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Question 6-15 the accounting for contingent consideration after the acquisition date appropriate? If not, what 
alternative do you propose and why? 

In our view, the proposals for contingent consideration accounting will simplify accounting for goodwill 
subsequent to the business combination, by avoiding indefinite subsequent adjustment to goodwill. This 
is a practical benefit. However, the proposals pose significant conceptual problems. Contingent 
consideration is usually found in business combinations where the acquiree is unquoted and its fair value 
is not clear. Contingent consideration is a method of coping with this uncertainty. For this reason, reliable 
measurement of the fair value of contingent consideration at the acquisition date is unlikely to be 
possible. 

According to paragraph BC79 and the related footnote, the proposed remeasurement of contingent 
consideration which is classified as a liability, will usually match the accounting for the related changes in 
value of the assets and liabilities of the acquired business. There is one exception which concerns us. 
This is where a prior period error affecting the reported acquisition date fair values of an acquired asset 
or liability is discovered subsequently, and it affects the amount of consideration payable. lAS 8 would 
require prior years' financial statements to be restated to correct the error in the asset or liability, but lAS 
8 and the ED are both silent on the treatment of the adjustment to the consideration, which is an indirect 
impact of the error. FASB has addressed this issue in FAS 154 and concluded that indirect 
consequences of errors should be accounted for in the current period. This would lead to mismatched 
accounting if it were applied to this case. We would ask the IASB to discuss this issue together with the 
FASB to reach a converged solution. In our view, a matched accounting treatment would be more 
representationally faithful of the economic substance of this situation. 

Question 7-00 you agree that the costs that the acquirer incurs in connection with a bu siness combination are not 
assets and should be excluded from th e measurement of the consideration transferred for the acqu iree? If not, why? 

Under the cost method, it is logical to treat direct acquisition costs as part of the cost of the combination. 
Under the fair value method, although the acquirer's costs are not part of the amount directly exchanged 
for the acquiree, they are part of the fair value of the exchange transaction, as defined from the 
acquirer's viewpoint, in the same way as the vendor's costs are part of the disposal transaction and gain 
or loss from its viewpoint. 

The key question in our view is whether these expenses meet the asset recognition criteria. They are 
paid to acquire a business rather than specific assets, which differentiates them conceptually from other 
types of acquisition cost. However, in all other ways they are similar to incidental asset acquisition costs, 
can be reliably measured, and give access to future economic benefits. We do not believe the 
arguments in paragraph BC86 are valid because we do not believe that a successful acquisition is similar 
to an abortive one, or that direct acquisition costs are like indirect ones. Therefore, we see no conceptual 
reason why these different costs and situations should be accounted for in the same way. There may be 
minor arbitrage issues in pra cti ce related to classifying some costs as direct or indirect. The ED 
proposals would eliminate these, and arguably simplify business combination accounting. However, the 
proposal would create an incon sistency between the accounting for direct co mbination costs and for 
costs of asset acquisitions. We note that the IASB is not prepared at this time to introduce consequential 
amendments to lAS 16 and 38, to make the accounting for asset acquisitions and business combinations 
consistent. It is possible that this might result in more transactions being structured as as set acquisitions 
after the ED proposals are implemented. We therefore see arguments both for and against this 
proposal, but we believe on balance that introducing greater inconsistency into IFRS at this time would 
be wrong. We oppose the proposal for this reason. 
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Question 8- The Exposure Draft proposes that an acquirer measure and recognise as of the acquisition date the 
fair value of the assets acquired and liabilities assumed. That requirement would result In significant changes to the 
accounting for receivables and contingencies. 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? 

With regard to the two specific points raised, our comments are as follows: 

a) valuation allowances for receivables: the proposal to recognize only the net amount recoverable 
represents what we have always understood to be required by IFRS 3 paragraph B16 (c). While 
simply taking over the acquiree's gross receivables and allowances would be simpler, the required 
adjustments can be achieved with fairly simple consolidation entries, and we see no serious 
implementation problems for pre parers. 

b) contingent assets and liabilities - probability is a key asset and liability recognition criterion in the 
Framework, paragraphs 89·91. The proposals contradict the Framework by treating probability as a 
measurement attribute and are not acceptable for this reason. At the very least, these proposals 
should be accompanied by proposed consequential amendments to the Framework, so that no major 
inconsistencies are allowed to open up between the Framework and individual standards. 

