




















Appendix 1

my suggestion is that [PR&D not be measured and recognized as a separate asset, but rather that
IPR&D be subsumed into goodwill, until such time as the [IPR&D issue ultimately is resolved.

[ generally disagree with the Board’s other proposed changes, because I believe that the guidance
in Statement 141, Business Combinations, carried forward from Opinion 16, i1s generally

appropriate.

In support of its proposed changes, the Board argues that these changes will bring greater
consistency to financial reporting. For example, paragraph B104 states: “The Board noted that
steps taken in this Statement toward consistent application of its recognition principle continue
the process of improving the relevance and comparability of information provided about assets
acquired and liabilities assumed in a business combination.” The Board also advances the
consistency argument to support the approach of recording all acquisitions at 100 percent of fair

value.

In both cases, it seems to me, the Board is sacrificing another, more important form of
consistency, namely the consistency in accounting for similar assets and labilities within the
same set of financial statements. In my opinion, it is much more important to the transparency
and understandability of financial statements that similar assets and similar liabilittes be
accounted for the same way consistently within a set of financial statements, regardless of how
particular assets were acquired or liabilities were assumed. The Board’s proposed accounting in
Exposure Draft I would result in a company’s accounting for receivables, inventory,
contingencies, and certain other assets and liabilities differently within its own set of financial
statements, depending on whether those assets were acquired or liabilities were assumed 1n a
business combination or not. In my view, this situation should be avoided to the greatest extent

possible.

Two examples worth noting are contingencies and inventory. With regard to inventory I would
note that the Board proposes to eliminate the existing guidance in Statement 141 that finished
goods inventory be recorded at estimated selling prices less costs of disposal and a reasonable
profit allowance for the selling effort. It seems to me that the acquiring entity should be entitled to
recognize a profit related to the selling effort when it sells finished goods 1t acquired in a business
combination. Under the Board’s proposed requirement to record inventory obtained in a business
combination at fair value, it seems likely that virtually no profit would be recognized by the
acquiring entity. (If this is not what the Board intended, it should clarify that point.)

I believe that contingencies assumed in a business combination should be accounted for in a
manner consistent with Statement 5. My arguments in support of this position are expressed
above in my response to question 6 on contingent constderation.

With regard to exit costs, I believe that the existing guidance in EITF 95-3, Recognition of
Liabilities in Connection with a Purchase Business Combination, that allows acquirers to include
those costs in the purchase accounting if they meet certain criteria should be retained. I believe
that most acquirers have a general estimate of the exit costs that may be incurred in connection
with an acquisition on the acquisition date, based on their due diligence activities as well as
negotiations with the seller. However, for various reasons, they cannot finalize these amounts or
meet the criteria for recognizing a liability until some point in time after the acquisition takes
place. It seems to me that these costs usually are considered by the acquirer at the time of the
negotiations, are inextricably linked with the acquisition and, therefore, should be included in the
purchase accounting. Not to include them likely results in an understatement of goodwill.
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Question 9 — Do you believe that these exceptions to the fair value measurement principle [for the
method of measuring certain assets acquired and liabilities assumed] are appropriate? Are there
any exceptions you would eliminate or add? If so, which ones and why?

I agree with the exceptions to the fair value measurement principle in Exposure Draft 1, and 1
support the other exceptions in Statement 141 that were carried forward from Opinion 16. As
previously stated, I believe that, to the greatest extent possible, an entity should be required to
apply the same accounting treatment to a particular type of asset or liability, regardless of how it

was acquired.

Question 10 — Is it appropriate for the acquirer to recognize in income any gain or loss on
previously acquired noncontrolling equity investments on the date it obtains control of the
acquiree? If not, what alternative do you propose and why?

I agree with the Board that obtaining or losing control over a subsidiary is a “signiftcant
economic event.” However, I disagree that such an event warrants a new measurement basis as
well as gain or loss recognition, and the Board has not set forth convincing arguments why this
should be the case. In my opinion, that change warrants a change in the classification, but not the

measurement, of that investment.

The Board may “[reject] the characterization that the resulting recognition of a gain or loss 1S
from a purchase” (paragraph B159). However, there is no basis in the accounting literature for an
entity to recognize a gain on previously acquired asset A when it subsequently purchases asset B.

On the other hand, I would note that if a loss is indicated on the previously acquired
noncontrolling equity investment because the per-share purchase price of the additional shares to
gain control of the entity is less than the per-share carrying value of that investment, it seems that
some form of impairment test on that investment would be in order. I would support a
requirement to perform one final impairment test on that investment prior to including it in the
post-acquisition accounting in such circumstances, in accordance with the generally accepted
accounting principles applicable to that investment. (In this regard, it would be helpful if the
Board would provide additional guidance on determining when an impairment charge should be

recorded on an equity-method investment.)

