






















we supplement our internal capabilities with external substrate. Purchasing IPR&D in no 
way changes its nature, probability of success, or whether it has a probable future 
economic benefit. The purchase of [PR&D is not a transforming event. In our Warner­
Lambert, Pharmacia and other acquisitions, we purchased hundreds of IPR&D projccts at 
various stages of development, with varying probabilities of successful outcomes, but all 
with remaining risk and R&D spending. The pharmaccutical industry is heavily regulated 
by the FDA in the U.S., the EMEA in Europe and other country specific regulators. This 
means that no product can be marketed in a counhy unless the regulator approves it when, 
in their view, the company has proven a certain level of safety and efficacy for the 
specific indication sought and subsequently, the regulator has approved the labeling of the 
medicine. All of these steps entail ri sk in the process. 

Recent experience as reported in the press has shown a number of potential products for 
which the FDA issued "non-approvable" letters. These were for products that were 
beyond Phase III of development and this is indicative of the risk and uncertainty that 
remains when assessing "probable future economic benefit." 

Therefore, you may ask, do we believe IPR&D has a future benefit and qualifies as an 
assct. We all agree that all R&D has potential future benefit. Our concern is that IPR&D 
does not have a probable future benefit as an asset is described in CON 6. Based on our 
historical experience, we do not believe that the probability of success is high until after 
the completion of Phase Ill, at which point we would estimate it to be 70% to 80%. 
Howcver, given the significant uncertainty of regulatory approval remaining at this stage, 
we do not believe that the probable future economic benefit exists until approval is 
received. Our view is consistent with the realities of the indushy - that is, only one in 
five compounds from Phase II becomes an FDA approved product. 

We believe that investors could feel duped by the creation of assets which do not have 
probable future benefit and that confidence in financial reporting will be shaken mightily 
when subsequent write offs, which will be probable, occur. Investors will surely feel they 
have somehow been mislead about the financial condition of thc company. 

The F ASB clearly does not like the apparent inconsistency of fair valuing what they view 
as an 'asset' that is immediately expensed. However, this stop-gap measure, applied only 
to business combinations, is hardly satisfYing from a theoretical perspective. If the FASB 
is uncertain of the theoretical soundness of SF AS 2, then a comprehensive review of that 
standard should be initiated. This half-step is a disservice to the users of the financial 
statements. 

Specifically, we do not have a theoretical objection to the removal of the current 'bright­
line' for IPR&D that exists in practice via the AICPA Practice Aid, Assets Acquired in a 
Business Combination to Be Used in Research and Development Activities: A Focus on 
Software, Electronics Devices, and Pharmaceuticals Industries (the Practice Aid), but we 
do have practical concerns. We do not view the removal of one bright-line (expense it) 
for another bright-line (capitalize it) as an improvement, which appears to be what is 
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proposed. We view the current state as preferable among the two bright-lines, both 
theoretically and practically, as the 'expense it' approach recognizes the extreme 
uncertainty of the pharmaceutical and other research-intensive businesses and lessens the 
impact of the uncertainty surrounding fair valuation allocation issues, both from the 
standpoint of the preparer, the auditor and the user of the financial statements. As stated 
above, we can see theoretical benefit in removing all bright lines and permitting 
management judgment to be brought to bear on the issue. Theoretically, the purchase of 
an IPR&D project with a 7% probability of approval should not be capitalized anymore 
than a project with a 90% probability of approval should be expensed. However, 
notwithstanding our theoreti cal agreement, we reject this approach on practical grounds 
in that the probable future economic benefits of IPR&D are simply so uncertain, that even 
a high probability of approval does not neccssarily result in a probable future economic 
benefit. We note that the Pharmaceutical Research and Manufacturers of America 
(PhRMA) organization finds that only 3 in 10 marketed drugs produce revenues that 
match or exceed average research and development costs. 