In our view, removing the requirement for the existence of future economic benefits to be probable 
will result in forecast outcomes which are improbable being used to support amounts recorded in the 
financial statements. This will be detrimental to the relevance and reliability of those financial 
statements. 

We are surprised that the ED contains only general fair value guidance in Appendix E, and no equivalent 
of the more specific and detailed guidance in IFRS 3, paragraph B16. This leaves us unsure how much 
of that existing IFRS 3 guidance would still apply once the ED becomes a final standard. We would ask 
the IASB to clarify this, by providing similar guidance on how the Appendix E principles would be applied 
in practice to the items listed in that part of IFRS 3. 

Question 9--the exposure draft proposes limited exceptions to the fair value measurement principle. Do you believe 
that these exceptions to the fair value measurement principle are appropriate? Are thero any exceptions you would 
eliminate or add? If so, which ones and why? 

We support the proposed exceptions from fair value accounting for assets held for sale, deferred taxes, 
operating leases and employee benefrts and agree with the reasons given in paragraphs BC118·133. We 
would add that in our view it is likely to be impracticable to determine reliably the fair value of post· 
employment benefit liabilities for schemes above a certain size, because no market for them exists. 

Existing IFRS and US GAAP both require acquired manufactured work in progress, finished goods 
inventories and merchandise inventories to be valued on a basis approximating fair value less costs to 
sell (I FRS 3 paragraph B16 (d) (i) and (ii) ). We do not support the continued retention of this requirement 
because: 
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• the entity's ability to sell inventories at prices above cost depends on its access to markets, 
which in turn depends on its customer related intangible assets, which are described in 
paragraph A42-A48 of the ED. In our view, the fair valuation of customer related intangible 
assets, which IFRS 3 and the ED both require, duplicates the step-up of these inventories. 

• the step-up of these inventories results in a non-recurring reduction in the gross profit for the 
post-combination period while the inventories are sold, after which the gross profit will retum to 
levels normal for the acquired business as acquired inventories are replaced by inventories 
produced post-combination and valued at production cost. The acquired inventories are 
physically identical to the inventories produced after the business combination, but they are 
valued inconsistently. The fair value measurement principle is not an adequate justification for 
this inconsistency. tn our view, this accounting distorts the gross profit, atbeit temporarily, and 
fails to provide financial information for users which is relevant or that faithfully represents the 
economic effects of owning and selling the acquired inventories. 

We would suggest as an alternative that all inventories should be valued at their replacement cost, 
measured as of the acquisition date. This is already required for raw materials inventories and 
specialised equipment. We would ask the IASB to clarify explicitly in the final standard whether it 
considers this an acceptable way to apply the fair value guidance in Appendix E. 

Question 10-/s it appropriate for the acquirer to recognise in profit or loss any gain or loss on previously acquired 
non-controlling equity investments on the date it obtains control of the acquiree? If not, what alternative do you 
propose and why? 

In our view, it is not appropriate to recognize any gain or loss in profit or loss in the acquirer's 
consolidated income statement on revaluing a non-controlling ownership interest when that interest is 
increased and becomes a controlling interest as a result of a business combination. We note from the 
Basis for Conclusions, paragraphs AV11-13 that two IASB Board members atso believe this would not be 
appropriate accounting. We agree with their arguments as set out in those paragraphs. Additionally, we 
would point out that the increased contrOlling interest, which includes the previous non-controlling 
interest on which it is proposed to recognize a profrt or loss, will be completely eliminated from the 
consolidated balance sheet as part of routine consolidation procedures. It has always been a principle of 
consolidation that, when inter-company shareholdings are eliminated from the consolidated balance 
sheet, any related gains or losses in profit or loss and shareholders' equity are eliminated at the same 
time as being internal to the group. We know of no argument which can justify recording a gain in the 
consolidated income statement when it is considered appropriate completely to eliminate the related 
balance sheet items from the consolidated balance sheet. 

