
financial reporting in the Czech Republic.
Nevertheless, CAR lists the criteria that allow (or
mandate) a company to follow IFRS (as adopted
by the European Union) rather than the national
financial reporting regulations. Hence there are two
sets of legal regulations for accounting, similar to
Poland, but the mandatory and voluntary adoption
criteria differ. A company whose securities were
admitted to trading on one of the regulated capital
markets of the European Union is required to
prepare both individual and consolidated financial
reports in accordance with IFRS. The criteria for
voluntary adoption of IFRS that apply to individual
financial statements of entities doing business in
the Czech Republic are as follows:

* a company’s securities were recently delisted,
but the company intends to apply for listing of
another security within three years,

* a company is required by its parent company to
report under IFRS for the purposes of consolidated
financial statements under IFRS,

¢ a company has become a parent company
that (regarding the scope of the capital group)
is required or chooses to report consolidated
financial results under IFRS.

CAR define three types of ‘acquisition
difference’, a unique solution compared to
Polish and international accounting for business
combinations. One type is called ‘goodwill’, the
second is called ‘valuation difference’, and the third
is called ‘consolidation difference’. The first two
items are reported as the result of a legal business
combination (e.g. acquisition) while the third one
is the result of a procedure done to consolidate
the financial reports. All three items represent the
difference between the consideration transferred
(hereafter C) and the value of net assets transferred
(hereafter AA). All three items are disclosed in the

statement of financial position as part of long-term
assets. Because the Czech regulations differentiate
between consolidation and non-consolidation
goodwill, they seem to be a solution to the problems
mentioned earlier. However, an in-depth analysis
of the methods used to measure goodwill, valuation
differences, and consolidation differences shows
that all three items are difficult to compare or, in
some cases completely incomparable due to the
theoretical discrepancies underlying each item’s
valuation process.

According to CAR, goodwill is the difference
between the value of an acquired business
(acquired through regular purchase, acquired
as a contribution to equity, or as a result of an
acquisition or similar business combination)
and the net assets transferred from the acquired
company to the acquirer. For the purpose of
goodwill recognition, the value of net assets is
calculated as the difference between the fair value
of the assets (based on an expert’s valuation report)
and the book value of liabilities assumed:

G =C-FVABY, (3)

where:
FVABV ...fair value of entity’s acquired assets minus
book value of liabilities assumed.

In contrast to IFRS and PAR, CAR provisions do
not allow additional separate identification of
intangible assets that were not recognized on the
acquired company’s statement of financial position
at the time of the business combination.

Moreover, goodwill calculated under the Czech
national legislation may result in both a negative
and positive amount; however, in either case,
the treatment of goodwill is the same. As a result,
goodwill is separately recognized as part of long-
term intangible assets as either a positive or
negative value. In the years following the business
combination, goodwill is amortized on a straight-
line basis over not exceeding 5 years. Because
under CAR goodwill can have a positive or negative
value, its amortization is presented among expenses
or recognized gains, respectively, in the income
statement.

The valuation difference of acquired assets is
the difference between the value of the acquired
business (acquired through regular purchase,
acquired as a contribution to equity, or as a result
of an acquisition or similar business combination)
and the net assets transferred from the acquired
company to the acquirer. The value of the net assets
required to measure the valuation difference is
calculated as the difference between the book value
of assets and liabilities as shown in the following
equation:

VD=C-BY, (4)
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where
VD......... valuation difference of acquired assets,
BV....... book value of the acquired entity’s assets

minus book value of liabilities assumed.

Under CAR, similar to the recognition of goodwill,
identification of new intangible assets is not
allowed in the process of recognizing a valuation
difference. A valuation difference of acquired assets
may result in either negative and positive amounts.
Both negative and positive valuation differences
are separately disclosed in long-term tangible
assets in the statement of financial position and are
amortized on a straight-line basis over 15 years.
When the assets transferred do not include long-
term assets with a remaining useful life of more
than 15 years, the amortization period may be
shortened if properly explained in the notes to the
financial report. Moreover, the remaining portion of
the valuation difference is required to be expensed
on the date the last part of the long-term tangible or
intangible assets is disposed of.

