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Investors, analysts and other users of financiaJ infonnation typically compute return on 
investment as a ratio, the numemtor of which is reported earnings for a given period of 
time (adjusted or normalized according to the preferences of the analyzer) al1d the 
denominator of which is the average net investment outstanding during that period. 
Therefore. equaJly important to a mel'.ningful measurement of an enterprise's return on 
investment is an appropriate initial measurement of the investment itself. 

According to CON 2 the primary quali ties that make financial infornlation useful to 
investors are that i t is relevant and reiiable. "To be relevant, infonnation must be timely 
and it must have predictive value or feedback value or both. To be reliable, information 
must have representational faithfulness and it must be verifiable and neutral .. . ,,2 I an) 
concerned that several of the Board's proposed changes to the purchase method of 
accounting will result in the inclusion in an enterprise's reported earnings of anJounts that 
(l) have little or no predictive or feedback value relative to the perfonnanee of its 
investment, (2) do not represent faitlu."ully the underlying reality they purport to portray 
andlor (3) are inherently not verifiable. ftlrthermore, I b-elieve the Board's proposals 
would result in the systt'matic undermeasurement of an enterprise's true economic 
investment in an acquired business, compolmded by the fact that such undermeasurement 
would be reported in the enterprise's financial statements in tbe acquisition period as a 
negative component of the enterprise's retum on that investment. 

Based upon my discussions with a broad cross-St,<:tion of tbe Board's �c�o�n�s�t�i �l�u �e�n�t�~�,� it is 
clear to me that I am not alone in my concerns. Therefore, before it abandons (as 
opposed to fixes) an accounting model that, even with its flaws, has provided decision
useful financial information to investors for the last 35 years, I believe it is incumbent on 
the Board to provide more convincing evidence than it has provided to date, that tbe 
financial information that would he produced under i ts proposed new model would, in 
fact, be more relevant, more reliable and, ultimately, more useful to inve.stoIs than the 
existing model for purposes of mtlasuring the perfonnance of enterprises thai engage in 
significant business combinations. 

In the remainder of this letter, I have tried further to elaborate on the concerns outl ined 
above in the context of specific questions raised in the ED. 

Question 6 - Is the [proposed] accounting for contingent consideraruJU after the acquisitio1l 
date appropriate? If not, what alternative do you propose and why? 

! do not believe that the proposed accounting for contingent consideration will produce 
infonnation to investors that is more decision-useful tban the present modei and I do not 
believe the Board has provided convincing evidence that it will. At a recent meeting in 
Norwalk, when I asked the Board and staff to provide such evidence to support its 
conclusions on this subject, one Board member, withom elaborating furtber, stated that 
they rest primarily on "common sense." One possible interpretation of this response is 
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that those of us who do not agree with the Board lack common sense. However, I 
understood the response to be an indirect admission that the Board has no evidence for 
the superiority of the information produced by the Board' s proposed new model other 
than the intuiti ve argument~ set forth in the Appendix B which revolve around the 
definition of a liability. 

In virtually all purchase business combinations except, perhaps, hostile takeovers, 
prospective buyers must rely on the prospective seller to provide significant financial 
infoIlllation used to drive their valuation models. However, even when they bel ieve such 
infonnation to be relatively Objective and verifiable, they tend to discount it in their 
valuation models. When there is significant uncertainty or subjectivity concerning one of 
the target' s significant value-drivers, such discounts tend to increase in magnitude 
because buyers generally do not want to overpay for the target. 

On the other hand, sellers are in control of the information provided to prospective buyers 
and they know how reliable that information is. They may be unwilling to agree to a 
price that reflects a buyer's discounting oftbe purchase price as a result of uncertainty 
affecting a significant value-driver if they consider it to be excessive relative to their own 
kuowledge and expectations about the effect of the Wlcertaiuty on the value of the 
enterprise. In my experience, when the contracting parties cannot agree on a fair value 
because of Wlcertaiuty concerning a significant value-driver, they often resort to a 
contingent consideration approach as a means of agreeing to disagree. In such situations, 
I do not believe it would be re~presentationaUy faithful to the underlying transaction to 
require the recognition of a contingent consideration arrangement at its "fair value" when 
fair value is defined as the price at which an item could be exchanged in a current 
transaction between willing parties and the willing parties involved could not agree on a 
fair value. 

