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What is Goodwill?

* Goodwill happens when one company buys another
* Goodwill = Purchase Price - Book Value

+ Book Value = Net asset value/Shares Outstanding

* Net asset value = Tangible assets - Liabilities

« Total Assets = Tangible + Intangible

Tangible Assets Intangible Assets

Equipment Trademarks

Machinery Franchises

Buildings Copyrights
Vehicles Licenses
Stock Goodwill
Land Patents

Cash Brands

Goodwill Breakdown

A company will buy another in excess of its book value to get
» The company’s brand name,

» Good company relations in the community,

+ Solid customer base,

» Good customer relations,

» Good employee relations,

» Any patents or proprietary technology
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Example of Goodwill: Company B buys Company Ain a
cash transaction

- |f each share of Company A has a book value of $150, and
« Company B paid $250 for each share, then

» Company B paid $100 in goodwill for each share.

Example in Accounting

» When Company B prepares its balance sheet, it must
account for the goodwill it paid for the purchase of
Company A.

» In most cases, $150 of each stock's purchase price will
appear under “book value”,

» while the remaining $100 will appear as an intangible asset
under "goodwill.”

» Cash assets decrease by $250

» Shareholder equity unchanged; Company B got “bigger”,
but did it get “better’?
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Goodwill to Total Assets Ratios
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Historical Sales and EPS % Growth Rates
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Goodwill impairment is a charge that companies record when

« goodwill's carrying value on financial statements

* exceeds its fair value.

» Goodwill impairment arises when there is deterioration in the capabilities of
acquired assets to generate cash flows

BREAKING DOWN 'Goodwill Impairment’

« Goodwill impairment is an earnings charge that companies record on their
income statements after

« they identify that there is persuasive evidence that the asset associated with
the goodwill can no longer demonstrate financial results that were expected
from it at the time of its purchase.

« A goodwill impairment which is recorded as an EXPENSE on the Income
Statement.
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http://www.investopedia.com/terms/c/carryingvalue.asp
http://www.investopedia.com/terms/i/impairment.asp
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