To summarize, similar to PAR, users of Czech
financial reports need to distinguish between
goodwill presented in accordance with IFRS and
goodwill recognized in compliance with CAR.
Moreover, financial reports under CAR may contain
two additional items resulting from the accounting
for business combinations: a valuation difference
of acquired assets and a consolidation difference.
Although all four are types of ‘acquisition
differences’ because they represent a difference
between the acquisition price and the value of
net assets transferred, significant discrepancies
between IFRS and PAR make comparability quite
challenging.

The conceptual framework for accounting in
Slovakia is also two-fold and like Poland and the
Czech Republic, Slovak accounting law specifies
which companies are obliged to report under IFRS
regulations. The scope of companies subject to IFRS
differs from those under PAR and CAR. According
to Slovakia’s accounting code (SAR), companies
fulfilling the following criteria are required to
report using IFRS:
 entities exceeding at least two of three listed

criteria: assets greater than 170 million EUR,

revenues greater than 170 million EUR, or number

of employees greater than 2,000;
 banks, insurance companies, and stock exchanges

(including branches and subsidiaries).

Voluntary adoption of IFRS is permitted for
companies meeting specific criteria:

« currentlisting of securities on one of the European

(regulated) stock markets;

e broker companies and similar

(including branches and subsidiaries);
+ acompany that is a successor of another company

that previously reported under IFRS.

institutions

[FRS regulations also apply to consolidated
financial reports, regardless of the criteria
mentioned above. SAR does not regulate the
consolidation of financial reports in detail, but
instead refers to the IFRS (as accepted by the
European Union). In Slovakia, any consolidated
financial reports are therefore prepared using IFRS,
in contrast to individual financial reports, which
are subject to legal dualism.

As a result of the above-mentioned accounting
regulations, two types of goodwill are seen in
the financial reports of entities doing business in
Slovakia: goodwill calculated in accordance with
IFRS and SAR goodwill.

According to SAR, goodwill represents the
difference between the value of the acquired
business (acquired through regular purchase,
acquired as a contribution to equity, or as a result
of an acquisition or similar business combination)
and the net assets transferred from the acquired
company to the acquirer:

G=C-FV. 5)

The value of net assets is calculated as the
difference between assets and liabilities measured
at their fair value on the day of the business
combination. The resulting goodwill value may
be positive or negative and is separately disclosed
as a long-term intangible asset in the statement of
financial position.

In addition to amortizing the value of goodwill
for a period no longer than 20 years, under SAR,
the treatment of goodwill in the years following
the business combination require the acquirer
(or successor) to test goodwill for its potential to
influence future gains or losses, also known as
impairment. If goodwill is found to be impaired,
the successor company is allowed to completely or
partially write it off at the time of the determination,
directly affecting gains or losses in the income
statement. The test for impairment should be done
on a yearly basis, in addition to the straight-line
amortization for the period.

To summarize, users of financial reports
prepared by entities doing business in Slovakia
may observe two types of goodwill: that recognized
in accordance with IFRS and that calculated under
SAR. Slovak accounting for goodwill is similar to
PAR but differs from CAR. Similarly, the position
of goodwill in Slovak financial reports makes
comparisons difficult due to the existing dualism
of accounting regulations and the different
approaches to accounting for goodwill present in
rules of the Czech Republic, its neighbour.

MATERIALS AND METHODS

In searching for the economic transaction hidden
behind goodwill numbers, we examined the scope
of possible differences arising from IFRS, PAR,
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CAR, and SAR by testing a real case of a business
combination reported in accordance with Polish
accounting law. The business combination was
accounted for as the acquisition of company B by
company A, where company A was identified as
the acquirer. The book values and fair values of
all identifiable assets and liabilities of company
B were available based on the documentation of
the acquisition process that took place between
the two Polish limited liability companies. Hence,
documentary research was done to collect the data.
We gained access to all required information about
the purchase price and important details regarding
the consideration transferred to the acquired
company, as well as documentation from the legal
procedures following the acquisition.

