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Introduction
This paper follows on from the previous paper prepared on merger issues where the fundamental differences 
between a merger, federation of colleges, lead college model and collaborations were considered.

The purpose of this paper is to consider the accounting treatment of business combinations including the 
necessary disclosure requirements and alignment of the accounting policies.  The paper then highlights the 
operational matters which require to be considered including the preparation of cessation accounts and 
the closure and transfer of trading organisations. 

Merger accounting
Institutions must assess, in accordance with Financial Reporting Standard (FRS) 6 ‘Acquisitions and 
Mergers’ whether the combination of an institution with another institution is an acquisition or merger for 
accounting purposes.  Merger accounting should only be used where combinations are not, in substance, 
the acquisition of an entity (or another institution) by an institution but the formation of a new reporting 
institution as a substantially equal partnership where no institution is dominant.

Institutions should consider the substance of the transactions and not solely the legal form when considering 
whether or not a combination meets the criteria set out in FRS 6.

This definition has been taken from the ‘Statement of recommended practice (SORP): accounting for 
further and higher education – Accounting for business combinations’.

Definition (FRS 6)
A Merger is “a business combination that results in the creation of a new reporting entity formed from 
the combining parties, in which shareholders of the combining entities come together in a partnership for 
the mutual sharing of the risks and benefits of the combined entity”.

An Acquisition is “a business combination that is not a merger”.

Conditions
For merger accounting to be permitted (i.e for a true merger for accounting purposes to have occurred), 5 
criteria must be met.  If all 5 criteria are not met, this indicates that the accounting definition of a merger 
has not been met. (Note that only 3 of the 5 criteria are applicable to colleges).

•	 Role of the Parties
o A combination cannot be accounted for as a merger if one party is portrayed as the acquired or 

the acquirer.

•	 Dominance of management
o All parties to the combination, as represented in the boards, participate in establishing the 

management structure for the combined entity and in selecting the management personnel, and 
such decisions are made on the basis of a consensus between the parties to the combination.

•	 Relative size of the parties
o The relative sizes of the combining entities are not so disparate that one party dominates the 

combined entity by virtue of its relative size.

•	 Non – equity consideration 
o Not applicable as colleges have as no shareholdings

•	 Interest in future performance
o Not applicable as colleges have no shareholding.
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If the 3 relevant criteria above are not met then the business combination must be accounted for as an 
acquisition.  

In relation to the relative size of the parties FRS 6 contains the following definition:

‘A party would be presumed to dominate, if it is more than 50 per cent larger than each of the other parties 
to the combination, judged by reference to the ownership interests; that is, by considering the proportion 
of the equity of the combined entity attributable to the shareholders of each of the combining parties.’

The criteria in relation to ownership interests is not relevant to institutions, however, if one institution is 
50% larger than the other institutions in size then this institution would be considered as the dominant 
party.

FRS 6 does however state that ‘this presumption may be rebutted if it can be clearly shown that there is 
no such dominance’ in relation to other factors ‘such as voting or share agreements, blocking powers or 
other arrangements, can mean that a party to the combination has more influence, than is indicated by 
its relative size.’

If one institution is 50 per cent larger than the other parties to the combination but it is not able to exert 
blocking powers or have more influence over the other parties then the presumption can be rebutted and 
the combination would be accounted for as a merger.
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Accounting Treatment

Merger

Income & Expenditure/Balance Sheet/Cashflow

In merger accounting the financial statements of the parties to the combination are aggregated and 
presented as though the combining entities had always been part of the same reporting entity.  

Where the business combination happened on the first day of the new accounting period the comparative 
figures of the first set of the newly merged consolidated accounts will be restated to comprise the figures 
from the parties merging.  This treatment will apply even when the legal entity of one of the colleges is 
used as the merger vehicle.

Where the combination happened part way through the accounting period the results of the combining 
entities for the full financial year are reflected in the group accounts for the period and comparative 
amounts are presented on the same basis.  

Adjustments should be made as necessary to achieve uniformity of accounting policies.

