
November 2010

A publication from the 
Transaction Services practice

Avoiding earnings surprises: 
Address valuation and 
acquisition accounting impacts 
up front 

At a glance
To structure and communicate 
M&A deals effectively, 
companies must consider the 
appropriate level of analysis 
required to provide earnings 
guidance to analysts and 
investors.

Benchmarking estimates 
should not be the only data 
considered when assessing the 
accretive/dilutive impact of a 
transaction.

Thoroughly assessing 
the impact of acquisition 
accounting rules on earnings 
during the due diligence 
period provides the most 
meaningful analysis.
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When getting ready to announce a 
deal, ask yourself: Has the accretion/
dilution analysis been vetted? Have such 
items as intangible asset amortization, 
restructuring charges, conforming 
accounting policies, etc., been 
appropriately considered? If the answer 
to any one of these questions is “no,” 
certain pitfalls may be looming down the 
road. Fortunately, they can be avoided 
by thorough planning and assessing the 
impact of acquisition accounting rules 
during the due diligence period.

Recognizing the danger 
zones
The last thing any CFO needs is to discover 
an unanticipated negative earnings 
impact once a deal has closed. That’s why 
acquiring companies must understand 
the impact of acquisition accounting on a 
newly merged company’s earnings. One 
danger zone is increased depreciation 
and amortization related to recording 
the acquired net assets at fair value. The 
other relates to potential charges resulting 
from the introduction of new M&A 
accounting standards that went into effect 
in 2009. Both have the potential to create 
unwelcome surprises after the deal has 
closed. 

To structure and communicate M&A deals 
effectively, companies must also consider 
the appropriate level of analysis required 
when providing earnings guidance to 
analysts and investors, and also how best 
to mitigate fi nancial statement recasting 
risk resulting from unexpected acquisition 
accounting impacts. 

In this edition of PwC’s Valuation Series, 
we discuss certain key variables that affect 
the quality of pre-acquisition valuations, 
acquisition accounting exercises, and 
the approaches that yield the most 
meaningful results.

Background
There has been a shift in recent M&A 
activity from fast-paced, auction-based 
transactions to lengthier processes and 
more carefully negotiated deals. This has 
occurred because buyers have generally 
become more risk adverse due to 
changing market conditions. In response, 
more due diligence is being performed by 
corporate boards, managers, and private 
equity investors. 

For earnings per share (EPS) sensitive 
companies, a shift has also occurred 
toward assessing the earnings impact of 
the potential transactions during the due 
diligence phase. This shift has been driven 
by new accounting standards that became 
effective in 2009 which require more 
assets and liabilities to be recorded at fair 
value. This has resulted in a greater focus 
by stakeholders on the fi nancial reporting 
implications of a transaction.

Investment bankers and other advisors 
previously estimated the impact of 
acquisition accounting using “rules of 
thumb” or by undertaking high-level 
ben-chmarking analyses. While such 
information may serve as a “ballpark” 
fi gure, those estimates may be obsolete 
for communicating the expected earnings 
impact of planned acquisitions. “Close” 
may be good for horseshoes, but analysts 
and investors have a different view when 
it comes to earnings impact. 

Consider the following scenario: You 
are a CFO or controller of a publicly 
traded company. Your CEO is about to 
announce an acquisition and plans to 
tell the "Street" the potential earnings 
impact of the deal. How comfortable are 
you with what he or she is going to say 
to those analysts who closely cover your 
company's stock? 



3                     3 

By integrating valuation and acquisition 
accounting insights into a due diligence 
exercise, boards and management are 
better informed about the fi nancial 
reporting implications of contemplated 
transactions.

This is not to say that a benchmarking 
study is not useful when estimating the 
post-acquisition earnings impact of a 
planned acquisition. Benchmarking may 
provide useful insights when assessing the 
accretive/dilutive impact of a transaction 
being considered, but it should not be the 
only data point considered. (See page ___ 
for more information on benchmarking and 
its limitations on estimating EPS impact.)