An acquisition accounted for in accordance with
PAR was chosen for the study primarily because
despite Polish accounting’s use of book values,
Polish accounting for business combinations
requires the fair value measurements that are
needed for reporting under IFRS. Moreover,
the Polish legal procedure is consistent with the
standards of the European Union merger directive
and requires valuation of the combining entities on
the day common draft terms are issued. As the aim
of the study is to examine the different approaches
to the recognition, measurement, and disclosure
of goodwill, we accounted for this real business
combination using the IFRS, PAR, CAR, and SAR
accounting standards, with goodwill as the focus of
the analysis.

Entities A and B, the subjects of the study, are
both limited liability companies owned by Polish
individual investors, with some equity relationship
between them. Both companies do business in
the same market and the business combination
was seen as a way to increase economic potential
through synergy. The business combination
was booked in company A’s ledger as it was the
acquirer, and all intra-company receivables and
liabilities were eliminated. Because the case is
based on real financial data derived from Polish
entities, all information required to perform the
additional calculations to prepare the statement of
financial position based on IFRS, CAR, and SAR were
available to us with the restriction that the names of
the entity and branch would be kept confidential.

First, all data were collected that were required
to follow IFRS, PAR, CAR, and SAR accounting
procedures for a business combination involving

an acquisition. We further evaluated the legal
process of the business combination with special
consideration of the acquisition date and settlement,
including the remuneration transferred as a result
of the legal acquisition. Tab. I presents the details of
the legal procedure of the business combination.

As a result of the acquisition, the share capital
of company A increased to EUR 30.5 million.
Although the nominal value of the capital increase
was EUR 8 million, the market value of the shares
issued on the day of the acquisition was estimated
at more than EUR 27 million. The market value of
the acquired company was based on the valuation
of an independent expert, using the asset valuation
methodology as of the date the common draft
terms of the planned business combination were
prepared. The significant difference between
the book value of net assets and market value of
company B is due to:
¢ thelarge amount of retained earnings disclosed in

the equity of company B, and
« the reputation of company B based on its long

history of building customer relationships and
trademarks in the industry sector.

In the next step of our study, we carefully
examined the data derived from the financial
reports of companies A and B and recalculated each
line of the statement of financial position into EUR,
as the original currency was the Polish zloty. Tab. II
shows that the acquiring company’s (company A)
total amount of assets is slightly higher than the
amount of total assets of the acquired company
(company B).

Among the book values of company B, there is
a deferred charge of EUR 426,822, which represents
expenses incurred as part of the purchase process,
such as legal and economic advisors, court fees,
etc. This amount was not expensed when it was
incurred but was booked in a separate account
among short-term prepayments and deferred
costs. Moreover, there are differences between
the current values and fair values of company B’s
assets. As company B disclosed current liabilities
on the day of acquisition, there were no differences
between the book and fair values of the liabilities.
In addition, based on business transactions
conducted prior to the acquisition, intra-company
receivables and liabilities, together with a loan of
EUR 31 million, were presented in the statement
of financial position. As a result of the analytical

I Initial financial data presented in the common draft terms of the planned business combination (EUR)

Company A Company B
Nominal value of shareholders’ capital 22,500,000 8,000,000
Net assets = equity 50,077,107 232,168,751
Increase in shareholders’ capital as a result of the acquisition 8,000,000

Source: Authors’ research
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I Initial accounting data of combining entities (EUR)