The reserves at the beginning of the year should be adjusted to include the reserves of the merged entities.  

Acquisitions

Income & Expenditure/Balance Sheet/Cashflow

Under acquisition accounting, the identifiable assets and liabilities of the acquired entities should be 
included in the acquirer’s balance sheet at their fair value at the date of acquisition.  The results and cash 
flows of the acquired entities should be brought into the group accounts only from the date of acquisition.  
The figures for the previous period for the reporting entity should not be adjusted.  The difference between 
the fair value of the net identifiable assets acquired and the fair value of the purchase consideration 
(normally nil) is goodwill, positive or negative.
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Accounting disclosures

Notes

Merger(and acquisition)

The following information in respect of all business combinations occurring in the financial year, whether 
accounted for as an acquisition or merger, should be disclosed in a note to the financial statements of the 
acquiring entity or, in the case of a merger, the new entity:

•	 the names of the combining entities (other than the reporting entity);
•	 whether the combination has been accounted for as an acquisition or a merger;
•	 the date of the combination.

See example 1 (Appendix)

Merger (only)

In respect of each business combination accounted for as a merger the following information should be 
disclosed in the financial statements of the combined entity for the period in which the merger took place:

•	 an analysis of the principal components of the current year’s profit and loss account and statement of 
total recognised gains and losses into:

o amounts relating to the merged entity for the periods after the date of the merger, and

o for each party to the merger, amounts relating to the party for the period up to the date of the 
merger (only if the merger took place part of the way through the accounting period).

•	 an analysis between the parties to the merger of the principal components of the profit and loss 
account and statement of total recognised gains and losses for the previous financial year;

•	 the aggregate book value of the net assets of each party to the merger at the date of the merger;

•	 the nature and amount of significant accounting adjustments made to the net assets of any party to 
the merger to achieve consistency of accounting policies, and an explanation of any other significant 
adjustments made to the net assets of any party to the merger as a consequence of the merger; and

•	 a statement of the adjustments to consolidated reserves resulting from the merger.

The analysis of the profit and loss account in the first two points above should show as a minimum the 
turnover, operating surplus/loss and exceptional items.

See example 2 (appendix)
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Acquisition (only)

In respect of each entity accounted for as a material acquisition the following information should be 
disclosed in the financial statements of the acquiring college for the period in which the acquisition took 
place:

•	 The composition and fair value of the consideration (normally nil in the College sector) given by the 
acquiring college should be disclosed;

•	 A table should be provided showing, for each class of assets and liabilities of the acquiring college:

o The book values, as recorded in the acquired entity’s books immediately before the acquisition 
and before any fair value adjustments;

o The fair value adjustments, analysed into:

 � Revaluations;
 � Adjustments to achieve consistency of accounting policies; and
 � Any other significant adjustments,

Giving reasons for the adjustments: and

o The fair values at the date of acquisition.  

o Where applicable provisions for reorganisation and restructuring costs that are included in the 
liabilities of the acquired entity, and related asset write-downs, made in the twelve months up to 
the date of acquisition should be identified separately;

The table should include a statement of the amount of positive or negative goodwill arising on the 
acquisition.

See example 3 (appendix)

Substantial acquisition (only)

A business combination is regarded as a substantial acquisition when:

•	 The net assets or operating profits of the acquired entity exceed 15 per cent of those of the acquiring 
entity; or

•	 The fair value of the consideration given exceeds 15 per cent of the net assets of the acquiring entity;

•	 The acquisition is of such significance that the disclosure is necessary in order to give a true and fair 
view.

The net assets and profits should be those shown in the financial statements for the last financial year before 
the date of acquisition; and the net assets should be augmented by any purchased goodwill eliminated 
against reserves as a matter of accounting policy and not charged to the income and expenditure account.

Where a business combination meets the above definition the following information should be disclosed 
in the financial statements of the combined entity in which the acquisition took place:

•	 The summarised profit and loss account and statement of total recognised gains and losses of 
the acquired entity for the period from the beginning of its financial year to the effective date 
of acquisition, giving the date on which this period began; this summarised profit and loss 
account should show as a minimum the turnover, operating profit and any exceptional items and 
extraordinary items.