For the phannaceutical industry, the success rate of research projects has historically been 
in the single digits. In the AICPA 's Practice Guide, Assets Acquired in a Business 
Combination to Be Used in Research and Development Activities: A Focus on Software. 
Electronics, and Pharmaceutical Industries, the task force describes the potential benefit 
to be derived from IPR&D projects as an "anticipated future economic benefit." The 
Task Force concludes that "an anticipated future economic benefit is less likely of 
occurring than a probable future economic benefit, which is part of the definition of an 
asset in F ASB Concepts Statement No.6." The conclusion that IPR&D assets should 
not be capitalized is further supported by F ASB Statement No.2, Accounting for 
Research and Development Costs, which notes that research and development costs 
should be expensed as incurred due to the uncertainty of future benefits and the lack of a 
casual relationship between expenditures and benefits. 

Subsequent to the initial capitalization, the Board proposes that the additional investment 
in an IPR&D project should be expensed as incurred. The Board has not provided any 
substantive evidence to justi fy the difference in accounting for research and development 
costs pre- and post- combination. The Board has concluded that expensing IPR&D is not 
representationally faithful. We believe accounting for IPR&D differently than the 
subsequent research and development costs incurred on these projects is not 
representationally faithful. The proposed accounting implies that the research and 
development costs incurred post-combination have different qualities than the IPR&D. 
Our experience does not support this conclusion. As stated in Statement 2, "research is 
planned search or critical investigation aimed at discovery of new knowledge with the 
hope that such knowledge will be useful in developing a new product or service." 
Development is defined as "the translation of research findings or other knowledge into a 
plan or design for a new product or process." lPR&D represents a cost incurred to obtain 
the ability to perform research and development in the future. It is not an asset that 
should be capitalized. 
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We strongly believe that all research and development costs should be accounted for in 
the same manner. We believe the costs incurred should be expensed until the 
technological , engineering and regulatory risks have been overcome. It is at this point 
that we are more certain that we have an asset, a future economic benefit, which should 
be capitalized. 

In summary, while we do not view the current model as broken, the issue is of such an 
enormous magnitude and will have such significant investor repercussions that we 
believe it merits a comprehensive reconsideration, not a stop-gap measure through 
purchase accounting. 

Contingent Assets and Liabilities 

We oppose the recording of the fair value of contingent assets and liabilities as we do not 
believe that their fair value can be reliably measured. We believe that the SFAS 5 model 
for accounting for contingencies is appropriate, is well-understood by the user community 
and has greater reliability under audit. 

We do not agree with the proposed accounting for contingent assets and liabilities 
acquired in a business combination. We struggle with the concept that there will be 
assets and liabilities that do not meet the criteria for recognition in a pre-combination 
business because the assets and liabilities are not probable, but recognition of these same 
assets and liabilities will be required in the post-combination business since a different. 
Again, we do not believe these assets and liabilities have somehow been transformed or 
their nature changed. 

In the Board's deliberations on the Conceptual Framework, the Board agreed that 
accounting information must be verifiable and understandable. We believe that the fair 
value of contingent assets and liabilities is likely to be deficient in both cases. For these 
financial statement elements, there is no reference market and no other substantive 
evidence exists to support the determination. It seems that in terms of contingent assets 
and liabilities, the fair value determined can only be recalculated, rather than verified. 
Furthermore, the output (fair value) of the calculation does not have a concrete meaning. 
It does not represent the amount that will be received or transferred upon the occurrence 
of future event. The average investor will not understand the implications of a probability 
weighted average outcome. 

We believe that the Board must recognize that fair value is not an appropriate 
measurement for all financial statement line items and that pursuing fair value in 
inappropriate situations can actually interject risk and improper variability into the 
financial statements. 

With respect to contingent liabilities such as litigation, we do not believe that fair value is 
appropriate as it is not certain that an obligation exists. We live in a highly litigious 
society and simply because someone has filed a lawsuit does not mean a liability has been 
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incurred. While the definition of a liability offers some comfort in that it would have to 
be probable in the general sense, we believe auditors may require we record such items on 
the "if you could settle it today, what would you pay" model. 

