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habilities of the acquiree at date of acquisition and embed the amount in the purchase price.
Requiring the valuation of all liabilities associated with the acquisition may compel a more
diligent review of the nisks associated with the target company. In addition, full recognition and
measurement ot contingent habtlitics will provide information that has predictive value because
the user will be able to evaluate all cconomic obligations of the combined entity. Allocation of
the purchase price to contingent habilities assumed will provide reliability, as the liabilities will
be faithfully represented as obligations.

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 Exit or Disposal
Activities, us of the acquisttion date are not liabilities at the acquisition date. Therefore, the
acquirer would recognize those costs as expenses of the combined entity in the post
combination period in which they are incurred.

Part C states costs assoclated with restructuring or exit activities that do not meet the
recognition criterta in FASB Statement No. 146, Accounting for Costs Associated with Exit or
Disposal Activities, as of the acquisition date are not liabilities at the acquisition date. Thercfore,
the acquirer would recognize those costs as expenses of the combined entity in the post
combination period in incurred.

We agree with the proposed change. Currently, under SFAS 146, business combinations
are specifically excmpt from recognition of a liability for exit and restructuring costs. Under
proposed rules, all entities would be required to book a liability for the costs that meet the criteria
for a hhability, at the acquisition date. Further costs that do not yet meet the definition of a
ltabihity, at the acquisition date are treated as expenses in the period incurred.

Recognizing a liability under SFAS 146 1s appropnate because 1t improves the qualitative
charactcristics of accounting information. First, consistency is improved by booking

restructuring costs meeting the definition of a liability. Thus. all items that are actual labilities
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are treated as such. Second, the financial information of separate entities is more comparable.

All entities would recognize a liability for all qualifying restructuring costs at the acquisition

date, providing a uniform basis for comparison.

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.

We feel that research and development should be accounted for as proposed in the
exposure draft. We also feel that recording IPR&D as an asset is symmetrical to recording
contingencies as liabilities 1n part B. Rescarch and development should be recognized and
mcasured at fair value at the time of the acquisition date. This is appropriate because in some
circumstances businesses are acquiring other businesses for the sole purpose of being able to
acquirc the knowledge or intellect the business has when it comes to the development of new and
existing products. In many cases the acquiree has a low net book value before considering
research and development because FAS 2 does not recognize these costs as an asset. The ED
proposes to add research and development into the calculation of the net book value. The
recognition of the research and development as an asset would allocate the fair market value to
the appropriate items rather than goodwill.

Decision usefulness will be improved by identifying research and development as an
asset. It will provide information that has predictive value because the user will be able to
evaluate all economic resources available and it also provides fcedback value. Allocation of

costs to rescarch and development will provide reliability, as the asset values will faithfully

represent the economic resources of the entity.
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Question [0 - 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?

Our concern about this question 1s illustrated in the following four cases:

Case 1: The acquirer has significant influence in the acquiree. Now, the acquirer obtains
control of the acquiree.

The proposed FAS 141R would require remcasurement of the previously acquired net
assets of the acquiree at the time the acquirer obtains controlling intercst in the acquiree (a
remcasurement event). This would result in a gain or loss on the previously acquired share in the
acquiree. The gain or loss is the difference between the acquisition date acquirer’s share of fair
value of the net assets of the acquiree and the fair value of the net assets of the acquiree at the
time of acquisition of non-controlling interest. This case is illustratcd with the help of the
following example:

Company A acquires 49% cquity shares of Company B on 1/1/2004 for §950,000. The

[air value of the net assets of Company B at the time of this investment was 51,900,000,

Now suppose Company A buys another 2% of the equity shares of Company B on

7/172005 for $ 50,000 and the market valuc of the net assets of Company B on 7/1/2005

ts $2.000.000. This means that Company A acquires control (51% cquity stock holding)
of Company B on 7/1/2005.

Acquirer’s share of the fair value of net assets of the

acquiree on 1/1/2004 (§1,900,000%49%) $931,000

Acquirer’s pre-acquisition share of the fair value of net

assets of the acquiree on 7/1/2005 (562,000,000*49%:) $980,000
Gain/(Loss) to be recognized in the income S 49,000
statement
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Case 2: The acquirer has insignificant influence in the acquiree. Now, it acquires significant
influence.