Determine the appropriate level of 
analysis

Benchmarking can be useful if done with 
care and the limitations are appropriately 
considered, especially when timeframes 
are extremely compressed. However, 
companies should carefully consider the 
appropriate level of analysis required 
when estimating the post-acquisition EPS 
impact of a planned acquisition. 

One of the perils of benchmarking is that 
prior transactions used to benchmark 
may not be comparable to the transaction 
being considered. In such instances, 
the amounts recorded in acquisition 
accounting could differ signifi cantly from 
expectations initially communicated to 
investors. 

In cases where a benchmarking exercise 
is not appropriate, a more in-depth 
preliminary valuation analysis should 
be undertaken. This assessment would 
ascribe preliminary values to the key 
tangible and intangible assets, which 
would provide a more meaningful and 
reliable result.  

It is not just that risk tolerance has 
changed. So too have the accounting 
rules. By performing a deeper analysis, 
which can often be effi ciently leveraged 
for a post-deal compliant valuation, 
companies can miti-gate the risk of having 
to recast fi nancial statements should the 
post-deal acquisition accounting results 
differ signifi cantly from any preliminary 
amounts recorded. 

How to avoid earnings 
surprises during due 
diligence
Understand the limits of benchmarking 

Many companies historically assessed 
the post-acquisition earnings impact of a 
potential deal by estimating the fair value 
of intangible assets without signifi cant 
analysis. These estimates, which were 
largely driven by “benchmarks,” were 
based on the allocation of a percentage of 
the purchase price to amortizable assets 
recorded in prior transactions where 
publicly available information existed. 

This approach is easy to apply but loaded 
with potential pitfalls. For example, 
consider the post-acquisition accounting 
for certain balance sheet accounts such 
as liability-classifi ed earn-outs and 
in-process research and development 
(IPR&D). These items, which may not 
be factored into data collected through a 
benchmarking study that is inclusive of 
transactions closed prior to 2009, could 
result in an unexpected EPS impact post-
acquisition.   
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However, these limitations can be 
overcome by integrating a valuation 
adviser into the due diligence team. An 
embedded valuation adviser can offer 
signifi cant improvements to and insights 
into the overall deal process, especially 
where information is fairly limited. In fact, 
most key intangible assets, liabilities, and 
acquisition accounting issues that impact 
post-acquisition EPS can be extracted 
from very few key items which are easily 
accessible through an integrated diligence 
team (see sidebar). 

Although the results of such an exercise 
are not suffi cient for post-transaction 
fi nancial reporting or tax purposes (due 
to the limitations noted earlier), this 
modeling effort is typically a more refi ned 
and well thought out approach than a 
simple benchmarking study. It can also 
be leveraged in the work performed for 
a post-transaction valuation, or one that 
can be used for pro-forma purposes in 
fi nancing documents or communications 
with shareholders.

A better approach?

Greater risk aversion has also led to more 
robust “modeling” exercises conducted 
by buyers during the diligence phase. 
Such approaches are designed to partially 
replicate a “post-deal” compliance-
focused valuation exercise. But due to 
lack of complete information, access to 
target management, and time constraints, 
calculations in the pre-acquisition analysis 
will depend on key assumptions. 

Key variables impacting EPS

One of the perils of benchmarking is that 
prior transactions used to benchmark may 
not be comparable to the transaction being 
considered. In such instances, the amounts 
recorded in acquisition accounting could 
differ signifi cantly from expectations 
initially communicated to investors. 