Company A Company B Company B
frem Book values Book values Fair values
Long-term assets 250,447,753 165,387,817 168,189,862
Intangible fixed assets 249,467 4,481,561 10,205
Tangible fixed assets 250,198,286 8,916,418 16,189,820
Long-term investments 0 151,989,837 151,989,837
Current assets 107,087,620 91,551,845 83,449,696
Inventories 35,022,215 31,236,050 28,434,046
Short-term receivables 46,012,738 54,042,069 49,042,069
Short-term investments 26,052,667 5,846,903 5,546,758
Deferred costs 0 426,822 426,822
TOTAL ASSETS 357,535,373 256,939,662 251,639,558
Equity 50,077,107 232,168,751 0
Share capital 22,500,000 8,000,000 0
Retained earnings 12,163,951 221,769,096 0
Profit/loss for the period 15,413,156 2,399,654 0
Liabilities 307,458,266 24,770,911 24,770,911
Provisions 0 0 0
Long-term liabilities 215,048,737 0 0
Short-term liabilities 91,499,092 24,770,911 24,770,911
Deferred income 910,437 0 0
TOTAL EQUITY AND LIABILITIES 357,535,373 256,939,662 24,770,911

Source: Authors’ research

procedures conducted in the study, intra-company
receivables and liabilities were eliminated.

Next, we applied the methodology adopted
by each of the four legal accounting standards
(IFRS, PAR, CAR, SAR), generating four statements
of financial position for the same acquisition
transaction. Transformation of pre-acquisition
data into company A’s post-acquisition statement of
financial position was mainly focused on thorough
application of IFRS and the three chosen methods
for acquisition accounting with respect to coherent
and comprehensive use of the available financial
data.

Finally, we analysed the results using interpretive
methods that allow recognizing the connection
between the research focus and the phenomena
in the disclosure of goodwill (negative goodwill)
presented in the post-acquisition financial reports.
In this part of the study we also applied the
theoretical perspectives of goodwill accounting
relating to relevant and faithful representation of
the financial results of the acquisition transaction.

The main advantage of this methodology is not to
examine the final statements of financial position
but to go through the accounting for goodwill
procedure step by step. However, it does not allow

for expanded conclusion statements as the subject
data were from the Central European countries
of Poland, the Czech Republic, and Slovakia. The
findings need to be considered in the context
of emerging countries and non-publicly traded
companies.

RESULTS

This section presents the results of our research,
highlighting the contrasting approaches to the
measurement of goodwill as well as its disclosure
in the statement of financial position. Accounting
for the business combination based on the four sets
of regulations resulted in five different statements
of financial position, because the Czech national
regulations allow for two possible methods of
calculating the acquisition difference. These
statements are presented in Tab. III.

The results in Tab. III are consistent with our
hypothesis that discrepancies between IFRS
and domestic standards exist in the recognition,
measurement, and disclosure of goodwill, as
well as among the three neighbouring countries.
Differences go beyond the disclosure of intangible
assets, which include goodwill. This is mainly
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III: Statements of financial position as of the acquisition day (EUR)

Item IFRS PAR CAR1 CAR 2 SAR

Long-term assets 254,599,253 270,799,278 62,579,342 70,681,492 70,681,492
Intangible fixed assets 249,467 259,672 4,731,029 -199,858,115 -199,858,115
Tangible fixed assets 250,198,286 266,388,106 53,696,814 266,388,106 266,388,106
Long-term investments 4,151,500 4,151,500 4,151,500 4,151,500 4,151,500
Current assets 158,619,423 158,619,423 166,721,573 158,619,423 158,619,423
Inventories 63,456,261 63,456,261 66,258,266 63,456,261 63,456,261
Short-term receivables 63,563,736 63,563,736 68,563,736 63,563,736 63,563,736
Short-term investments 31,599,426 31,599,426 31,899,571 31,599,426 31,599,426
Deferred costs 0 0 0 0

TOTAL ASSETS 413,218,676 429,418,701 229,300,915 229,300,915 229,300,915
Equity 235,068,906 260,068,906 76,151,145 76,151,145 76,151,145
Share capital 30,500,000 30,500,000 30,500,000 30,500,000 30,500,000
Retained earnings 14,474,991 14,901,813 28,265,157 28,265,157 28,265,157
Profit/loss for the period 190,093,915 214,667,093 17,385,989 17,385,989 17,385,989
Liabilities 178,149,769 169,349,794 153,149,770 153,149,770 153,149,770
Provisions 25,000,000 0 0 0