The ED is silent as to how to deal with the change in the acquirer’s share of the fair value
of the net assets of the acquiree acquired when significant influence is obtained. Therefore, we
inferred that there would be no remeasurement of the acquirer’s share of the fair value of
previously acquired net assets in the acquiree at the time the acquirer obtains significant
influence. There would be no recognition of a gain or loss on the previously acquired share in
the acquiree when the acquirer changes its method of accounting from cost method to equity
method. This case is illustrated with the help of following example:

Company A acquires 10% equity shares of Company B on 1/1/2004 for $150,000. The

fair value of the net assets of Company B at the time of this investment was $1.900.000.

Now suppose Company A buys another 39% of the equity shares of Company B on
1/7/2005 for $ 800,000 and the market value of the net assets of Company B on 1/7/2005

is $2.000,000.
Acquirer’s share of the fair value of net assets of the acquiree on
1/1/2004 ($1,900,000*10%) $190,000
Acquirer’s previous insignificant share of the fair value of net
assets of the acquiree on 7/1/2004 ($2,000,000*10%) $200,000
Difference (This difference is not recognized) $ 10,000

Case 3: The acquirer has significant influence in the acquiree. Now, it acquires more equity
shares to increase its significant influence.

In this case too, the ED is silent as to how to deal with the change in the acquirer’s share
of the fair value of the net assets of the acquiree acquired when the acquirer originally obtained
significant influence in the acquiree at the time of increasing its significant influence in the
acquiree. Thus, we inferred that there would be no remeasurement of the acquirer’s share of the
fair value of previously acquired net assets in the acquiree at the time the acquirer increases its

significant influence. There would be no recognition of a gain or loss on the previously acquired



share in the acquiree when the acquirer continues its equity method of accounting for business
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combination, though there is an increase in the significant influence exercised now. This case 1s

illustrated with the help of following example:

Company A acquires 25% equity shares of Company B on 1/1/2004 for $325,000. The

fair value of the net assets of Company B at the time of this investment was $1,900,000.
Now suppose Company A buys another 15% of the equity shares of Company B on
1/7/2005 for $ 300,000 and the market value of the net assets of Company B on 1/7/2005

is $2,000,000.

Acquirer’s share of the fair value of net assets of the acquiree on

1/1/2004 ($1,900,000%25%) $475,000

Acquirer’s previous significant influence share of the tair value

of net assets of the acquiree on 7/1/2004 ($2,000,000%25%) $500,000
Difference (This difference is not recognized) $ 25,000

Case 4: The acquirer has controlling interest in the acquiree. Now, it acquires more equity

shares of the acquiree to increase its controlling interest.

As with case 2 and case 3, the ED does not explicitly say how to deal with the change in

the fair value of the net assets acquired by the acquirer where the acquirer increases 1ts

controlling interest in the acquiree. However, we inferred that there would be no remeasurement

of the previously acquired net assets in the acquiree at the time the acquirer obtains increased

control in the acquiree. Additionally, there would be no recognition of a gain or loss on the

previously acquired control in the acquiree when the acquirer continues the acquisition method

of accounting, though for an increased control in the acquiree. This case is llustrated with the

help of following example:

Company A acquires 52% equity shares of Company B on 1/1/2004 for $10,000,000. The
fair value of the net assets of Company B at the time of this investment was $1,900,000.
Now suppose Company A buys another 8% of the equity shares of Company B on
1/7/2005 for $ 1,600,000 and the market value of the net assets of Company B on

1/7/2005 is $2,000,000.
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Acquirer’s share of the fair value of net assets of the acquiree
on 1/1/2004 ($1,900,000*52%) $988,000
Acquirer’s previous controlling share of the fair value of net
assets of the acquiree on 7/1/20035 ($2,000,000%52%) $1.040,000
Difference (This difference is not to be recognized) $ 52,000
Our View

We believe that the difference presented in the cases can open the door to manipulations
where companies will change the ownership of the investment in the investee to obtain the
desired financial statement benefit. For example, in Case |, by acquiring just another 2% of the
equity interest in the acquiree, the acquirer is able to value its controlling interest in the acquiree
at fair market value and recognize a gain or loss on the investment. While on the other hand, in
Case 2, when a company increases holdings by 10%, it will not recognize a gain or loss on the
investment. Thus, a difference of 2 % holding changes the way the investment is accounted for
only because a company obtains control.