This information should be shown on the basis of the acquired entity’s accounting policies prior to the 
acquisition.

See example 4 (appendix)
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Cash flow – (acquisition only)

In accordance with Financial Reporting Standard (FRS) 1 ‘Cash Flow Statements’, the cash flow statement 
should show the amounts of cash and cash equivalents balances transferred as part of the acquisition.  
In addition, a note to the cash flow statement should show a summary of the effects of acquisitions 
indicating the amounts of cash and cash equivalents transferred as a result of the acquisition.  The material 
effects on amounts reported under each of the standard headings reflecting the cash flows of the acquired 
entity in the period should be disclosed, as far as is practicable, as a note to the cash flow statement.  This 
information need be given only in the financial statements for the period in which the acquisition occurs.

See example 5 (appendix)

Goodwill – (acquisition only)

If an acquisition of an institution or another entity appears to give rise to negative goodwill, the fair value 
of the acquired assets should be tested for impairment and the fair value of the acquired liabilities checked 
carefully to ensure none have been omitted or understated.  Negative goodwill remaining after the fair 
value of the assets and liabilities has been checked should be recognised and separately disclosed on the 
face of the balance sheet in fixed assets.

Goodwill should be amortised on a systematic basis over the useful economic lives of the assets being 
acquired.  
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Merger expenses

Merger expenses are not to be included as part of the merger accounting adjustment, but should be 
charged to the Income and Expenditure account of the combined entity at the effective date of the merger, 
as reorganisation or restructuring expenses and disclosed on a separate line within the activity to which 
they relate in accordance with Financial Reporting Standard (FRS 3) ‘Reporting Financial Performance’.

Accounting policies

Basis of preparation

The basis of preparation of the new institutions financial statements requires to be disclosed.

See example 6 (Appendix)

Alignment of accounting policies

With merger accounting the carrying values of the assets and liabilities of the parties to the combination 
are not required to be adjusted to fair value on consolidation, although appropriate adjustments should 
be made to achieve uniformity of accounting policies in the combining entities.  It is worth noting that 
changes to the policies of any of the institutions to the merger may be made depending on which of the 
combining parties’ the enlarged institution chooses to adopt.  The decision is wholly that of the newly 
merged institution and the decision should be based on the most appropriate accounting policies for the 
newly merged institution.

It is desirable that the undertakings of the merged entity should follow uniform accounting policies and, 
where this is not the case, appropriate adjustments should be made in the consolidated financial statements 
to achieve uniformity.  

This means that you have a choice as to the policy adopted in the future periods and the policy should be 
the one that is considered to be the most appropriate for the new entity as a whole.

Once the most appropriate accounting policies for the new entity have been chosen these are considered 
to be the accounting policies for the combining entities and therefore their results require to be aligned 
to comply with the new accounting policies.  One of the most significant adjustments in relation to 
aligning accounting policies is usually where combining entities differ in their valuation of fixed assets i.e 
where fixed assets are held at cost by one entity and market value by another entity.  An example of this is 
explained on page 8.
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For Example

Revaluation

If College A has adopted a revaluation policy in relation to Land and Buildings whilst Colleges B & C have 
chosen not to adopt such a policy the accounting policy for the merged institution can be either to revalue 
or not revalue Land and Buildings.  

The net assets of College A, College B and College C would be combined using existing values, with 
adjustments made as necessary to ensure that the same accounting policies are applied to the calculation 
of the net assets of all three institutions.

If the merged institution chose to adopt a revaluation policy in relation to Land and Buildings Colleges 
B & C would require to have Land and Buildings revalued at the accounting period end date pre merger 
(including comparative figures).

However, if the merged institution chose to hold Land and Buildings at cost College A would have to 
adjust the value of its land & buildings as if they had never been revalued and had been held at cost and 
depreciated over the land and buildings useful life.

