




















Response: No, we believe that acquisition-related costs that are directly related to an
acquisition should be included as costs of the acquisition. We believe this is a significant
change in practice that needs to be examined on a comprehensive basis and we disagree
with the Board’s decision not to extend the scope of its debate to acquisitions of all asset
groups, even those not involving business combinations.

Questions 8 and 9—Measuring and Recognizing the Assets Acquired and the
Liabilities Assumed

This Exposure Draft proposes that an acquirer measure and recognize as of the
acquisition date the fair value of the assets acquired and liabilities assumed as part of the
business combination, with limited exceptions. (See paragraphs 28—41 and paragraphs
B100-B142.) That requirement would result in the following significant changes to
accounting for business combinations:

a. Receivables (including loans) acquired in a business combination would be measured
at fair value. Therefore, the acquirer would not recognize a separate valuation
allowance for uncollectible amounts as of the acquisition date.

b. This Statement would amend FASB Statement No. 5, Accounting for Contingencies,
to exclude from its scope assets or liabilities arising from contingencies acquired or
assumed in a business combination. Assets and liabilities arising from contingencies
that are acquired or assumed as part of a business combination would be measured
and recognized at fair value at the acquisition date if the contingency meets the
definition of an asset or a liability in FASB Concepts Statement No. 6, Elements of
Financial Statements, even if it does not meet the recognition criteria in Statement 3.
After initial recognition, contingencies would be accounted for in accordance with
applicable generally accepted accounting principles, except for those that would be
accounted for in accordance with Statement 5 if they were acquired or incurred in an
event other than a business combination, Those contingencies would continue to be
measured at fair value with changes in fair value recognized in income in each
reporting period.

c. Costs associated with restructuring or exit activities that do not meet the recognition
criteria in FASB Statement No. 146, Accounting for Costs Associated with EXxit or
Disposal Activities, as of the acquisition date are not liabilities at the acquisition date.
Therefore, the acquirer would recognize those costs as expenses of the combined
entity in the postcombination period in which they are incurred.

d. Particular research and development assets acquired in a business combination that
previously were required to be written off in accordance with FASB Interpretation
No. 4, Applicability of FASB Statement No. 2 to Business Combinations Accounted
for by the Purchase Method, would be recognized and measured at fair value.

Question 8—Do you believe that these proposed changes to the accounting for business
combinations are appropriate? If not, which changes do you believe are inappropriate,
why, and what alternatives do you propose?



Response: We believe the proposed changes to accounting for contingencies acquired or
assumed and in-process research and development are significant changes in accounting
for these items that need to be examined on a comprehensive basis, not on a piecemeal
basis just within the context of accounting for business combinations. For instance, we
believe the FASB’s recent Invitation to Comment, “Selected Issues Relating to Assets
and Liabilities with Uncertainties”, which solicits feedback in analyzing some of the
issues that have a bearing on the role of probability and uncertainty in defining,
recognizing, and measuring assets and liabilities, is a better approach to comprehensively
examining the accounting for contingencies.

With respect to in-process research and development, in our response to the 2005 Annual
FASAC Survey we indicated that intangible assets should be one of the FASB's
priorities, as the current accounting model mostly ignores this major value driver for
many organizations. However, we also indicated that recognition and measurement of all
intangible assets may not be the way to go and that the Board should reinstate it
intangible assets disclosure project in order to further discussion in this area.

Question 9

This Exposure Draft proposes limited exceptions to the fair value measurement principle.
Therefore, some assets acquired and liabilities assumed (for example, those related to
deferred taxes, assets held for sale, or employee benefits) would continue to be measured
and recognized in accordance with other generally accepted accounting principles rather
than at fair value. (See paragraphs 42-51 and paragraphs B143-B155.)

Question 9—Do you believe that these exceptions to the fair value measurement principle
are appropriate? Are there any exceptions you would eliminate or add? If so, which ones
and why?

Response: We believe these exceptions are appropriate.

Questions 10—-12—Additional Guidance for Applying the Acquisition Method to
Particular Types of Business Combinations

This Exposure Draft proposes that for purposes of applying the acquisition method, the
fair value of the consideration transferred by the acquirer would include the acquisition-
date fair value of the acquirer’s noncontrolling equity investment in the acquiree that the
acquirer owned immediately before the acquisition date. Accordingly, 1n a business
combination achieved in stages (step acquisition), the acquirer would remeasure its
noncontrolling equity investment in the acquiree at fair value as of the acquisition date
and recognize any gain or loss in income. If, before the business combination, the
acquirer recognized changes in the value of its noncontroliing equity investment in other
comprehensive income (for example, the investment was designated as available-for-
sale), the amount that was recognized in other comprehensive income would be
reclassified and included in the calculation of any gain or loss as of the acquisition date.
(See paragraphs 55 and 56 and paragraphs B156-B160.)
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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?