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? 

We agree with the proposals in the ED on this question. 
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Question 12-00 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? 

We do not believe that it is possible to identify or measure an overpayment by an acquirer at the 
acquisition date. Such judgements are subjective, and are formed only with the benefit of hindsight. 
Furthermore, we find the lASS's arguments in paragraph SC178 conclusive on this point. 

Question 13-00 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? 

We agree that comparative information should be adjusted for effects of measurement period 
adjustments. 

Question 14- The Exposure Draft proposes that an acquirer assess whether any portion of the transaction pn'ce 
(payments or other arrangements) and any assets acquired or liabilities 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, 
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 
acquires? If not, what other guidance is needed? 

We agree with the proposals in the exposure draft on this point, and agree that the guidance provided is 
adequate. 

Question 15-00 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? 

In our view, most of the changes proposed to the IFRS 3 disclosure requirements are logical 
consequences of other changes proposed in the ED. They should stand or fall from the final standard in 
line with the final decisions on those related changes. 
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QUestion 16--00 you believe that an intangible asset that is identifiable can always be measured with sufficient 
reliability to be recognised separately (rom 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; and 
(b) cash flows that the intangible asset generates are inextricably linked with the cash flows that the business 
generates as a whole? 

We note that, despite the reference to the Framework in paragraph 29 of the ED, the proposals in 
paragraphs 40-41 and A28-A34 of the ED appear inconsistent with the Framework and with lAS 38 on 
intangible asset recognition; the cross references to lAS 38 in paragraphs 40 and A28 refer only to the 
definition of an asset (lAS 38 paragraph 10-17) and not to the recognition criteria (lAS 38 paragraphs 21-
22), which include reliable measurement. This is unsatisfactory. The IASB's concern, to prevent abuse 
occurring through non-recognrtion of intangible assets, does not justify changes to IFRS 3 which appear 
either to override or to sidestep key provisions of the Framework and of related standards. We agree with 
the alternative view expressed by one Board member in paragraph AV19 that, once the reliability 
criterion is removed, there is no limit to the unreliability of measurements which may be reported for 
separate intangible assets acquired in a business combination. In our view, abuse at least as serious as 
that arising through non-recognition, could occur through the use of unreliable measurements. 
Therefore, we urge the IASB to reinstate the reliability criterion for recognizing intangible assets and 
liabilities in the final standard, for example by changing the wording of paragraph 40 from "shall 
recognise .. .intangible assets .. that meet the definition of an intangible asset in lAS 38" to .... shall 
recognise ... intangible assets .. that meet the definition of, and the recognition criteria for, an intangible 
asset in the Framework and lAS 38". 

At this point we would also like to repeat the relevant paragraph from our comment letter on the original 
exposure draft of amendments to lAS 38, issued as part of the first phase of the business combinations 
project: 

~jt is only possible to recognise items as acquired intangible assets if it is possible to measure their fair value using a 
method that is generally accepted as reliable and appropriate in the circumstances. It is not possible simply to 
assume as a given that an item can be measured reliably. Fair value can be determined either by reference to 
external markets, present value techniques based on future cash flows. established techniques used by a qualified 
specialist valuer, or by direct evidence from documents related to the business combInation. We believe that if a fair 
value cannot be determined satisfactorily in any of these accepted ways. any fair value allocation would be arbitrary: 

We do believe that the fair value of the intangible assets given as examples in paragraphs A37 -A61 can 
normally be measured reliably. 



Exposure draft of Proposed 
Amendments to IFRS 3, 
"Business Combinations" 

Date: 23 September 2005 
Page: 12/14 

Question 17-00 you agree that any changes in an acquirer's deferred tax benefits that become recognisable 
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? 