Furthermore, I do not beJieve a model involving the initial recognition of probability
weighted, hypothetical fair values with differences between such fair values and actual 
cash flows being charged or credited to the statement of operations would produce 
information with greater predictive value or feedback value than the current model. The 
one thing we can be absolutely sure of is that the "fair value" computed using such a 
model will produce a number that is far di fferent from amounts paid or received as a 
result of the resolution of the contingency. However, I believe the. amounts that would be 
reported in operations under tbe Board's proposed model upon resolution of tbe 
contingency are likely to have little to do with the return on the investment - rather, in 
substance, I believe they represent an adjustment to the purchase price that should be 
included in the denominator for purposes of computing an acquiror' s return on its 
investment. 

With one exception, I agree with the Board member whose Alternative View is presented 
in paragraphs B205-209 because, for the reasons noted above, I also have concerns about 
tbe relevance, reliability, veritlability ane! auditability of such proposed fair value 
measurements. However, I do not agree with the AJt(,rnative View that contingent 
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consideration provisions generaUy represent a post-acquisition sharing of profit~ rather 
than conditional paymeJlts related to the value of the acquiree at the acquisition date. 

Nevertheless, I accept the proposition that some contingent consideration provisions may 
have the characteristic of post-acquisition profit sharing arrangements. Therefore, if the 
Board decides to adopt the Alternative View, which I would strongly encourage, I 
snggest that it also should invest some time in attempting to identify substantive 
economic characteristics of contingent consideration arrangements that would enable the 
Board to distinguish between those that are predominately profit-sharing arrangements 
and those that are conditional purchase price adjustments. I agree that those whose 
economic characteristics indicate that it is intended primarily as a post-acquisition profit 
. haring arrangement should be accounted for post-acquisition as such. 

Question 7 - Do YOIl agree that the costs that the acquirer incllrs in c(mnectWn with a business 
combination are not assets and should be excluded from the measurement of the consideration 
trallsferred for the acqlliree? If not, why? 

I do not agree with the Board's proposal to require acquirors to charge direct acquisition 
costs paid to third parties to expense in the period of acquisition. I believe such 
accounting would result in understating the investtnent incurred to acquire the acquired 
enterprise. Furthermore, it would requi re companies to reduce the return on their 
investment, in the acquisition period, by writing off immediately a porti on of the cost of 
the investment. I do not know of any investors who measure their investment or the 
return on their investment in this way and J do not believe such accounting would 
improve the predictive value or feedback value of fi nancial infommtion provided to users 
of an enterprise's financial statements. (In fact, I would be greatly surptised to learn that 
Board members themselves apply such accounting when measuring their own 
investments and the related returns thereon.) 

The calculation of retunl on investment ratios and the use of such calculations to compare 
performance between periods or between enterprises lies within the realm of financial 
statement anal ysis, not financial reporting. As the concepts statements make clear, 
financial analysis is not within the scope of the FASB's responsibilities . However, if the 
Board is committed to providing relevant, reliable, verifiable and neutral information to 
users of financial infonnation (as it should be and as I believe it is) it cannot ignore the 
financial analysis models in common use by sophisticated financial statement users. I 
believe that one test of the decision-usefulness of the information produced by an 
accounting standard is the extent to which it can be fed directly into those models by 
knowledgeable lIsers without the need to make significant modifications or adjustment~ . 

Measured against that standard, I question whether it even is possible to demonstrate that 
the Board' s proposed accounting for acquisition cost~ will produce better information 
with which to analyze an enterprise's return on its investtnent than tbe existing standard. 
I suspect that knowledgeable users with access to all of the necessary information would 
adjust the inputs to their return-on-investment models when the amounts involved 
significantly distort the numerator andlor denominator oftbeir calculation. As a 
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knowledgeable investor with more than a passing familiarity with financial statement 
analysis, I know I certainly would. In the absence of clear evidence of the superiority of 
the information produced by the proposed changes, 1 believe the Board should retain the 
present cost-based initial measurement modeJ a."1d include direct acquisition costs paid to 
third parties in the initial measurement of the investment in an acquired enterprise rather 
than treating them as a negative relum on the investment in the period of acquisition. 