Long-term liabilities 67,460,400 67,460,400 67,460,400 67,460,400 67,460,400
Short-term liabilities 84,778,932 84,778,932 84,778,933 84,778,933 84,778,933
Deferred income 910,437 17,110,462 910,437 910,437 910,437
TOTAL EQUITY AND LIABILITIES 413,218,676 429,418,701 229,300,915 229,300,915 229,300,915

Source: Authors’ research

because this business combination resulted in
negative goodwill. The consideration transferred
to the owners of company B, in the form of shares,
was valued at EUR 27 million (nominal value
EUR 8 million) and did not exceed the fair value
of net assets acquired by company A. Moreover,
the purchase price, mainly based on the amount
of consideration transferred, was calculated
differently in all five cases (see Tab. IV). Note that
since Czech national regulations allow the acquirer
to account for the acquired assets and liabilities
either at their book values (CAR 1-recognition of
‘Valuation difference to acquired assets’) or account
for the assets acquired at their fair values (CAR 2—
recognition of ‘Goodwill’), there are two possible
presentations of the transaction in the acquirer’s
balance sheet. It is the acquirer’s choice whether to
account for the acquired assets and liabilities at their
book value (as reported in the acquired company’s
balance sheet) or to have the assets revalued to
their fair values by an independent expert, and
account for them at their fair values. Even though
the presentation of the transaction according to
Slovak national regulations resulted in the same
presentation in the acquirer’s balance sheet as in the
case of CAR 2, there is one significant difference in
the goodwill calculation. Unlike the Czech national

regulations, Slovak national regulations require
both acquired assets and acquired liabilities to be
accounted for at their fair value in the acquirer’s
balance sheet. Since the fair value of Company B’s
liabilities in the transaction analysed equals their
book value, there is no obvious difference between
the CAR 2 solution and the SAR solution, as the
difference in these two approaches is hidden in the
valuation of liabilities and the goodwill calculation.

All financial data presented in Tab. IV refer to the
accounting equation that must be maintained to
account for a business combination. As the purchase
method was used to account for the business
combination of companies A and B, the main issue
concerns the difference between the market value
of consideration transferred and the fair value of
the net assets acquired by company A. In each case,
there is a difference, as the purchase price is less
than the net assets purchased. As seen in Tab. 1V,
the different accounting standards result in very
dissimilar presentations of the difference. According
to IFRS, the difference affects profit (loss) for the
period, while in the financial reports based on
Polish regulations, it is presented among liabilities
as deferred income. Conversely, the difference is
presented in Czech and Slovak financial reports
among either tangible or intangible assets. The way
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IV: The excess of the purchase price over fair value of net assets acquired (EUR)

Item IFRS PAR CAR1 CAR 2 SAR
Nommal value ?f 1ssped shares = increase 8,000,000
in shareholders’ capital
Market value of shares issued 27,000,860
Additional expenses (referring to Expensed Expensed Expensed Expensed
the business combination procedure) on the day 426,822 on the day ontheday  ontheday
increasing the purchase price of occurrence of occurrence of occurrence of occurrence
Total purchase price 27,000,860 27,427,682 27,000,860 27,000,860 27,000,860
Fair value of assets acquired 251,639,558 251,639,558 N/A 251,639,558 251,639,558
Fair value of liabilities acquired 24,770,911 24,770,911 N/A 24,770,911 24,770,911
Fair value of net assets purchased 226,868,646 226,868,646 N/A 226,868,646 226,868,646
Book value of assets acquired N/A N/A 256,939,662 N/A N/A
Book value of liabilities acquired N/A N/A 24,770,911 N/A N/A
Book value of net assets purchased N/A N/A 232,168,751 N/A N/A
Difference (purchase price -netassets 5,4 117 785 199,690,964 -205417,891 -200,117,786 -200,117,786
acquired)
Bargain Negative Vel
The wording used to describe the difference & gatw difference of Goodwill Goodwill
purchase goodwill :
acquired assets
Final amount disclosed in financial report 158,667,761 16,200,025 -205,417,891 -200,117,786 -200,117,786
Profit for Deferred 3 .
Position of disclosure the period income  Tangible asset mEmlie il
. e asset asset
(equity) (liabilities)