We agree that changes in the acquirer's deferred tax benefits are not part of the business combination 
accounting. It should be a key principle of business combination accounting that only the assets and 
liabilities of the business acquired can be accounted for as part of the business combination. Clearly, the 
acquirer's deferred tax asset is not part of the acquired business, nor is it part of the consideration 
transferred for it. The only counter-argument which we can see is that a deliberate sacrifice of tax 
benefits by the acquirer, directly resulting from the business combination, is part of the cost of 
acquisition, in a similar way to a direct transaction cost. However, the ED would expense such 
transaction costs in any case. The supposed sacrifice of economic benefits may not be irrevocable, 
because changes in circumstances after the combination is completed could result in the deferred tax 
asset in some cases once again becoming recoverable. Therefore, we do not believe this counter­
argument is sound. 

Question 18--00 you believe it is appropriate for the IASB and the FASB to retain the proposed disclosure 
differences in their respective exposure drafts? If not, which of the differences should be eliminated, if any, and how 
should this be achieved? 

Especially on joint projects, the convergence objective has not been fully achieved unless disclosures 
are converged as well as accounting, so we are disappointed that these differences would remain. We 
are concerned that regulatory authorities might continue to require reconciliations and/or additional 
disclosures as a result. Although the Boards cannot control this, the possibility should alert them to the 
need to ensure that divergences are eliminated. 

The IASB disclosure in paragraph 74 (b) (1) should be a supplemental unaudited pro forma disclosure 
only, like that of the FASB. It will usually be impracticable for the acquired business to prepare auditable 
financial statements for pre-acquisition periods coterminous with the acquirer's financial reporting periods 
and in accordance with the acquirer's accounting policies, and we do not see how the required disclosure 
can be audited by the acquirer's auditors unless the acquiree were to do this. Also, preparation of the 
required information on a meaningful basis will require pro forma adjustments to depreciation, 
amortization, and perhaps other items, in line with the acquisition date fair value measurement. Such 
adjustments, while they do provide users with relevant information, are of course not strictly in 
accordance with normallFRS accounting, and should be marked as 'unaudited' in order to highlight this. 

Question 19-5tyle of the Exposure Draft 

In our opinion, the style of the exposure draft is clearer than in certain recent IASB exposure drafts. We 
would suggest using a tabular style in the Basis for Conclusions in order to present arguments for and 
against the accounting treatments which the IASB considered. In our view, this would allow additional 
useful content to be included without the length of the Basis for Conclusions becoming excessive. 
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We note from paragraph BC66 that FASB agreed to adopt the IFRS treatment on this issue, not primarily 
for conceptual reasons, but because the Boards concluded that a converged answer was of primary 
importance. In our view, it is important that the IASB publish the reasons why it did not feel that it would 
be appropriate to adopt the existing US GMP treatment for the sake of convergence. This will give 
constituents valuable information about the IASB's judgements on convergence matters, as well as on 
the concepts undertying this particular issue. 

Intangible asset recognition: Employee contracts 

The ED would not permit the recognition of an assembled workforce, in line with existing IFRS and US 
GMP - FAS 141 removed assembled workforce recognition from US GMP. The Basis for Conclusions 
does not reiterate the reasons for this, However, we are unclear why the acquirer's cancellable customer 
contracts and relationships qualify for recognition as an intangible asset when its cancellable employee 
contracts and relationships do not. In our view, it would be useful to include a brief rationalisation of this 
apparent inconsistency in the final Basis for Conclusions. 

Adjustments during measurement period 

Paragraph A71 (b) states that, when new information is obtained during the measurement period, "an 
actual exchange with a third party generally provides the best evidence of fair value". Paragraph A74 
gives the example of a lawsuit settled "late in the measurement period for an amount that is different 
from the initial estimate." ,there is no new information about facts which existed at the acquisition date". 
This guidance seems in direct contradiction with paragraph A71 (b), because a settlement is an actual 
exchange with a third party, which is itself high quality information about acquisition date fair value! 
Guidance example 7 is confusing, and should be clarified by indicating whether the timing of the 
infonmation in this case is considered to override the quality of the new information available, or whether 
there is evidence that the settlement outcome was caused by unfavourable developments in AC's legal 
position caused by events which occurred after the acquisition date. 