Response: No, as indicated in our response to Question 5, we do not believe that a
noncontrolling equity investment in the acquiree that the acquirer owned immediately
before the acquisition date is part of the consideration transferred. Rather, in a step
acquisition, we believe the underlying economic transaction is the acquisition of an
additional interest in an entity.

Question 11

This Exposure Draft proposes that in a business combination in which the consideration
transferred for the acquirer’s interest in the acquiree is Jess than the fair value of that
interest (referred to as a bargain purchase), any excess of the fair value of the acquirer’s
interest in the acquiree over the fair value of the consideration transferred for that interest
would reduce goodwill until the goodwill related to that business combination is reduced
to zero, and any remaining excess would be recognized in income on the acquisition date.
(See paragraphs 59-61 and paragraphs B168-B132.)

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?

Response: While we are troubled by the recognition of income on the acquisition date,
these situations should be rare and we agree with the proposed accounting.

Question 12

However, this Exposure Draft would not permit the acquirer to recognize a loss at the
acquisition date if the acquirer is able to determine that a portion of the consideration
transferred represents an overpayment for the acquiree. The Boards acknowledge that an
acquirer might overpay to acquire a business, but they concluded that it 1s not possible to
measure such an overpayment reliably at the acquisition date. (See paragraph B183.)

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?

Response: No, we do not believe there are circumstances in which the amount of an
overpayment could be measured reliably at the acquisition date.

Question 13—Measurement Period



11

This Exposure Draft proposes that an acquirer recognize adjustments made during the
measurement period to the provisional values of the assets acquired and liabilities
assumed as if the accounting for the business combination had been completed at the
acquisition date. Thus, comparative information for prior periods presented in financial
statements would be adjusted, including any change in depreciation, amortization, or
other income effect recognized as a result of completing the initial accounting. (See
paragraphs 62—-68 and paragraphs B161-B167.)

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?

Response: No, Microsoft believes that measurement period adjustments should be
recognized prospectively as they result from information not known at the acquisition
date.

Question 14—Assessing What Is Part of the Exchange for the Acquiree

This Exposure Draft proposes that an acquirer assess whether any portion of the
transaction price (payments or other arrangements) and any assets acquired or liabilittes
assumed or incurred are not part of the exchange for the acquiree. Only the consideration
transferred by the acquirer and the assets acquired or liabilities assumed or incurred that
are part of the exchange for the acquiree would be included in the business combination
accounting. (See paragraphs 69 and 70, paragraphs A87-A109, and paragraphs Blll-
B117.)

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?

Response: In the spirit of principles-based standards, we believe the guidance in
paragraphs 69 and 70 is sufficient and the application guidance in paragraphs A87-A109
IS excessive.

Question 15—Disclosures

This Exposure Draft proposes broad disclosure objectives that are intended to ensure that
users of financial statements are provided with adequate information to enable them to
evaluate the nature and financial effects of business combinations. Those objectives are
supplemented by specific minimum disclosure requirements. In most instances, the
objectives would be met by the minimum disclosure requirements that follow each of the
broad objectives. However, in some circumstances, an acquirer might be required to
disclose additional information necessary to meet the disclosure objectives. (See
paragraphs 71-81 and paragraphs B184-B191.)
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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’

Response: The disclosure requirements seem excessive and, as indicated in our 2005
Annual FASAC Survey, we believe the FASB needs to establish a disclosure framework
so that new disclosure requirements are examined in the context of all existing
disclosures and not just within the context of a certain accounting issue. In particular, we
believe the requirement to provide supplemental pro forma information should be
eliminated given the proposed requirement to disclose the amounts of revenue and net
income of the acquiree since the acquisition date included in the consolidate income
statement for the reporting period.

Questions 16-18—The JASB’s and the FASB’s Convergence Decisions

This Exposure Draft is the result of the Boards’ projects to improve the accounting for
business combinations. The first phase of those projects led to the issue of IFRS 3 and
FASB Statement 141. In 2002, the FASB and the IASB agreed to reconsider jointly their
guidance for applying the purchase method of accounting, which this Exposure Draft
calls the acquisition method, for business combinations. An objective of the joint effort is
to develop a common and comprehensive standard for the accounting for business
combinations that could be used for both domestic and cross-border financial reporting.
Although the Boards reached the same conclusions on the fundamental issues addressed
in this Exposure Draft, they reached different conclusions on only a few limited matters.
Therefore, the IASB’s version and the FASB’s version of this Exposure Draft provide
different guidance on those few limited matters. Appendix F provides a comparison, by
paragraph, of the different guidance provided by each Board. Most of the differences arise
because each Board decided to provide business combinations guidance that is consistent
with its other existing standards. Even though those differences are candidates for future
convergence projects, the Boards do not plan to eliminate those differences before final
standards on business combinations are issued.

