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Dear Sir David

Exposure Draft ED 3 Business Combinations
Amendmentsto |AS 36 Impairment of Assets
Amendmentsto |AS 38 Intangible Assets

We are responding to your invitation to comment on the above exposure drafts on behalf of
the worldwide organisation and Global I1AS Board of PricewaterhouseCoopers. We have
responded to the questions posed in ED 3 Business Combinations (“ED3” or “the proposed
gtandard”) and related amendmentsin IAS 36 Impairment of Assats (“1AS 36”) and IAS 38
Intangible Assets (“1AS 38”). We have aso included other comments on certain aspects of
the proposed standard and the amendmentsto IAS 36 and some detailed comments on
reverse acquisition accounting in Appendix A.

There are severd areas of overarching importance that the Board needs to address. The
areas where we have particular concern are; 1) the phased approach to the business
combinations project, 2) the need for international valuation standards, 3) the concerns
inherent in adopting an impairment modd, 4) the recognition of contingent assets and
lighilities, 5) the need to condder the limited period of ‘field testing’ thet the Smilar FASB
standards have had and 6) convergence with US GAAP.

Phased Approach to Business Combinations

We would prefer that al issues relevant to the business combinations project are dedlt with
a the sametime. However, we agree that the phased approach is a pragmatic solution to
moving rapidly forward on certain issues. The phased approach, however, makesiit
mandatory that:

The Board adheresto the current timetable for timely completion of Phase 1,

The proposed standards resulting from Phase | and Phase |1 have the same
mandatory adoption date;
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The proposed standards dlow early adoption only if they are adopted at the same
time and
Phase || mugt address the accounting for the formation of ajoint venture and other

transactions excluded from the scope of ED 3 and provide guidance on accounting
for common control transactions.

Valuation Standards

We appreciate that the IASB has no direct mandate to write val uation standards. However,
the proposed standard and the amendmentsto IAS 36 and IAS 38 are dl heavily rdiant on
the determination of fair vaues for recognition and measurement of intangible assets.
Intangible assets must be appropriately recognised at acquisition. Application of the
imparment modd requires frequent vauations of cash generating units and intangible

asts in the two-step impairment test and when ng the recoverable amount of
intangible assats with indefinite lives.

There is no commonly accepted or published guidance available on vauation sandards
that can be robustly applied across multiple cultures, languages, business practices and
lega environments. The IASB, with its partner sandard setters, should lead the drive for
principle based valuation standards that can be consstently applied in diverse legd and
economic conditions.

The Impairment Modél

The cost less impairment model of accounting for goodwill and intangible assetsisa
conceptualy better modd and when robustly and consistently applied provides more
relevant information for users. We support the recognition of more intangible assets and
believe the accounting should be the same if assets are purchased individudly or ina
business combination. We agree that some intangible assets have an indefinite lifeand it is
appropriate to account for such assets at cost lessimpairment. We aso agree that goodwil
does not have a determinable useful life and should be accounted for as an asset a cost less
imparment.

However, the robust gpplication of the proposed modd is dependent on the ability of
preparers to accurately estimate cash flows.  The Board should consider whether the
conceptua improvements of the proposals are cost beneficid to users of financid
statements. We are concerned that the necessary skills to apply the modd so asto produce
reliable and consstent financid reporting will not be present in sufficient quantity in an
internationa group of diverse users.
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Contingent Assetsand Liabilities

There is no conceptua basis for a difference between the recognition criteriafor contingent
liabilities in a business combination and those arising in any reporting entity. The
recognition criteriafor a contingent ligbility in the proposed sandard are in conflict with

the criteriain IAS 37 and inconsstent with the IAS Framework. Further, the proposed
standard does not alow the recognition of contingent assets in a business combination.
This means that contingent assets are subsumed in goodwill when conceptudly they should
be separately recognised. Thus there gppears to be a conflict within the proposed standard
and between the proposed standard and the existing standards and Framework.

The Board should address the recognition of contingent assets and liabilities as part of
Phase I1. However, there should not be a measurement anomaly such that these are only
recognised in a business combination. Should the Board conclude that recognition of
contingent assets and liabilities a fair value is gopropriate in connection with abusiness
combination, then the Framework and I1AS 37 should be amended to reguire recognition of
al contingent assets and liabilities on the same basis.