Furthermore, complex product liability litigation is dependent on many factors, some of 
which are not readily known, thereby rendering estimation either highly compromised if a 
guess is made or not estimable at all. Generally, such items require a long period of time 
before facts are known to enable estimation. Estimates of fair value at the date of 
acquisition increase the risk of "cookie-jar" type reserves to protect the future P&L. 

We do not support the belief that SF AS 5 should not apply for contingent assets and 
liabilities of an acquired company, but would apply for all other contingencies. The 
board stated that this ED is not the place to discuss the deficiencies of SFAS 5. Instead, 
the Board has elected to ignore the findings of that Statement that has been in existence 
since 1975. The IASB has issued an Exposure Draft entitled "Proposed Amendments to 
lAS 37 Provisions. Contingent Liabilities and Contingent Assets," supporting the 
recording of the fair value of contingent liabilities. We do not support this Exposure 
Draft, but I believe that the Board should review the data received by the IASB on this 
topic. 

Another issue with fair valuing such liabilities is whether or not to include future defense 
costs related to the litigation. Currently, practice is mixed with respect to accrual of 
future estimated defense costs with some companies maintaining reserves (e.g. Merck 
Vioxx litigation) and others not recording future defense costs as litigation costs. We 
would ask that the Board consider whether at the date of acquisition such costs be 
recorded, particularly if a liability is being recorded. 

We belief that broad consensus should be sought including the validation by users of 
financial statements before such drastic, far-reaching decisions are made. 

QUESTION 9 

Questioll 9-Do you believe that these exceptions to the fair value measuremellt 
principle are appropriate? Are there allY exceptiolls you would eliminate or add? If so, 
which ones alld why? 

We do not object with the fair value exception for employee benefits, deferred taxes and 
assets held for sale. However, please see our additional comments above concerning 
contingent consideration and contingent assets and liabilities. 

QUESTIONS 10-12 - AOOITIONAL GUIOANCE FOR ApPLYING THE ACQUISITION METHOO TO 
PARTICULAR TYPES OF BUSINESS COMBINATIONS 

Questioll 10: Is it appropriate for the acquirer to recogllize ill illcome allY gaill or loss 
on previously acquired noncolllrollillg equity investments on the date it obtains control 
of the acquiree? !fllot, what altemative do you propose and why? 
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No. Please see comments above. 

Question 11-lJo you agree with the proposed accounting Jor business combinations 
in which the consideration transJerred Jor the acquirer's interest ill the acqlliree is less 
than theJair value oJthat interest? IJnot, what altemative do you propose and why? 

No objection. 

Question 12: Do you believe that there are circumstances in which the amount oj an 
overpayment could be measured reliably at the acquisition date? IJ so, in what 
circumstances? 

We concur that in practice it is not possible to identifY and reliably measure an 
overpayment at the acquisition date. We agree that any possible overpayment accounted 
for as goodwill is best addressed through subsequent impairment testing. 

QUESTION 13 - MEASUREMENT PERIOD 

Question 13-Do you agree that comparative inJormation Jor prior periods presented 
in financial statemellts should be adjusted Jor the eJJects oj measurement period 
adjustments? IJnot, what altemative do you propose and why? 

We do not believe that comparative information for prior periods presented in financial 
statements should be restated for the effects of measurement period adjustments. We 
believe that adjustments should be recognized in the financial statements prospectively 
when identi fied and, if material, should be communicated via footnote disclosure. 

We note that the FASB's concern is to improve the comparative information. 
Restatements of financial statements generally leave users feeling that they should not 
have confidence in the financials. We note that purchase accounting, by definition and as 
opposed to pooling-of-interests accounting, causes the financial statements to be non­
comparative, with or without re-measurement adjustments. As for trend analysis, as the 
company moves through the measurement period, as the income statement will be littered 
with acquisition costs, restructuring charges and integration costs, we really do not see the 
need for restatement of prior periods to affect incremental changes to the purchase 
accounting. Since the measurement period cannot exceed one year, we do not see a 
compelling need for the additional noise of a restatement. Current disclosures require the 
acquiring company to disclose which acquisition measurements are still provisional and 
to disclose material changes from earlier measurements. We believe that these 
disclosures are sufficient for an analyst to determine whether or not there are any 'trend' 
issues that are not otherwise in the baseline financial statements. 