The simple fact is that the acquirer in this set of circumstances has not exchanged its shares that
represent its equity-method investment. The acquirer does not, upon obtaining control, realize any
gain on the shares held as an equity-method investment. The acquirer may be better able to run
the business of the subsidiary the way it chooses because it has obtained control, but that fact
should be reflected in the subsequent operating results of the consolidated enterprise. Given the
fact that equity method accounting is essentially nothing more than “one-line consolidation,” 1t
seems only logical to continue that same accounting (however presented differently) after control

has been obtained without recording a one-time “blip” upon obtaining control.

Question 11 — Do you agree with the proposed accounting for business combinations in which the
consideration transferred for the acquirer’s interest in the acquiree is less than the fair value of
that interest? If not, what alternative do you propose and why?

I disagree with this proposed approach, on the basis that this truly 1S recognition of a gain 1n
connection with a purchase transaction, which I consider to be inappropriate. The basis in the
acquiree should be recorded at historical cost. Once goodwill has been reduced to zero, I would
record negative goodwill as a non-current liability that would be accreted to income in 4 manner
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similar to the amortization of goodwill (see my comment in Appendix II on amortization of
goodwill).

Question 12 — Do you believe that there are circumstances in which the amount of an
overpayment could be measured reliably at the acquisition date? If so, in what circumstances’?

I disagree with recognizing a loss on the acquired subsidiary tmmediately in connection with a
purchase transaction, and therefore 1 do not consider this question relevant. Any such
overpayment likely would be reflected as an impairment charge when the enterprise performs its
annual goodwill impairment test, and I consider such accounting to be appropriate.

Question 13 — Do you agree that comparative information for prior periods presented in
financial statements should be adjusted for the effects of measurement period adjustments? If not,
what alternative do you propose and why?

I agree in principle with this proposal by the Board; however, I believe that such a requirement
may be impracticable or otherwise so costly that it may not justify the practice. Increasingly tight
SEC filing deadlines may also make this requirement overly burdensome on registrants.
Additionally, such a requirement may lend itself to abuse if compames attempt o hide error
corrections under the guise of recasting prior period financial statements in accordance with such

a requirement.

Question 14 — Do you believe that the guidance provided is sufficient for making the assessment
of whether any portion of the transaction price or any assets acquired and liabilities assumed or
incurred are not part of the exchange for the acquiree? If not, what other guidance is needed?

I support the Board’s inclusion of guidance for making this assessment. However, 1 do not
believe that the application guidance in paragraphs A87 to A90 is sufficient to help me determine
whether “[a] transaction or event [is] arranged primarily for the economic benefit of the acquirer
or combined entity” (paragraph A88) in real-life fact patterns. I suggest that the Board consider
field testing the application of this guidance to real-life fact patterns and include additional

examples 1n a final Statement.

Question 15 — Do you agree with the disclosure objectives and the minimum disclosure
requirements? If not, how would you propose amending the objectives or what disclosure
requirements would you propose adding or deleting, and why?

As I have previously commented to the Board, 1 believe that “less 1s more” when 1t comes to
disclosure requirements, because I believe that the Jonger the notes to the financial statement are,
the less likely common investors are to actually read them. In my opinion, we accountants should
focus on requiring those disclosures that are truly materiai, i.e., they would change the judgment
of a reasonable reader of the financial statements, and we should eliminate disclosure
requirements for information that might be “nice to have” for ivestors but 1s extraneous and not

truly material.

[ agree with the Board’s proposed requirement in paragraph 74(a) to disclose the incremental
revenues and net income of the acquired company from the date of acquisition to the end of the
fiscal year. This is information that I believe would potentially change my judgments about a
company as an investor and that generally should not be costly for companies to track. It may also
be material to a reader of the financial statements to include that information for the full fiscal
year after the acquisition, espectally if the acquisition in question occurred late in a fiscal year. I
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believe that the paragraph 74(a) disclosures render the pro forma disclosures in paragraph 74(b)
superfluous, and I recommend eliminating the requirement for those disclosures.

I believe that the disclosures that are truly maternal are:
+ The name of the acquired company and the strategic reason for the acquisition,
e The date of acquisition and the make-up of the purchase price,
e The disclosures required in paragraph 74(a), as noted above,
e The reportable segment(s) in which those results are included, and
e With regard to the purchase price allocation:

o Whether or not it is complete,
o If not, whether material adjustments are reasonably possible (as that term 1s

defined in Statement 5), and
o If material adjustments are reasonably possible, what their nature might be.

Question 17 — Do you agree that any changes in acquirer’s deferred tax benefits that become
recognizable because of the business combination are not part of the fair value of the acquiree
and should be accounted for separately from the business combination? If not, why?

