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Effects of Acquisition on EPS and Net income: Case Study of Motorola and Lenovo
Abstract
This article looks at the different adjustment entries made when an organization acquires another organization. The case of the Motorola acquisition by Lenovo is used in which the deal involved Lenovo paying $660 million in cash, $750 million in stock and the remaining $1.5 billion was to be paid over three years. The paper has outlined the effects of the adjusting entries in the net income and the earnings per share as outlined by the annual reports of 2013, 2014 and 2015. 


Introduction
The smartphone industry is faced with a lot of competition from the producers and sellers of smartphones. However, as competition continues to become stiff, managers have developed different strategies to outdo the competition in the market. Some of the ways that managers have used to outdo the competition is through mergers and acquisition. Mergers refer to the business agreements in which one company agrees to enter into a relationship with another for them to work as two different companies working together (Singh, 2017). The two firms maintain their names but operate as one. On the other hand, the acquisition is whereby one firm purchases all the assets of another firm, thereby becoming the owner of the firm. In this case, the firm whose assets and operations are purchased seizes to exist. This paper will, therefore, analyze the effects of the purchase of a firm (acquisition) on the income of the acquiring firm and the earning per share (EPS), with respect to the different adjustment entries that have to be made. The paper will use the case study of Lenovo purchasing Motorola in 2014.
Lenovo Purchases Motorola
In 2014, Lenovo entered into an agreement with Google to purchase Motorola Mobility at a deal worth three billion US dollars (Singh, 2017). Following the acquisition of Motorola Mobility, Motorola became a fully-owned subsidiary of Lenovo, thereby making all the assets, the patents and the intellectual property to be transferred to Lenovo from Google. This was in line with Lenovo’s Mission statement, which states that the company seeks to be the global leader in the production and vending of smartphones and personal computers (Lenovo, 2015).
Motorola Sales in 2014
In 2013, Motorola was already an established firm major market. The company had strong ties with US carriers (Motorola, 2014). Motorola was well established in the US, Europe as well as India. From 2010 to 2012, the net sales of Motorola Mobility had been on an increasing trend from the US $5.48 billion in 2010 to US$6.27 billion in 2012 (Motorola, 2014). However, as the company entered into 2013, it began struggling and made a net sales of US$6.22 billion in 2013 and further US$5.88 billion in 2014. This struggle in sales and operations was further reflected in the operating loss of US$1.006 billion in 2014. (Motorola, 2014). It is this struggle in the operations of Motorola that led to Google selling it to Lenovo. When Lenovo acquired Motorola, it acquired it with all its profits and losses. In this case, Lenovo would incorporate the operating activities of Motorola into its operations and begin changing some of the operating techniques to ensure profitability in the market.
Lenovo’s Performance before 2014
Before the purchase, Lenovo was majorly known in the Chinese market as a major producer and seller of PC as well as smartphones (Lenovo, 2014). In this case, Lenovo was mainly a local competitor in the smartphone industry, even though it had already established its brand names globally as a PC producer and vendor. Lenovo sought to increase its operation scope, thereby owing to the purchase of Motorola. Initially, Lenovo had made several acquisitions of companies that were struggling with the aim of establishing itself as a global leader and a multinational corporation. Some of the acquisition prior to 2014 include; the acquisition of IBM PC Business in December 2004, the acquisition of Lenovo Mobile Communications in November 2009 as well as the acquisition of NEC PC Joint Ventures in January 2011 (Lenovo, 2014). Lenovo had also acquired Germany’s Medion AG in July 2011, CCE in CCE in 2012 as well as entering into a partnership with Stoneware in 2012 among others. As such, Lenovo can be seen as using inorganic path strategies to grow into a renowned multinational corporation.