Source: Authors’ research

the discrepancy is disclosed in the financial reports
is the main reason for the completely different
structures of the statement of financial position and
the amount of profit for the period (see Tab. IIT and
Fig. 1).

The amount of total assets calculated in accordance
with IFRS and PAR is almost double that of CAR and
SAR (187%). Long-term assets per PAR are 4.3 times
greater than those disclosed under CAR, while the
difference in current assets amounts to 5% (see
Fig. 1). A deeper analysis of long-term assets reveals
an enormous disparity in the values of tangible and

intangible assets. When we compare the amounts
of tangible assets disclosed in each scenario, we
find that the amount of tangible assets disclosed in
CAR 1 differs significantly from the other scenarios.
The value of tangible assets disclosed under CAR 1
is approximately five times less than value of
tangible assets disclosed in the other scenarios.
The reason is that the acquisition difference in
CAR 1 (i.e. valuation difference of acquired assets)
is reported in the balance sheet as a negative
tangible asset. Moreover, the methodology that
guides CAR 1 financial reports does not allow

san | D)
Sl B Long-term assets
can1 | ) B Current assets
B Equity
L Liabilities
IFRS
€- € 500 €1000

1: Structure of the statement of financial position as of the day of

acquisition (mln EUR)
Source: Authors’ research
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revaluation of the assets and liabilities acquired,
which is why the value of intangible assets reported
in this scenario is the highest. In this transaction,
the value of the intangible assets of the acquired
company (Company B) were decreased significantly
as a result of the transaction revaluation process.
This decrease in value is ignored by the method
employed in the CAR 1 scenario. SAR and CAR 2
scenarios yield identical results as far as the
balance sheet of the acquirer (Company A) is
concerned. Still, there is an important difference
in the methodology used in these two scenarios
regarding valuation of liabilities (see above). Both
SAR and CAR 2 lead to a negative value of intangible
assets. This is due to the rather low fair value of
intangible assets acquired and even more so to the
great difference between the value of net assets
acquired and the value of the business as a whole
based on the valuation done by the independent
expert. This discrepancy resulted in rather high
negative goodwill value that is (under SAR and
CAR 2) reported as an intangible asset.

Although share capital is the same in each
financial report, the maximum difference in the
value of equity approximates 342%. The difference
is comprised of retained earnings (189%) and profit
for the period (1 235%). The greatest difference
among the five financial reports is profit for
the period, due to the way additional expenses
(incurred during the business combination legal
procedure) were booked and because of the
approach to the bargain purchase. The variation
between the maximum and minimum values of
liabilities disclosed total EUR 25 million, which
consists of provisions disclosed only in the IFRS
financial report. Provisions were booked in the
process of revaluing the assets and liabilities
acquired by company A to their fair values. In the
first step of the re-measurement process due to
a bargain purchase, intangible and tangible asset
values were decreased to zero. The second step
consisted of disclosure of the provisions for future
anticipated costs. As a result, the bargain purchase
of EUR 159 million increased the reported profit for
the period.

V: Accounting for goodwill — similarities and differences

DISCUSSION

Given our literature and regulatory reviews, we
assumed that financial reports would be diversified
in terms of goodwill presentation. Notably, the
methods for recognition, measurement, and
disclosure of goodwill in the three Central European
countries have significant differences that can be
observed in financial reports. In this context, our
findings are in accordance with previous literature
calling for worldwide accounting harmonization.
That is, we identified that accounting practices do
not always follow the fundamentals of accounting.
In theory, as an economic resource, goodwill may
be defined as the excess of the value of a business
as a whole over the values of its individual tangible
and intangible net assets. In practice, in two out of
the three selected countries we found that goodwill
serves only as a balancing item.