This joint Exposure Draft would resolve a difference between IFRS 3 and Statement 141
relating to the criteria for recognizing an intangible asset separately from goodwill. Both
Boards concluded that an intangible asset must be identifiable (that is, arising from
contractual-legal rights or separable) to be recognized separately from goodwill. In its
deliberations that led to Statement 141, the FASB concluded that, when acquired in a
business combination, all intangible assets (except for an assembled workforce) that are
identifiable can be measured with sufficient reliability to warrant recognition separately
from goodwill. In addition to the identifiability criterion, IFRS 3 and IAS 38 required that
an intangible asset acquired in a business combination be reliably measurable to be
recognized separately from goodwill. Paragraphs 35-41 of IAS 38 provide guidance for
determining whether an intangible asset acquired in a business combination is reliably
measurable. IAS 38 presumes that the fair value of an intangible asset with a finite useful
life can be measured reliably. Therefore, a difference between IFRS 3 and Statement 141
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would arise only if the intangible asset has an indefinite life. The IASB decided to
converge with the FASB in this Exposure Draft by (a) eliminating the requirement that an
intangible asset be reliably measurable to be recognized separately from goodwill and (b)
preciuding the recognition of an assembled workforce acquired in a business combination
as an intangible asset separately from goodwill. (See paragraph 40.)

Question 16—Do you believe that an intangible asset that is identifiable can always be
measured with sufficient reliability to be recognized separately from goodwill? If not,
why? Do you have any examples of an intangible asset that arises from legal or
contractual rights and has both of the following characteristics:

a. The intangible asset cannot be sold, transferred, licensed, rented, or exchanged
individually or in combination with a related contract, asset, or liability

b. Cash flows that the intangible asset generates are inextricably linked with the cash
flows that the business generates as a whole?

Response: We have not had any intangible assets acquired in business combinations that
meet the above characteristics, but defer to valuation experts on this question.

Question 17

For the joint Exposure Dratft, the Boards considered the provisions of IAS 12 Income
Taxes and FASB Statement No. 109, Accounting for Income Taxes, relating to an
acquirer’s deferred tax benefits that become recognizable because of a business
combination. IAS 12 requires the acquirer to recognize separately from the business
combination accounting any changes in its deferred tax assets that become recognizable
because of the business combination. Such changes are recognized in postcombination
profit and loss or equity. On the other hand, Statement 109 requires any recognition of an
acquirer’s deferred tax benefits (through the reduction of the acquirer’s valuation
allowance) that results from a business combination to be accounted for as part of the
business combination, generally as a reduction of goodwill. The FASB decided to amend
Statement 109 to require the recognition of any changes in the acquirer’s deferred tax
benefits (through a change in the acquirer’s previously recognized valuation allowance)
as a transaction separately from the business combination. As amended, Statement 109
would require such changes 1n deferred tax benefits to be recognized either in income
from continuing operations in the period of the combination or directly to contributed
capital, depending on the circumstances. Both Boards decided to require disclosure of the
amount of such acquisition-date changes in the acquirer’s deferred tax benefits in the
notes to the financial statements. {(See paragraphs D18 and paragraphs B145-B150.)

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?
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Response: No, Microsoft believes that any changes in an acquirer’s deferred tax benefits
that become recognizable because of the business combination should be accounted for as
part of the business combination.

Question 18

The Boards reconsidered disclosure requirements in [FRS 3 and Statement 141 for
purposes of convergence. For some of the disclosures, the Boards decided to converge.
However, divergence continues to exist for some disclosures as described in Appendix F.
The Boards concluded that some of this divergence stems from differences that are
broader than the business combinations project.

Question 18—Do you believe it is appropriate for the IASB and the FASB to retain those
disclosure differences? If not, which of the differences should be eliminated, if any, and
how should this be achieved?

Response: As indicated in our response to Question 15, we believe the requirement to
provide supplemental pro forma information should be eliminated given the proposed
requirement to disclose the amounts of revenue and net income of the acquiree since the
acquisition date mcluded in the consolidate income statement for the reporting period.
The other disclosure ditferences seem appropriate.

Question 19—Style of This Exposure Draft

This Exposure Draft was prepared in a style similar to the style used by the IASB in its
standards whereby paragraphs in “bold type” state the main principles. All paragraphs
have equal authority.

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’

Response: No, since all paragraphs have equal authority, we see no need for bold type
and therefore, no need to debate whether certain paragraphs should be bold or plain type.