Before the purchase of Motorola, Lenovo’s financial performance was on the rise as it recorded a sales revenue of US$16.6 billion in 2010 to US$33.87 billion in 2013. The growth in sales revenue was contributed to highly by the computer PC segment as Lenovo had already established itself as the leading PC producer and vendor in the segment (Lenovo, 2013). In the same way, Lenovo had positive EPS throughout the period.
Journal Entry adjustment Due to the Acquisition
Gain or Loss on Disposal
By 2014, the total assets of Motorola had amounted to US$10.4 billion at cost as per the balance sheet values (Motorola, 2014). In the same period, the total assets of Lenovo were 18.4 billion as per the balance sheet statements. When Motorola disposed of its assets, it made several losses and gains. These were to be adjusted in the general journal to help in determining the final amount to be indicated in the balance sheet. It should be noted that the total assets of Lenovo were US$16.9 billion in 2013, a year prior to the purchase of Motorola. The acquisition of Motorola in 2014 means that the value of the final assets at the end of the financial year ended 31st December 2014 included the assets obtained from the purchase of the assets of the company. Therefore, the assets of Motorola were valued according to the market value to determine the fair value and the loss and profit made on disposal. 
Cash adjustments
Lenovo purchased Motorola in a mixture of cash and stock. In this case, at the closing of the deal, Lenovo paid $660 million in cash to Google, whereas $750 million was paid in stock. This amount needs to be adjusted in the adjusting journal entries. The adjusting entry would be to credit cash by $660 million and debit the investment in Motorola Mobility with US$600 million. This will have an effect on the net income of the organization. First, the net income will decrease due to the increase in the cost incurred in purchasing the company. Following the purchase, the year-to-year growth of profit attributable to equity holders of the company declined from 34% growth in 2012/2013 to 285 in 2013/2014 (Lenovo 2013, 2014). In this regard, the purchase of Motorola had the reducing effects in the net income of the company for the year in which the purchase was made due to the adjusting entries made on cash of the company. In the same way, the adjustment led to a decrease in the earnings per share by -$0.11 from $7.88 to $7.77 (Lenovo, 2014).
Liabilities Adjustments
In the deal to purchase Motorola, Lenovo was to pay the remaining amount ($1.5 billion) over three years (Lenovo, 2014). In this case, the company’s adjustment entries were to debit the investment in Motorola account by $1.5 billion and credit the accounts payable by $1.5 billion. In this case, the company’s profit will not be affected since no cash shall have been spent in the liability part of the acquisition deal. However, the earnings per share are affected, which explains the decrease in the EPS to 7.77 (Lenovo, 2014).
Capital Structure Adjustment
The capital structure refers to long-term debt and equities. From the deal, Lenovo was to purchase Motorola using stock worth $750 million US dollars. This amount needs journal entries adjustments. The adjustment will be to credit the common stock at its par value of $750 million and debit the investment in Motorola by the same amount. This will have an effect on the earning per share of the investors’ equity as it reduces their net earnings. However, the payment in stock by the company does not affect the net income of the organization.
Conclusion
Different strategies are used by organizations to counter competition and gain competitive advantages. Some of the strategies include mergers and acquisition. In this paper, the effects of the purchase of a company’s assets through acquisition were analyzed using the acquisition deal in which Lenovo purchased Motorola. The different adjusting entries needed have been shown, with their effects on both profitability and earnings per share shown. As the results have shown, acquiring another company leads to the increase in the total assets of a company, at the same time leading to the decrease in the cash, to an extent that cash was used as part of the deal. In this case, cash payments tend to reduce the net income of the company in the year of acquisition, whereas the stock and payable part of the deal does not affect the net income. However, the stock and liability part of the deal, when adjusted, lead to the negative effects on the earnings per share. 
Further Research
From the case study, it is obvious that acquisition leads to the company growing in terms of size and revenues earned. However, further research needs to be conducted on the competitive advantages that one company obtains through acquisitions. Also, further study should be conducted to determine the factors which would make an acquiring company have an increase in EPS after the acquisition.
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