The discrepancies identified are both conceptual
and methodological. The differences arise mainly
because of opposing consolidation concepts that
were used as the basis for IFRS, PAR, CAR, and
SAR statements. International standards are
based on the theory of the economic entity, while
PAR solutions were built upon parent company
extension theory. On the other hand, CAR and SAR
constitute a peculiar hybrid of contrasting theories.
Furthermore, the dissimilarities of accounting
for goodwill originate because of the contrasting
measurement bases, as SAR does not allow for fair
value measurement of net assets acquired. This
contradiction results in huge discrepancies in the
amount of goodwill as well as in the value of total
assets. In addition to the different measurements
for goodwill, there are also contrasting subsequent
accounting standards for the following years. IFRS
do not allow for amortization of goodwill and
impairment tests are required, encompassing cash
generating unit recognition. On the other hand, PAR,
CAR, and SAR allow for straight-line amortization
of goodwill, creating another significant difference
in the presentation of the economic phenomena of
a business combination.

Another important disparity observed relates to
negative goodwill or gain from a bargain purchase.

Issue IFRS PAR CAR SAR
Goodwill recognition and disclosure Yes  Yes  Yes  Yes
The excess of the purchase price over fair value of net assets acquired disclosed on a ¥
financial report line other than goodwill s No ves No
Goodwill as a separate item in the statement of financial position Yes  Yes  Yes  Yes
Goodwill is subject to amortization No Yes  Yes  Yes
Goodwill is subject to impairment only Yes  Yes No No
The existence of a relationship between the amount of goodwill and non-controlling Yes No Yes No

interests measurement

Source: Authors’ research
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In the case of IFRS financial reporting, the excess
of the fair value of net assets over the purchase
price is presented among profits for the period,
while PAR calls for a separate liability item called
negative goodwill and partial disclosure as profit
for the period. Under CAR and SAR, the excess is
disclosed among assets as a negative value. The
major differences among IFRS, PAR, CAR, and SAR
accounting for positive and negative goodwill are
described in Tab. V

We found that these differences among
the existing accounting regulations in three
Central European countries are the source of
the fundamental differences among financial
reports. This raises a question about the faithful
representation of the economic phenomena of
business combinations and possible usage of these
dissimilarities for earnings management practices
in the case of acquisition transactions. The distinct
differences identified also raise a question about
whether users of financial reports can compare the
economic information about the value of business
combinations and their financial consequences.
Each entity discloses a different value of total assets,
a contrasting structure of assets and liabilities, and
dissimilar profit for the period.

Overall, we find that the recognition,
measurement, and disclosure of goodwill does
not convey relevant information for investors of
companies from Poland, the Czech Republic, and
Slovakia. In financial reports prepared in accordance
with Czech or Slovak accounting rules, goodwill is
seen as an arithmetic exercise and thus does not
provide information about the future acquirer’s
performance. Moreover, there is no link between
the theoretical underpinnings of goodwill described

in prior literature or in the development of IFRS
for business combinations and the methodology
used in Czech or Slovak accounting for business
combinations. In other words, present accounting
for goodwill does not follow international guidance
that describes this economic resource as a special
result of a business combination transaction.
A negative value of intangibles (observed in Czech
and Slovak financial reports) questions the faithful
representation of assets as future economic benefits
resulting from past events. On the other hand,
disclosure of goodwill according to PAR is much
closer to IFRS solutions, although Polish standards
are based on different theoretical underpinnings.
Polish regulations were established when the
previous international standard (IAS 22) was in
force. Therefore, although the Polish solution does
not treat goodwill only as a balancing item, the
law is based on a theoretical basis derived from
an international background. However, PAR has
not kept up with the changes introduced to IFRS in
2001.

