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4. Accounting for Preacquisition Contingencies

We do not agree with the recognition and measurement proposals for
acquired contingent assets and liabilities.

We acknowledge the Board’s attempts to replace the Statement No. 5 recognition
thresholds by incorporating uncertainty regarding a contingency into the measurement
(rather than recognition) requirements of the Exposure Draft (paragraph B127).
However, we do not consider the proposed approach an improvement on Statement
No. 5. Rather, we believe that these proposals compromise, rather than enhance, the
reliability of information about preacquisition contingencies because of the subjective
estimates involved in incorporating uncertainty into fair value calculations. The element
of subjectivity is especially high for contingent events that are unlikely to occur. To
illustrate:

Assume a Buyer acquires a Target that is in the midst of a court case. The court
case will be settled in the three months following the acquisition date. There is a
15% chance that the Target will lose and have to pay $1 million in penalties.
However, there is an 85% chance that the Target will win the court case, with no
payout required.

Likelihood
of Probability-weighted
o occurrence average
Favorable result- no penalty 85% -
Unfavorable result — 15% $150,000
$1 million penalty (15% x $1,000,000)

In the above example, a preacquisition contingency would be recognized at the date of
acquisition, even though a future cash cutflow is unlikely to occur. Further, the liability
would be measured at $150,000, even though any future payout would be either $1
million or zero. In our view, this illustrates the fatal flaw of the recognition and
measurement approach prescribed in the Exposure Draft. Specifically, companies will
be forced to recognize liabilities for preacquisition contingencies that are unlikely to
result in losses. Moreover, such liabilities will be recorded in amounts that have no
relationship whatsoever to any potential future cash outflows. We believe that these
accounting consequences are highly misleading for users of an acquirer’s financial
statements.

As a further consequence of the guidance contained in the Exposure Draft, nearly every
single preacquisition contingency recognized will result in some type of net income
charge (or gain) in post-acquisition periods. Just as with the accounting for contingent
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consideration, we believe that companies will be extremely conservative in their initial
estimates regarding the likelihood that a contingent loss will materialize. By assigning a
high probability that a contingent loss will occur, an acquirer can avoid, for the most
part, recording subsequent charges through the income statement if the contingency
does resuit in a payment. Alternatively, if the contingency does not result in a
payment, the liability will be reversed and the acquirer will record future gains in the

income statement.

It is disturbing to note that, taken as a whole, paragraphs 35 and 36 provide both the
incentive and opportunity for companies to manipulate future earnings by excessively
provisioning for contingent liabilities and/or under-recognizing contingent assets.

As an aside, we would like to voice our support for the approach outlined in Statement
No. 5, even though this standard has been “abandoned” by the Exposure Draft.
Statement No. 5 contains pragmatic and principles-based standards for recognizing and
measuring contingencies. Accordingly, we disagree with the Board’s conclusion in
paragraph B134 that a Statement No. 5 approach would be a “step backwards”.
Indeed, we hold the view that the previous changes in Statement No. 141 to recognize
certain gain contingencies when probable and reasonably estimable were without merit,
and, themselves, a step backwards.

5, Accounting for Tax Contingencies

Reversals of valuation allowances for deferred tax assets acquired in a
business combination should first be credited to goodwill, even if these
reversals occur more than one year following the acquisition date.

Paragraph D17(d) of the Exposure Draft states that valuation allowances for deferred
tax assets that are reversed after one year following the acquisition date shall reduce
income tax expense. In contrast, under EITF 93-7, reversals of provisions for other
types of tax contingencies are adjusted against goodwill, no matter how long after the
acquisition date these contingencies are resolved. In our view, valuation allowances for
deferred tax assets are of the same ilk as provisions for other types of tax
contingencies. Consequently, the same accounting should apply in both cases.
Moreover, the ability to credit valuation allowances against income tax expense (as
called for in the Exposure Draft) presents an incentive and opportunity for companies to
excessively provide for valuation allowances at the acquisition date. For these reasons,
we recommend that all reversals of valuation allowances for deferred tax assets
acquired in a business combination should first reduce goodwill, irrespective of when
these reversals occur.
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6. Inconsistency in Accounting for Business Combinations versus Asset Acqguisitions

Resolve the disparities between the accounting for business combinations
versus asset acquisitions.