Most key intangible assets, 
liabilities, and acquisition 
accounting issues that 
impact post-acquisition EPS 
can be extracted from very 
few key items which are 
easily accessible through an 
integrated diligence team, 
such as:   

• A buyer’s deal model 
(forecast) and expected 
purchase price;

• A summary of the target’s 
intellectual property (e.g., 
patents, trademarks, 
copyrights, etc.);

• Discussions with the buyer 
about key value drivers;

• Expected synergies 
segregated into acquirer-
specifi c versus those 
synergies that market 
participants could realize;

• Information related 
to historical customer 
attrition or historical 
revenue by customer;

• An understanding of the 
expected lives and life/
decay curves of the target’s 
wasting as-sets, such 
as technology, existing 
products, etc.; and

• Summarized fi xed asset 
ledgers with historical cost 
and net book values.
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Other acquisition accounting related 
issues 

Valuation expertise is required to properly 
apply acquisition accounting, but that 
is only one component of the exercise. 
Acquisition accounting expertise should 
also be integrated into the due diligence 
and valuation exercise so that a thorough 
analysis of signifi cant factors that may 
impact post-deal earnings are considered. 
Two often overlooked technical issues, 
as discussed below, can mean a big 
difference after the deal closes. 

Method of amortization. When assessing 
the impact of acquisition accounting 
on a potential transaction, estimating 
the range of value of intangible assets is 
the fi rst step of the process. The second 
step involves establishing the method 
or pattern of amortization in the post-
acquisition period. 

Judgment is required to determine the 
estimated useful life of each amortizable 
intangible asset. When making this 
determination, various company-specifi c 
factors should be considered. These 
factors include the remaining contractual 
term of underlying agreements that 
may give rise to intangible assets, the 
remaining economic life of these assets, 
and the level of cash fl ow these assets 
generate. Without taking such factors 
into consideration, the amount of 
amortization recognized in the post-
acquisition period may differ signifi cantly 
from the “straight line” amounts often 
refl ected in a deal model or benchmarking 
analysis.

Companies should also use caution when 
categorizing certain intangible assets 
as indefi nite-lived. If benchmarking is 
being used as the primary valuation 
methodology, failure to fully understand 
the factors that led to this classifi cation 
could lead to unexpected amortization in 
the post-acquisition period.  

Deferred revenue. One of the most 
overlooked potential impacts to post-
acquisition earnings relates to deferred 
revenue. Deferred revenue is often 
present on a target’s balance sheet 
due to payments received before the 
completion of performance obligations. 
The valuation of deferred revenue in 
acquisition accounting has historically 
led to a reduction to the acquired 
deferred revenue balance and the related 
post-deal revenue and earnings of the 
combined company. This is the result 
of the interaction of the accounting 
convention giving rise to the deferred 
revenue, and the acquirer’s economic 
costs of fulfi llment. As revenue growth 
is often a key metric in evaluating the 
results of a transaction, an assessment 
of any potential adjustments to deferred 
revenue during the diligence phase is key 
to understanding the impact on both EPS 
and future revenue.

Conclusion
Assessing the impact of contemplated 
transactions using benchmarking 
studies introduces risk that the amounts 
recorded in acquisition accounting may 
differ signifi cantly from expectations 
communicated to key stakeholders. 
The factors cited on page ___ highlight 
the importance of understanding the 
details behind amounts recorded in 
prior transactions that serve as a basis 
of a benchmarking analysis. Failure to 
do so may result in a surprise in post-
acquisition EPS, and in the most extreme 
case, in a dilutive impact to EPS when 
the transaction was initially thought and 
communicated to be accretive. 

Therefore, consideration of 
supplementing benchmarking studies 
with a more robust exercise integrated 
with due diligence procedures should be 
conducted to mitigate future surprises. 

There are many benefi ts of integrating 
transaction services professionals that 
specialize in acquisition accounting and 
valuation into a due diligence team. 
By doing so, companies will be better 
positioned to assess the earnings impact 
of potential acquisitions and communicate 
such impacts to stakeholders with 
confi dence. 

For assistance with your situation

PwC brings a deal-driven approach to the 
diligence process and provides integrated 
teams of industry, accounting, valuation, 
operational and tax experts to meet the 
needs of our clients.