Likewise, the way in which the paragraph A71 principles have been applied to example 8 in paragraphs 
A75-A78 is confusing. The actual sale of Asset A within a relatively short period - three months - of the 
acquisition date is an actual exchange with a third party. Unless evidence to the contrary exists, the 
Appendix E fair value principles would suggest that this provides a better evidence of the asset's fair 
value than the independent valuation conducted as of the acquisition date, since all valuations depend to 
a degree on subjective assumptions made by the valuer, and on subjective interpretation by the valuer of 
the infonmation obtained. The example conclusion in paragraph A76 appears to reverse the fair value 
hierarchy. This should be clarified. 
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We would not expect a conclusion that a valuation provides a more reliable acquisition date fair value 
estimate than an actual exchange transaction which occurs before the end of the measurement period, 
unless there is evidence that market conditions changed significantly in the intervening period, or that the 
actual exchange transaction did not take place at market prices, or that it was influenced by extraneous 
factors, such as other unrelated transactions or potential transactions between the parties involved. The 
length of the measurement period is, of course, arbitrary to some degree. However, unless the concept 
of measurement period is to be completely eliminated, any conceptual argument in favour of giving an 
acquisition date valuation amount primacy over a later actual exchange amount would have to be 
sustainable even if the actual exchange took place after as short a time as one day after the acquisition 
date, in the absence of any observable change in market conditions in the intervening time. In our view, 
that would not lead to reliable and representationally faithful measurement. 

Arrangements to pay for employee services 

Paragraph A 101 requires further clarification . By suggesting that a payment, the sole purpose of which 
seems to be to ensure that TC's CEO is compensated for services to be performed after an acquisition, 
is part of the exchange for the acquiree, A101 appears to contradict paragraph 70 (b), which states that 
"payments to compensate employees ... af the acquiree for future services" are not part of the exchange. 
The distinguishing fact between the two may be that paragraph 70 (b) may envisage the employees 
actually performing services after the acquisition date, whereas paragraph A 1 01 may envisage that the 
CEO will not actually perform any services after acquisition, he will merely be compensated as if he had, 
with no benefit to the expanded entity. However, this is not at all clear from paragraph A 101. 

Acguirer share-based payment awards exchanged for awards held by employees of the acguiree 

In our view. the acquirer may have two purposes in replacing the acquiree's awards: to secure control of 
the acquiree, for example in a situation where the release or exercise of equity instruments which are 
unsettled at the acquisition date could result in the acquirer's interest becoming once more a non­
controlling one; and to secure the continued services of the acquiree's employees for the expanded 
entity post-<:ombination. The first should be accounted for as part of the business combination. The 
second, which is likely to be much more frequent, is not part of the business combination. 

Paragraph A103 (a) requires an immediate expense on the acquisition date if the acquiree's employees 
are offered awards with a higher ''fair value-based measure" than their existing awards. The meaning of 
"higher fair value-based measure" is unclear from the context, and should be clarified. Any requirement 
to expense the increased value immediately does not appear consistent with IFRS 2, paragraph B43 (a), 
under which all incremental costs of a modified award are expensed over its remaining vesting period. In 
our view, the replacement can be considered analogous to an entity modifying its own awards, even 
though in this case the original award was not for the acquirer's equity, but for the acquiree's. Also, 
because the purpcse of enhancing the original award is to secure renewed commitment by the 
acquiree's employees to render services post-combination, we would expect according to generallFRS 2 
principles that any expense arising from the acquirer's award which does not fall to be accounted in the 
pre-acquisition perkKf, or as part of the business combination, would be expensed over the revised 
remaining vesting period, rather than immediately. This inconsistency with IFRS 2 should either be 
justified, or removed by aligning the ED with IFRS 2. 