As outlined in paragraph C7 of the Exposure Draft, the accounting for asset acquisitions
differs in some respects from the accounting for business combinations. We strongly
agree with the views expressed by some Board members, as discussed in paragraph
B39, that the guidance in the Exposure Draft should be expanded to address the
accounting for asset acquisitions. Said another way, the current Business Combinations
project presents a timely opportunity to conform the accounting for business
combinations and asset acquisitions wherever possible. In particular, we believe that
the accounting for acquisition-related costs and in-process research and development
assets should be made consistent irrespective of whether a transaction involves a
business combination or the acquisition of assets.

Furthermore, we agree with the Board’s tentative decision, as outlined in paragraph
B93, that costs of issuing debt and equity instruments should be expensed. We believe
that the Board should codify this decision now rather than wait for the conclusion of the

debt/equity project.

/. Fair Value Measurement

Consider whether it would be more appropriate, in the case of accounting for
business combinations, to define fair value in reference to the acquiring
entity rather than hypothetical third-parties. Moreover, please provide
further guidance on determining the fair value of other acquired assets,

notably inventory.

Overall, we agree with the general principle that all assets and liabilities should be
measured at fair value. However, we believe that the requirement to measure fair
value by reference to “knowledgeable, willing, unrelated parties” is not practical in the
specific case of business combination accounting. To illustrate:

Parent purchases a Subsidiary to acquire its intellectual property and customer list.
Subsidiary also owns equipment; however the equipment will not be used post-
acquisition based on Parent’s new business strategy for Subsidiary. However, this
equipment will not meet the criteria to be considered held for sale in accordance
with Statement No. 144. Assume that market information for Subsidiary’s
equipment indicates that the equipment has a fair value of $200,000. Under the
Exposure Draft, Subsidiary’s eguipment must be recorded at $200,000 at the date

of acquisition.
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In reality however, Subsidiary’s equipment will contribute no value whatsoever to the
group in the post-acquisition period. Effectively, this equipment is impaired as of Day
2. As such, we do not believe that measuring Subsidiary’s equipment at $200,000

provides relevant or reliable information to users of the combined company’s financial

statements.

In our view, it would be more appropriate to determine fair value by reference to the
entity-specific information, rather than what hypothetical unrelated parties would pay
for an asset in the marketplace. In determining the purchase price, the acquiring entity
surely employed entity-specific measures in determining what to pay for the acquired
entity as a whole. Therefore, there will be a mismatch when allocating total purchase
consideration to acquired net assets if the acquirer is forced to use values marketplace
participants would ascribe to assets that have little value to the acquirer.

Furthermore, the Exposure Draft implicitly assumes that market information about fair
values is readily obtainable. For the majority of non-financial assets and liabilities, this
presumption is the exception rather than the norm. In practice, it is a resource-
consuming effort for companies to estimate fair value measures that would exist in a
supposed marketplace. We believe it is arbitrary that companies should undertake this
effort as part of acquisition accounting, only to record impairment charges shortly

thereafter.

The Exposure Draft should also provide further guidance on the fair value measurement
of specific assets and liabilities. This is important for ensuring consistency of fair value
measurement in practice. In particular, we seek clarification as to how inventory
acquired in a business combination should be measured (for example, at wholesale
value, retail value, replacement cost, or some other measure), and the underlying

rationale.

Finally, while we agree with the scope exceptions to fair value measurement as outlined
in paragraphs 42 to 51, we remain unconvinced that employee benefit plans should be
excluded from fair value measurement principles. Under Statement No. 8/, for
example, pension accounts are often recorded on a net basis. Moreover, the “true”
obligation under a pension plan can be obfuscated by unrecognized transition
obligations, past service costs, and other “smoothing” mechanisms. Therefore, we
believe that it would be beneficial to users of the financial statements to remeasure the
fair value of assumed employee benefit obligations (as well as related acquired
employee benefit plan assets) at the time of a business combination to provide users
with relevant and reliable information about assumed employee benefit obligations.
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As an aside, we are very supportive of the guidance contained in the Exposure Draft on
valuation allowances, as outlined in paragraph 34.