The Board notes that to improve the quality of comparative information reported in 
financial statements and converge with the requirements ofIFRS 3, this Statement should 
require that: 
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a. 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. 

b. Comparative infonnation in previously issued financial statements be 
adjusted, including any change in depreciation, amortization, or other income 
effect recognized as a result of completing the initial accounting. 

The Board acknowledges that retrospective adjustments and adjusting previously issued 
comparative infonnation is costly but believes that the benefit of improvements in 
comparative period infonnation and international convergence exceeds the cost. We 
disagree that restating previously issued financial statements for acquisition adjustments 
is beneficial to financial statement users and cannot support the proposal for the sake of 
international convergence. We believe that the current disclosure requirements as to 
provisional estimates and material changes to estimates are sufficient and do not diminish 
the credibility of financial statements, particularly in the case of a business combination 
where restatement of previously issued financial infonnation could occur in each quarter 
of the measurement period. 

QUESTION 14 - ASSESSING WHAT Is PART OF THE EXCHANGE FOR THE ACQUIREE 

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 assume{l or incurred are not part of the exchange for the acquiree? If not, 
what other guidance is needed? 

See our responses above in Question 5. 

QUESTION 15 - DISCLOSURES 

Question IS-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? 

With the exception of an acquisition that is managed on a very decentralized basis, we do 
not believe that the amounts of revenue and net income of the acquirce since the 
acquisition date included in the consolidated income statement for the reporting period 
could ever been ascertained. Since the achievement of synergies is vital to the success of 
the acquisition, the actions necessary to affect those synergies occur almost immediately. 

QUESTIONS 16-18 - THE lASS's AND THE FASS's CONVERGENCE DECISIONS 

Question I6--Do you believe that an intangible asset that is identifiable can alwaYl· be 
measured with sufficient reliability to be recognized separately from goodwill? If not, 
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why? Do YOIl have wry examples of an illtangible 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 relatell contract, asset, or liability 
b. Cash flows that the intangible asset generates are inextricably linked with tire caslr 
flows that the business generates as a whole? 

We believe that the fair valuation of assets for which there is no observable markets is 
problematic. Unfortunately, the non-amortization of goodwill has exacerbated this issue 
as the FASB and the SEC, understandably, need to guard against preparers abusing 
goodwill by using it as a dumping ground for assets that should otherwise be accoWlted 
for separately and as preparers are faced with the daunting task of assigning expected 
values to intangible assets that often have no observable markets, particularly in the 
pharmaceutical industry as it relates to R&D projects. 

Question 17: Do you agree t!rat any changes in acquirer's deferred tax benefits that 
become recognizable because of tire bllsine.<s combination are not part of lire fair value 
of tire acqlliree ami should be accoullted for separately from tire business 
combination? Ifnot, wiry? 

We disagree. We view any change in the acquirer's deferred tax assets that becomes 
recognizable because of the business combination as an integral part of the business 
combination; the only reason that the acquirer's assets are being impacted is as a direct 
result of the business combination. As such, we believe that recognition of a change in 
the acquirer's deferred tax assets should continue to be recognized as part of the business 
combination with an offset to goodwill. 

Question 18- Do YOIl 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? 

No comment. 

QUESTION 19 - STYLE OF THIS EXPOSURE DRAFT 

Question 19 Do you find stating the principles in bold type Irelpful? Ifnot, wiry? Are 
t!rere any paragraphs you believe should be in bold type, but are in plain type, or vice 
versa? 

If all paragraphs have equal authority, we find the bolding unnecessary, but we do not 
object. 
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