Even though the significant influence increases in Case 3 or controlling interest of the
acquirer increases in Case 4, there 1s no remeasurement of the previous significant influence
equity share or controlling interest held by the acquirer. This means in Case 3, the 25% of the
equity interest of the acquirer remains at cost {adjusted for equity method accounting) while the
remaining 15% is at fair value. Similarly, in Case 4, the 52% of the equity interest of the
acquirer remains at cost (adjusted for equity method accounting) while the 8% is at fair value.

We feel all changes in equity ownership are significant events; therefore we believe that
designating only changes from non-control to control as the only “remeasurement event” would
lead to non-comparability. We also believe that the “mixed attribute” that results from non-

remeasurement diminishes the predictive value of such investments. The “mixed attribute” fails
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to serve as a predictive tool about economic resources because part of the investment may be
recorded at cost (adjusted for equity method accounting) and part may be recorded at current fair
value.

Thus, we believe that a gain or loss should be recognized each time there is a change in
the equity interest of the acquirer in the acquiree in order for the financial statements of the
acquirer to be reliable and consistent. As we are moving more towards the fair value reporting,
we believe that this treatment would provide more useful information to the financial statement

USCI.
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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?

With respect to the proposed treatment of the gain (net of positive goodwill) related to a
bargain purchase, we agree. We feel that it is justified to consider the bargain purchase amount a
gain, which will be included in net income. The acquisition of one company by another i1s the
result of extensive negotiations between the buyer and seller. If the negotiated purchase price
results in a bargain purchase price, that bargain purchase is an economic gain that should be
reflected in the income statement. The fact that independent appraisers are involved in the
determination of FMV of the acquiree increases the external verifiability (and theretfore the
reliability) of the bargain to external users. In addition, this treatment 1s a more faithful
representation of the economic substance that has been achieved through the negotiation of the
bargain purchase price.

We also considered what other alternatives are available to the treatment of this “credit”
that results from a bargain purchase. We evaluated two alternatives and determined they were
inferior to the treatment proposed. The first alternative is the current treatment, which is
proportionate reduction of non-current assets relative to the fair market value. This treatment
misrepresents the values of the non-current assets that have been valued by external sources by
using an arbitrary allocation.

A second alternative would be to record the value as a liability. This alternative would be
misleading because a bargain purchase price does not meet the definition of a liability in that it 1s

not probable future economic sacrifice. A bargain purchase price 1s a measurable advantage that

has the intention of leading to future advantages, such as increased profits.
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The current proposal is the most reasonable option. By recognizing the gain and
providing information about it in the footnotes the event is recognized 1n the period that it was
incurred, allowing the user of the financial statements to better evaluate the merit of the
acquisition.

On the subject of symmetry, the fact that a credit is recorded as a gain and a debat 1s
recorded as an asset seems to go against the principle of conservatism. We feel that this 1s the
lesser of two evils when studying the big picture of why the acquisition 1s taking place. If
goodwill were considered a loss, the entity would be punished with lower earnings due to a
decision that is meant to increase future economic benefits. While lacking symmetry, we feel as
though recording a loss would also be a misrepresentation to the current earnings of the
acquiring company.

Question 13 - Do you believe 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?

We agree with the Board’s position on retrospective restatement. Extending the
adjustment window out to a year could increase the costs to companies and brings the possibility
of greater earning volatility and confusion to past data. But the benefit of increase 1n decision
useful information more than compensates for these possible problems.

The FASB is attempting to make the information presented to investors more relevant
and reliable. With this the FASB is working in tandem with the IASB to converge international
and US standards together. The ED proposes that the window for measuring the fair value of all
of the assets and liabilities of the target be open as long as necessary, up to one year, for
revaluation of those acquired items. In addition, the ED requires that all of the changes made

during this adjustment period be reflected in the financial statements as of the acquisition date.
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The primary argument against retroactive restatement is the potential cost to companies
to restate and adjust the financial statements. However, there are important benefits to
retroactive restatement. Retroactive adjustments enhance the predictive value of the economic
resources and obligations of the entity. In addition the retroactive adjustments will provide more
reliable information that is verifiable through subsequent events.

Retroactive adjustments of financial statements ensure comparability not only between
years of operations, but also between different companies’ statements. If companies were to
adjust prospectively for all the subsequent effects of the acquisition, the overall purchase price
could be hidden. Retroactive adjustments increase the reliability and representational

faithfulness of the information.