Limited Field Testing

The proposed standard and amendments will converge IAS significantly with US GAAPIn
the area of business combinations. The mode adopted by FASB has been gpplied by all
listed companiesin the USA but the mgority of preparers are only in their second annud
reporting cycle of application. During this period asingle set of economic conditions have
prevailed and there have been low levels of new merger and acquigition activity. The
IASB should therefore keep the impact of the proposed standard under review asit is
implemented and respond quickly if it becomes clear that any aspect of the guidance is not
working in practice,

Convergence

We have not identified in our comment |etter where the proposas will leave or create
differences between IFRS and US GAAP. These differences will be difficult for usersto
understand when the approaches are conceptually smilar. We encourage IASB to work
closdly with FASB to identify and diminate al differences.

If you have any questionsin relation to this | etter please do not hesitate to contact Jochen

Pape, Chair of the PwC Global IAS Board (49 211 981 2905), or Mary Dolson (44 207 804
2930).

Y ours fathfully

PricewaterhouseCoopers
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ED 3 Business combinations
Responsesto detailed questions
Question 1 — Scope

The Exposur e Draft proposes.

(a) to exclude from the scope of the IFRS business combinationsin which separate
entities or operations of entities are brought together to form ajoint venture, and
business combinations involving entitiesunder common control (see proposed
paragraphs 2 and 3 and paragraphs BC9-BC11 of the Basisfor Conclusions). Are
these scope exclusions appropriate? If not, why not?

Answer

Y es, we agree that the formation of joint ventures and business combinations involving
entities under common control should be excluded from the scope of the proposed
standard.

We would prefer that al issues relevant to the business combinations project were dealt
with at the sametime. The current timetable for Phase | and Phase 11 of the business
combinations project will have the standards mandatory for accounting periods ending on
31 December 2005. Adherence to this timetable is essentia for the phased approach to the
busi ness combinations project to be acceptable. Therefore, we agree that both of the issues
identified should be excluded from the scope of the proposed standard, but both issues
should be resolved in Phase |1.

Accounting for the formation of ajoint venture should be consdered with Smilar issuesin
Phase I1. The substance of atransaction that creates ajoint venture is the creation of anew
entity. The scope of Phase Il should cover al transactions or combinations other than
acquigtions that result in the formation of a new entity. These include those rare business
combinations where an acquirer cannot be identified, entities brought together by contract,
the combination of mutud entities, the combination of more than two entities and the
transfer of state owned assets to private ownership. The Board should explore fresh start
accounting and other dternatives to determine which approach produces the most useful
information.

The absence of IFRS guidance dedling with business combinations involving entities under
common control has given rise to divergent practice. Smilar transactions are accounted for
differently, causing alack of comparability between entities. Guidance is urgently required
in this area.and should be considered in Phase 11. The accounting trestment applied to
business combinations involving entities under common control should reflect the
conclusion of the debate to determine whether the economic entity or parent company
modd is more appropriate for consolidated financia reporting.

(4)
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We note that the Board does not expect Phase |1 to result in fundamental changesto the
approach proposed in Phase |. However, there are decisions aready taken in Phase |1 that
address items excluded from the scope of Phase | or dter the proposasin Phase . For
example, the accounting trestment that is applied to the acquigition of minority interests

and gtep acquisitions and the treatment of the direct cogts incurred in connection with a
business combination. These decigons could result in multiple accounting changes within
ashort period. The proposed standards that result from Phase | and Phase |1 should have
the same mandatory adoption date. Thiswill eiminate the need for multiple accounting
changes. Both proposed standards should alow for early adoption, so long as both
standards are adopted at the sametime.

(b) toincludein the IFRS a definition of business combinations involving entities
under common control, and additional guidance on identifying such transactions (see
proposed paragraphs 9-12 and Appendix A, and paragraphs BC12-BC15 of the Basis
for Conclusions). Arethe definition and additional guidance helpful in identifying
transactions within the scope excluson? If not, what additional guidance would you
suggest, and why?

Answer

Y es, we agree that the definition of business combinations involving entities under
common control and the additiona guidance are helpful. Guidance on accounting for such
transactions must be included in Phase 1.