Consideration of operational matters

Cessation accounts

The cessation accounts of the entities which are merging require a post balance sheet disclosure note.

See example 7 (Appendix)

Trading organisations

There are various scenario’s which could occur when Colleges with trading organisations merge.  These 
are as follows:

•	 trading organisations may be wound up

•	 ownership of the trading organisation may be transferred to the new merged entity.

Closure of trading organisations

If a decision was taken to wind up a trading organisation the rules of Companies House would require to 
be complied with.  Detailed below is a link to Companies House guidance on how to strike off a company:

http://www.companieshouse.gov.uk/about/gbhtml/gp4.shtml#ch1

And a link to the striking off form:

http://www.companieshouse.gov.uk/forms/generalForms/DS01_striking_off_application_by_a_company.
pdf

The Registrar publishes a notice to propose the strike off in the Gazette.  The registrar will strike the 
company off the register not less than 3 months after the date of the notice.

Any remaining cash reserves would be gifted to the parent college.



Transfer of shareholding in trading organisations

Company limited by guarantee

The membership of the trading organisation will require to be transferred to the merged entity (only if 
the subsidiary was in a college which was transferring into the new merged institution and not the host 
institution).

Company limited by shares

The shareholding of the trading organisation will require to be transferred from the parent College to the 
new merged College (only if the subsidiary was in a college which was transferring into the new merged 
institution and not the host institution).

The change in ownership of the trading organisation will require to be disclosed in the trading organisation’s 
financial statements.

See example 8 (Appendix)

Conclusion

The criteria in relation to whether a business combination is accounted for as a merger or acquisition has 
a significant effect on the accounting and disclosure requirements in the new merged institutions financial 
statements.  It is likely that most of the business combinations which will occur in the Colleges sector will 
be accounted for using merger accounting.

It is essential that the accounting policies are reviewed and the most appropriate for the new institution 
chosen with any required adjustments made to the combining entities results as part of aligning the 
accounting policies.

There are accounting disclosure requirements in relation to mergers as follows:

•	 cessation accounts pre merger;

•	 the new merged institutions accounts

o where the merger takes place part way through the year;

o where the merger takes place at the year end (simplest);

There are additional considerations to be made where the combining colleges have subsidiaries.
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APPENDIX

Example 1

Merger disclosure note

College A, College B and College C merged on xx/xx/xx to form the new college, College D.

Acquisition disclosure note

College A acquired College B on xx/xx/xx.
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Example 2 – Merger disclosure note

Principal financial comparisons

The table below shows the required minimum disclosure:

College A College B College C College D

20xx/yy 20xx/yy 20xx/yy 20yy/zz

£000 £000 £000 £000

Turnover

Operating Surplus/Loss 

Exceptional Items

The above headings should be split between continuing operations, discontinued operations 
and acquisitions where applicable.

Total recognised gains/
(losses) for the year

Book Value of Net Assets

There were no significant accounting adjustments made to the net assets of the parties to the merger to 
achieve consistency of accounting policies.

OR

There was a significant accounting adjustment made to College A which had the affect of an increase/
reduction of £xxx on the net assets of the parties to the merger to achieve consistency of accounting 
policies/as a consequence of the merger:

The explanation should include the nature and amount of the adjustment, examples would be:

•	 The revaluation of land and buildings
•	 The alignment of the capitalisation policy

AND

There were no adjustments made to the consolidated reserves resulting from the merger:

OR

There were 2 adjustments made to the consolidated reserves resulting from the merger:

The explanation should include a statement of the adjustment, examples would be:-

•	 An increase of £xxx to the revaluation reserve as a result of Land and Buildings in College B being 
revalued to align the accounting policies.

•	 A decrease of £xxx to the Pension scheme liability in College C.
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Example 3 – Acquisition disclosure note

The table below shows the required minimum disclosure for each material acquisition:

On xx/xx/xx College A acquired College B for £Nil.