The Board attempts to explain its proposed accounting a~ a necessary consequence of 
moving from a cost accumulation model to a fair value model, given the definition of an 
asset. I respectfuliy must disagree. 

For virtually the entire history of standards setting in the U.S. (until the adoption of CON 
7 and the introduction of the "fair-value-from-the-market-participant-perspective" 
model), the debate over the role of fair value in accounting has been about day-two 
accounting. Leaving aside the cost accumulation anomalies of stepped acquisitions 
(which the Board is proposing to address in the new standard derived from tbe ED, when 
we say that a~set5 or businesses have been recorded initially in the balance sheets at cost, 
in fact, such costs have been measured at fair value and we could just as accurately say 
that they are recorded, initially, at the fair value of their cost. Tnus, while I agree that fair 
value is an appropriate initial mea~urement model for newly-acquired assets, I al so 
believe the most relevant attribute to be measured is the fair value of the asset's cost. In 
my opinion, the Board bas neither showed why cost is not the more relevant attribute nor 
tbat fair value excluding acquisition costs is more relevant. Until it does so in a 
convincing way, I do not believe it would be appropriate to change tbe existing guidance 
on this subject. 

The Board states that direct acquisition costs represent expenses relating to services 
provided in tbe period of acquisition. As such, according to the Board, they do not meet 
the definition of an asset and should not be capitalized. However, as noted above, I 
believe cost, measured initially at its fair value, ha~ been and continues to be the most 
relevant attribute for initially measuring an investment in any asset whether it be a 
financial instrument, inventory, property, plant aJld equipment or a business. 

Furthermore, I do not believe there is any necessary inconsistency between the Board's 
desire to see purchase business combinations recorded at fair value and capitalization of 
transaction costs. The inconsistency arises from the Board's assertion that the fair value 
of the acquired enterprise, measured by the con,'ideration paid to its former owners is the 
only PaJt of the investment that meets its definition of an asset. However, the Board has 
not provided any evidence, except a theoretical argument grounded in its definition of all 
asset, to support its implicit assertion that the infomlation produced by its model will be 
more relevant than the information provided today under the cost-mea~ured-initially-at
fair-value model. 

If we were to charge off the costs incurred to originate;m interest-bearing financial 
instrument in the period of origination, we would systematically understate our true 
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economic investment in the instrument. In the case of interest-bearing financial 
instruments it is evident that the origination costs represent future economic benefits 
because investors will pay a premium to acquire such instruments, given that they can 
avoid the origination cost, they otherwise would have to incur. Not capitalizing 
origination costs would understate the return on such an investment in the period of 
origination and would overstate the yield on that investment for the remainder of its life. 

Freight-in charges for delivery of raw materials or finishen goods inventory are payments 
for services already rendered wben L'1e goods arc received. In my opinion, they no more 
nor less meet the definition of an asset than acquisition costs in a business combination. 
However, we capitalize such costs in inventory because if we did not, we would 
understate an enterprise's investment in inventory in the periods when the services are 
rendered and overstate the return on that investment in the period when the goods are 
sold_ 

Similarly, as the Board has acknowledged, we capitalize costs incurred to acquire 
property, plant and equipment tbat is not part of a business combination and I believe we 
should continue to do so because cost, measured initially at fair value, is the most 
relevant initial athibute for measuring 'ill investment in all asset. The bottom line is that 
the Board has not provided convincing evidence to support its assertion that the 
application of a different approach to accollnt fo r the acquisition costs associated with 
acquiring a business wj]j produce tinancial infoDnation tbat is more relevant andlor 
reliable than the information produced by the current model. And for the reasons set 
forth "bove, I believe the information produced by tbe proposed model would be less 
relevant to users who want to measm-e all enterprise' s return on its investments_ 

Question 8 - Do YOll believe that these proposed changes to the accounting for business 
combinations [to the method of measuring certain assets acquired and liabilities assumed] are 
appropriate? If not, which changes do Y OIl believe are inappropriate, why, and what 
altematives do you propose? 

I do not agree with the Board 's proposed method of accounting for preaequisition 
contingencies acquired in a business combination. My concerns are similar to (hose ably 
articulated in the Alternative View. 