8. Gain or Loss on Business Combinations Achieved in Stages

Gains or Josses on previously held investments in noncontrolling interests of
an acquired business should be recognized in other comprehensive income
instead of income.

We agree that an acquirer’s previously held investment in the acquiree should be
remeasured at fair value on acquisition date. This is consistent with recognizing the full
fair value of the target company’s assets and liabilities on the date control is obtained
(i.e., "fresh-start accounting”) and is well articulated in paragraphs B156-B160 of the
Exposure Draft. However, we believe that the resulting “holding” gain or loss should be
recorded in other comprehensive income instead of the income statement. This
approach is analogous to the accounting treatment for available-for-sale securities, as
required by Statement of Financial Accounting Standards No. 115, Accounting for
Certain Investments in Debt and Equity Securities. We believe that this approach would
better highlight to users of the financial statements the appreciation in value associated
with a previously held noncontroliing investment and would avoid a temptation of an
acquiring company to “overpay” to gain a controlling interest in a company simply to
recognize a purported “holding gain” in the income statement.

Other Matters

o We recommend that paragraph 2(a) make reference to the accounting guidance
for corporate joint ventures in APB Opinion No. 18, The Equity Method of
Accounting for Investinents in Common Stock, and AICPA Accounting
Interpretation No. 18 7The Equity Method of Accounting for Investments in
Common Stock: Accounting Interpretations of APB Opinion No. 18.

o We suggest that the contents in paragraph E6 explain that the Exposure Draft’s
definition of “business”, as stated in paragraph 3(d), would conflict with the
SEC’s definition of business as outlined in Article 11 and Regulation S-X. Further,
section E6 should also clarify that the Exposure Draft will disallow the accounting
policy choice under Staff Accounting Bulletin Topic 5H, “Accounting for Sales of
Stock by a Subsidiary” (SAB No. 51) which currently permits the controlling
shareholder to recognize gains on dilution of its interests in a subsidiary when
that subsidiary issues new shares of stock that are not subscribed by the
controlling shareholder in proportion to its current holdings.
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o We note that the fourth line in paragraph 11 should refer to paragraph D28, and
not to paragraph D29 as currently stated.

mindthegaap..

o We suggest that in paragraph 12(c)(2), the word “minority” should be replaced
by “noncontrolling”, to be consistent with the terminology used throughout other
parts of the Exposure Draft.

o We suggest that paragraph 30 be rewritten as it is not entirely accurate in its
present form. Specifically, as outlined in paragraph D17(q), there are situations
where it may be appropriate for an acquirer to reduce a pre-existing deferred tax
valuation allowance as a result of the business combination.

o We note that paragraph 76(a) requires disclosure of measurement period
adjustments made to assets and liabilities previously recognized on acquisition
date [emphasis added]. However, paragraph 64 may require the recognition of

previously unrecognized additional assets or liabilities during the measurement

heriod, subject to specific criteria. Therefore, we recommend expanding
paragraph 76(a) to require disclosure of any additional assets or liabilities that
were recognized during the measurement period.

o We suggest that paragraphs A64 and A67 be deleted. The table and calculations
in paragraphs A64 and A67 are overly complex and hard to follow. In contrast,
the explanations in paragraphs A65 and A69 simply and succinctly iilustrate the
calculations that are required.

o As discussed in paragraph B150, the Exposure Draft will modify Statement No.
109 in respect of recognizing deferred tax assets on goodwill basis differences.
We request that the Board clarify the transition requirements applicable to this
change. Specifically, we ask for guidance on whether catch-up adjustments are
required for goodwill basis differences arising from previous business
combinations, or whether this change will only apply to prospective business
combinations.

o Finally, we also seek clarification of the rationale behind the last two sentences in
paragraph D17(m). Specifically, we fail to understand why deferred taxes should
not be recognized in both instances.

Thank you once again for the opportunity to comment on the Exposure Draft.

Copy to:
International Accounting Standards Board
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