In calculating the goodwill arising on acquisition, the fair value of net assets of College B have been 
assessed and adjustments from book value have been made where necessary.  These adjustments are 
summarised in the following table:

Book value Revaluations Accounting 
policy 
alignment

Any other 
significant 
adjustments

Fair value

£000 £000 £000 £000 £000

Fixed assets

Tangible

Current assets

Debtors

Cash at bank and in 
hand

Total assets

Creditors

Due within one year

Provisions (Note a)

Net assets

Explanation to be provided in relation to the reasons for the adjustments, examples would be:-

•	 The revaluation of fixed assets relates to the assessed fair value of the plant and machinery on 
acquisition.

•	 The accounting policy alignment relates to a change in fixed asset valuation from market value to 
cost.

An amount of £xxx of positive/negative goodwill has arisen as a result of the acquisition.

Note a – Where applicable provisions for reorganisation and restructuring costs that are included in the 
liabilities of the acquired entity, and related asset write-downs, made in the twelve months up to the date 
of acquisition should be identified separately.
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Example 4 – Substantial acquisition additional disclosure note

If for example the business combination took place on the 1st January 2012.  College A has acquired 
College B for accounting purposes.  College B has a year end of 31st July.

Summarised income and expenditure account

1 August 2011 
– 31 December 
2011

Year ended 31 
July 2011

£000 £000

Turnover

Operating profit

Exceptional items

Statement of total recognised gains and losses

1 August 2011 
– 31 December 
2011

Year ended 31 
July 2011

£000 £000

Surplus/(Deficit)

Actuarial gains/(losses)

Unrealised gains/(losses)

Total recognised gains/
(losses) for the year

Net assets for the last financial year of College B before the date of acquisition

Year ended 31 
July 2011

£000

Fixed assets
Tangible assets

Current assets
Stocks

Debtors

Cash at bank and in hand

Total assets

Creditors
Due within one year

Net assets
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Example 5 – Acquisition - Cash flow disclosure note

The net inflow/outflow of cash arising from the acquisition of College B was as follows:-

£000

Cash consideration

Cash acquired

Net cash inflow/outflow

Cash flows relating to acquisitions where applicable:-

£000

Returns on investments and servicing of 
finance

Capital expenditure

Management of liquid resources
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Example 6 – Basis of preparation accounting policy

Merger

Merger accounting principles are applied in accordance with Financial Reporting Standard 6 – Acquisitions 
and Mergers.  With merger accounting, the carrying values of the assets and liabilities of the parties to 
the merger are not required to be adjusted to fair value, although appropriate adjustments are made to 
achieve uniformity of accounting policies where necessary.

The combination of College A, College B and College C has met the merger accounting criteria under FRS 
6.  Throughout the merger process the three college Boards referred to the combination as a merger with 
a new corporate identity.  

Background into the arrangement for the merger such as:-

•	 approved document
•	 composition of new board
•	 composition of new senior management team
•	 none of the colleges were of sufficient size to dominate the other parties to the merger.

Acquisition

Where the acquisition method is used, the results of the acquired entities are included from the date of 
acquisition.
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Example 7 - Post Balance Sheet Event (Cessation accounts)

On xx/xx/xx College A, College B and College C merged to create College D.

Each of the 3 partner Colleges continues to remain financially stable.  The following table provides a 
summary of key financial figures:-

College A College B College C Total (College D)

£000 £000 £000 £000

Operating 
surplus

Fixed Assets

Net Current 
Assets

Income & 
Expenditure 
Reserve 
(Excluding 
Pensions)
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Example 8 – Disclosure in subsidiary trading organisation accounts

Post Balance Sheet Events

Effective from xx/xx/xx, the trading organisations parent organisation, College A, transferred all of its assets, 
liabilities and activities to College D.  This included the shares of this trading organisation.  Therefore with 
effect from xx/xx/xx, the trading organisation is a wholly owned subsidiary of College D, a charity registered 
in Scotland.

Control
 
At the year end the immediate parent organisation was College A.  Effective from xx/xx/xx, ownership of 
the trading organisation was transferred to College D, a charity registered in Scotland.   
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