As with contingent consideration, the one thing we can be absolutely sure of is that the 
actual cash flows needed to resolve such contingencies will approximate the initial 
estimate of fair value assigned to them only by sheer coincidence. However, under the 
proposed modeJ, differences between actual cash flows and the original estimates will be 
reported in subsequent periods as gains or losses. I do not believe such accounting win 
improve the relevance or reliability of financial information or that it will provide 
improved predictive or feedback value to users of tbat information_ I believe it is 
incumbent on the Board to provide more convincing evidence than theoretical argl1ments 
to justify changing from the existing guidance articulated in paragraphs 40 and 41 of 
Statement 141. 



-~.-

_eo----

Financial _Accounting Sta..~dards Board -

I also do not aeree \vith the proposed re-quirelnent that aU costs associated \vith 
restructuring or exit activities that do not meet the definition of a liability at the 

~ -
acquisition date be charged to expense as incurred_ ! believe that the Hprinciples" 
underlying current practice in this area - i.e' 1 that all investtnent should be recorded at its 
cost. measured initiaHy at fair value, and that cost should include amounts incuned 
immediately' after acquisition to prepare the asset to be. placed in service in its intended 
lise ~ are theoretically sound and have stood the test of tiInc. Therefore, I believe the 
types of restt--ucturing and exit {~osts addressed in Statement 146 and Eftb' 95-3, if they 
are incurred immediately upon gaining control of th_e acquiree in order to place the 
acquired cnte1 prise in a condition such that it can t.e integrated into the- operations of the 
acquiror should be included, initially, in the investnlent in the acquired enterprise and not 
reported as a post~acqujsition reduction in the retul Il on that investment. Again, I do not 
believe the Board has luade a convincing Ci13e for the superiority of the fi nancial 
infonnation that would be produced under its proposed accounting model as compared 
\vith present practice. 

Nevertheless. I understand that there have been difficulties in the nast concerning the ... ~ ~~ 

anpJication of the EITF 95-3 consensus. Given Iny belief that the underlviub" princiole .. r '" "-

upon wriich it is based is sound, I submit that instead of aba.1Jdoning the principie in favor 
of the proposed fair-value-as-nleasured-by-a-hypothe-tical-lnarket-pm1icipant lilodel. the 
Board should explore vvays to tighten up the reqUlrenlents of the consensus to insure that 
onlv costs incurred immediatelY after the acquisition for the purp'ose of nutting the 
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acquiree in the condition of its intended usc by the acquiror fnay be capitalized as part of 
the acquisition cost. \Vhether the liability for those costs is incurred befure or after the 
acquisition date-, should not. in nlY vjew! affect the- dctennination of \vhether the 
restructuring costs are included in the initial n1easurerrlent of tbe investment or repol ted 
as post-acquisition operating expenses. 

Question 10 - Is it appropriate f?T the acqu!rer to recognize in l-nc!J!ne any gain or loss on 
• t • ~ -1" • ~ I 1 d . 1..' 1-1"-preViOUSiY acqlurea ll()ru:{)ntrOl~-lng eqlllt)' l1lVeSI-illC1LS on trle .. ate 1t oiitCl-nS conin}f OJ the 

acquiree? If no~~ what alternative do you prOpOSl? and why? 

I a...m greatly troubled by this proposed accounting because I struggle to see ho\v the 
inclusion of these gains or losses in the statement of operations will provide users of 
financial statelnents with inforn1ation that \vill enable then1 to iInprove the quality of their 
future forecasts of the enterprise's cash flo\vs. I understand that the Board has to do 
SOlIlcthing with the debits an.d credits that \viH result if the 100% of the assets and 
liabilities of partially-owned enterprises are adjusted to reflect the acquired enterprise~ s 
acquisition-date fair value. If such gains or losses are fullv and adequately disclosed. I 
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suspect most analysts and investors -will exclude thenl from their earnings a.lid cao;;h flow 
projection tnodels - which; if tn le, \vQuld seeln to suggest that such infonnation lacks 
relevance froln the perspective of financial statclnent users_ However, given the 
importance attached to reported eanlings in the fiu[tncial reporting model, I think it 
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probably would be better to charge or credit such mllounts directly to equity rather than 
taking them throug.'l the income statement. 

* * * * 

I appreciate the opportunity to provide my comments on tl>Js most important ED and I 
would be pleased to respond to any questions you might have relating to my input. 

Sincerely yours, 

Dennis W. Monson 