I believe that such deferred tax benefits are inextricably linked to the business combination and
therefore should be accounted for as part of the business combination. I agree with those Board
members who *...view the business combination as the triggering event for the recognition of the

change” (paragraph B143).

Question 19 — Do you find stating the principles in bold type helpful? If not, why? Are there any
paragraphs you believe should be in bold type, but are in plain type, or vice versa?

Yes, I do find that stating the principles in bold type is helpful. In particular, I think this practice
emphasizes the interdependent nature of principles and rules. In my view, a high quality set of
accounting standards is neither a “principles-based” nor a “rules-based” system, but rather a

system that has broad general principles that are supported by rules that help preparers and
auditors apply those principles.

I think it would be helpful if headings and principles were not both printed in bold type. Perhaps
headings could be printed in bold italics, for example, to enable readers to more easily distinguish

between the two.
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Additional Comments

As I noted in my introductory comments, I urge the Board not to go through with these radical
changes to the model for accounting for business combinations. This does not mean, however,
that I believe that the current model for accounting for business combinations could not be
improved. Below I have included some additional comments and questions for the Board to
consider. I have divided these into two categories: (1) general comments and (2) specific
comments on Exposure Draft I that are applicable only if the Board cannot be dissuaded from

going forward with Exposure Draft I in its current form.

General Comments

I commend the Board for including specific guidance on accounting for reverse
acquisitions and accounting for stock options exchanged in a purchase business
combination.

Consistent with my view that the income statement should reflect “what you get out
versus what you put in,” I believe that goodwill should be amortized. I acknowledge that
the question of the proper amortization period for goodwill is a difficult one. I also
generally support the Board’s goodwill impairment testing model in Statement 142,
which I believe has been fairly successful. If goodwill amortization were reintroduced, 1
would support keeping the annual imspairment testing guidance in place largely in its
current form.

I recommend that the Board provide additional guidance on the application of entity-
specific vs. marketplace participant assumptions to determine the fair value of intangible
assets acquired. For example, how should an acquirer value an acquired customer hst 1f
the acquirer already has all of those customers on its own customer list, and therefore that
asset has no value to the acquirer?

I also recommend that the Board provide additional guidance on the interaction of (1) the
application guidance in paragraphs A45 to A49 on customer contracts and the related
customer relationship assets and (2) the issues discussed (but not resolved) in EITF 03-9,
Determination of the Useful Life of Renewable Intangible Assets under FASB Statement
No. 142, with regard to renewable contracts and the useful lives and amortization
methods for such assets. Additionally, it is not clear to me how one would go about
determining the values of the contract asset and the relationship asset in the example in
paragraph A49(a) (i.e., how to distinguish between the cash flows attributable to each) as
well as how one would decide whether one or two assets exist in the example n
paragraph A49(b).

I applaud the Board’s modification of the guidance in paragraphs 261-263 of
Statement 109, Accounting for Income Taxes, on accounting for deferred taxes in
connection with tax-deductible goodwill (paragraph B150). The existing guidance on this
subject defies common sense.

I believe that all new accounting standards that represent a change in accounting principle
should be adopted as of the beginning of a fiscal year, and I support the Board’s
requirement of this approach in Exposure Drafts I and II. I believe that it is confusing to
investors when new accounting standards are adopted in the middle of a fiscal year and/or
in piecemeal fashion {(e.g., Statement 141).

As I have previously indicated in this letter, I believe that the accounting for an asset
should not depend on how that asset has been acquired. Accordingly, in principle 1
support capitalizing internally developed intangible assets at their historical cost to the
company. I also acknowledge that this approach would be difficult to implement in

practice.
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Specific Comments on Exposure Draft [

If the Board decides to issue a final Statement largely in the current form of Exposure Draft I,
notwithstanding my comments, I suggest that it shonld provide additional guidance on the

following topics:

The Board should clarify whether its proposed changes to the measurement of assets
acquired and liabilities assumed in a purchase business combination affects purchase
price allocations underlying equity-method accounting under Opinion 18, The Equity
Method of Accounting for Investments in Common Stock.

The Board should provide guidance on how to classify gains and losses recognized upon
obtaining or losing control of a subsidiary (e.g., operating vs. non-operating).

The Board should clarify where an acquirer should record the offsetting credit (or debit,
as the case may be) to record the subsidiary’s assets and liabilities at fair value when a
company gains control over a subsidiary even though no consideration is exchanged (e.g.,
because a noncontrolling interest holder’s veto rnight has expired). Does the Board
consider this situation to represent a “bargain purchase” to be accounted for in
accordance with paragraphs 59-617

The Board should clarify its views on the accounting for tax contingencies acquired in a
business combination, especially in light of the proposed new Interpretation on this
subject.
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