Visit the “Publications” section at 
www.pwc.com/ustransactionservices to 
access additional resources and in-depth 
insights on critical M&A issues that PwC 
has gleaned from advising many of the 
world’s leading corporations and private 
equity fi rms. Look for our whitepaper on 
Returning to M&A: valuation due diligence 
for insights on a range of variables to 
consider in executing successful deals.

PwC’s Transaction Services practice provides strategic thinking on a wide range of issues 
that affect the deal community. To learn more about how we can help you on your next deal 
visit us at www.pwc.com/ustransactionservices.
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Limitations of benchmarking 
in estimating EPS impacts

The following points represent some of the 
limitations of performing a benchmarking exercise 
to estimate the EPS impact of acquisition accounting 
adjustments:    

• Benchmarking relies on prior transactions 
from broader sector groups. Benchmarking 
implicitly assumes that the prior transactions 
are comparable to the target being evaluated. In 
reality, it is diffi cult to identify a suffi cient number 
of truly comparable transactions to develop an 
adequate sample set to be used in a benchmarking 
analysis. Although the prior transactions 
identifi ed may involve acquirees that are part 
of the target’s broader sector group, signifi cant 
differences may exist (e.g., business models, 
operational risk factors, operating performance, 
cost structures, geographic presence, target 
markets, etc.) that call into question their true 
comparability to the target being evaluated.

• Benchmarking often assumes that the 
data from the time period being analyzed 
is applicable to the transaction being 
contemplated. During 2009, new accounting 
rules related to M&A transactions became 
effective, introducing further complexities to the 
estimation of the earnings impact of a transaction 
when performing a benchmarking analysis. 
The implication is that the prior transactions 
considered may account for certain items 
differently and exclude key intangible assets 
depending on the accounting rules that were 
applied when these transactions closed. 

 The new accounting standards require the 
recognition and fair value measurement of assets 
and liabilities that were not previously recorded in 
prior practice such as defensive intangible assets 
and contingent assets and liabilities (including 
contingent consideration). Companies that fail 
to take this into account when including older 
acquisitions during benchmarking run the risk 
of not properly identifying assets and liabilities, 
which could result in understating expected 
amortization expense.  

 Furthermore, the current accounting 
treatment for transaction expenses, contingent 
consideration and restructuring charges vary 
signifi cantly from prior accounting rules. This 
variance creates an inconsistency in the way the 

purchase price under the prior accounting rules 
was measured relative to the transaction under 
consideration, which can result in misleading 
benchmarking ratios. 

 Lastly, transaction multiples change throughout 
the M&A cycle and are affected by changes in 
general macroeconomic conditions. Failure to 
take this into account when benchmarking may 
result in distorted ranges, which could lead to 
post-acquisition earnings surprises.

• Key deal drivers. Depending on the nature of 
the transaction and key drivers of the target’s 
business, intangible assets could represent more 
or less of the purchase price relative to those 
recognized and measured in prior transactions.  
For example, consider a transaction that involves 
a target in the pharmaceutical industry. The 
primary motivation for the prior transaction 
could have been to acquire core technology. 
But the key driver for the transaction being 
contemplated could be to acquire a portfolio of 
developed products. In the absence of making the 
appropriate adjustments, the value ascribed to 
various intangible assets may differ signifi cantly 
from the amounts that would ultimately be 
recorded in acquisition accounting when a more 
robust analysis is performed.     

• Failure to consider differences in the deal 
structures of prior transactions may distort 
benchmarking ranges. If benchmarking is 
being used to estimate the fair value of acquired 
assets during the diligence phase, buyers should 
understand the tax attributes of the prior 
transactions being considered. This requires 
a thorough understanding of (i) whether the 
transaction is taxable or non-taxable, and (ii) the 
tax basis of the acquired assets and liabilities. 

 Because non-taxable transactions result in 
different fi nancial reporting and tax bases, an 
additional level of goodwill is created through 
the recognition of deferred tax liabilities. This 
additional level may distort the data obtained 
from prior transactions used for benchmarking 
purposes, thereby creating concerns as to their 
true comparability to the transaction under 
consideration. 
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