The results show a lack of consistent rules in
the accounting regulations of Poland, the Czech
Republic, and Slovakia in terms of positive and
negative goodwill and supports our hypothesis.
Moreover, it stresses that present accounting
regulations distort the economic content of the
statement of financial position, leading to questions
about the faithfulness of the financial reporting
presentation of economic phenomena in the context
of goodwill. We showed in this case study that
comparing financial reports is impossible and the
decision usefulness of the disclosures is adversely
affected.

CONCLUSION

Using a case study of a business combination of two Polish entities, we investigated the scope of
differences in IFRS, PAR, CAR, and SAR goodwill accounting. Our research design allows us to compare
four sets of standards, thus omitting company specific variables. The results of the study show large
discrepancies in the recognition, measurement, and disclosure of goodwill (negative goodwill) arising
from a business combination. The differences among IFRS, PAR, CAR, and SAR can be observed both
in the amount and structure of assets and liabilities. Second, we found that discrepancies also occur
in the statement of profit and loss. Contrasting financial results were disclosed in the financial reports
as a consequence of the business combination, constituting the second biggest discrepancy resulting
from non-convergence of accounting for business combinations.

As goodwill is a kind of ‘financial outcome’ of a company acquisition transaction, dissimilarities
occur in the characteristics and value of this item presented in the statement of financial position.
Based on the study, four different reporting consequences can be observed:

* negative goodwill displayed as a positive number in the liabilities group,

« goodwill reported as a negative number within intangible assets,

« avaluation difference presented as a negative number among tangible assets, and

« profit for the period instead of goodwill in the statement of financial position.

Moreover, due to contemporary dualism of accounting regulations in Poland, the Czech Republic, and
Slovakia (IFRS vs. domestic accounting regulations), the possible disclosures of business combinations
are not limited to the solutions presented in this study. In each country, there is a possibility that
a business combination will be accounted for in accordance with IFRS, particularly in the case of

publicly traded entities.
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The situation described makes comparability of financial situations almost impossible, especially
in the case of accounting for cross-border acquisitions of neighbouring Polish, Czech, and Slovak
entities. In light of the regulations enforced by the European directive on cross-border mergers,
contradictions within the accounting regulations do not encourage free movement of capital
among these countries. Based on this study, we point out the need for changes within domestic
laws referring to accounting for business combinations. Maintaining the current status of domestic
accounting regulations constitutes a major obstacle for investors, increasing inter alia transaction
costs. We assert that standardization of accounting for acquisitions is a must among the three
neighbouring countries, preferably based on IFRS. These conclusions are in the line with previous
research stating that convergence of accounting practices helps reduce discrepancies and limits
earnings management practices that lower the quality of financial reporting.

Considering usefulness of the information presented in financial statements as its primary
characteristic (conceptual framework), we point to distortions in the case of goodwill accounting.
The various effects of the same transaction presented in the financial statements using accounting
standards from Poland, the Czech Republic, Slovakia, and IFRS show that, from an investor’s point
of view, information regarding goodwill cannot be considered useful for decision-making, and may
lead to different investor decisions in each case.

Finally, the study confirms that the accounting treatment of goodwill still constitutes a source of debate
and opinion. This result is not surprising, given the sophisticated economic nature of this economic
resource. Consistent with this, we see that there is a long way to go to clarify the nature of goodwill
and improve how it is accounted for, as well as providing a relevant and faithful representation of
goodwill in financial reports. On the other hand, we acknowledge that the results of our study may
not be generalizable to other countries. However, we believe that our results may be generalizable
to other emerging market countries with similar economic and political environments, namely to
other Central Eastern countries. Thus, our results reveal the need for harmonization of accounting
for goodwill, preferably in accordance with IFRS.

As this is a descriptive study, the focus was on drawing a general picture of goodwill recognition,
measurement, and disclosure practices in Central European countries. Future research is
recommended to deepen the study and investigate the consequences of the discrepancies identified
In cross-border business combinations.
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