Question 2 —Method of accounting for business combinations

The Exposur e Draft proposesto eliminate the use of the pooling of interests method
and require all business combinations within its scope to be accounted for by
applying the purchase method (see proposed paragraphs 13-15 and paragraphs
BC18-BC35 of the Basisfor Conclusions). Isthisappropriate? If not, why not? If you
believe the pooling of interests method should be applied to a particular class of
transactions, what criteria should be used to distinguish those transactions from other
business combinations, and why?

Answer

No. We agree that an acquirer can be identified in virtudly al business combinations.
However, there are extremely rare circumstances in which an acquirer cannot be identified.
An example might be a“rall-up” type transaction that combines three or more entities of
virtualy equa size and no one management team or group of shareholders obtains control
or dominates the combination process or the combined entity. The arbitrary identification
of an acquirer in these circumstances with new basis recognised only for those entities
deemed to have been acquired will not provide meaningful financid informetion.

The substance of atransaction in which an acquirer cannot be identified is often the
cregtion of anew entity rather than a continuation of the combining entities or the
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dominance of the combining entities by a angle entity. The pooling of interests method is
not appropriate in these circumstances. We agree that the pooling of interests method
should be eliminated and not gpplied to any transactions within the scope of the proposed
standard.

The dimination of the pooling of interests method should not be delayed until the Board
has been able to congder the accounting treatment that should be applied in the rare
circumstances in which an acquirer cannot be identified. We therefore support the
approach in the proposed standard as a short term solution, but the Board should consider
these transactionsin Phase 1.

The proposal that the purchase method is gpplied to al business combinations requires that
the proposed standard include robust guidance for determining the acquirer. We have
commented further in this areain our response to Question 4.

Question 3 — Reverse acquisitions

Under |AS 22 Business Combinations, a business combination is accounted for asa
rever se acquisition when an entity (thelegal parent) obtains owner ship of the equity
of another entity (the legal subsidiary) but, as part of the exchange transaction, issues
enough voting equity as consideration for control of the combined entity to passto the
ownersof thelegal subsidiary. In such circumstances, the legal subsidiary is deemed
to bethe acquirer. The Exposure Draft:

(a) proposes to modify the circumstances in which a busness combination could be
regarded as areverse acquisition by clarifying that for all business combinations
effected through an exchange of equity interests, the acquirer isthe combining entity
that hasthe power to govern the financial and operating policies of the other entity
(or entities) so asto obtain benefits from its (or their) activities. Asaresult, areverse
acquisition occurswhen the legal subsidiary hasthe power to govern thefinancial
and operating policies of the legal parent so asto obtain benefits from its activities
(see proposed paragraph 21 and paragraphs BC37-BC41 of the Basisfor
Conclusions). Isthisan appropriate description of the circumstancesin which a
business combination should be accounted for asareverse acquisition? If not, under
what circumstances, if any, should a business combination be accounted for asa
reverse acquisition?

Answer

Yes. The acquirer isthe party that has obtained the power to govern the financial and
operating policies of the combined entity at the date of the business combination. We agree
that in circumstances where the legdl subsdiary has the power to govern the financid and
operating policies of the lega parent, the legal subsidiary should be identified as the
accounting parent. We have commented further on the guidance for identifying the

acquirer in our response to Question 4.

(6)
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The transaction used as an example of areverse acquistion in paragraph 21 of the
proposed standard has the substance of a capita raisng transaction and would be
accounted for as such. The example would be more hdpful if it illustrated areverse
acquisition involving two substantive operating companies. The example should be
included in the lllugtrative Examples rather than in the body of the standard.

(b) proposes additional guidance on the accounting for rever se acquisitions (see
proposed paragraphs B1-B14 of Appendix B). Isthis additional guidance
appropriate? If not, why not? Should any additional guidance be included? If so,
what specific guidance should be added?

Answer

Y es, we agree this guidance is generaly appropriate, but we have some detailed
observations that are included as Appendix A.

Question 4 — | dentifying the acquirer when a new entity is formed to effect a business
combination

The Exposure Draft proposes that when a new entity isformed to issue equity
instrumentsto effect a business combination, one of the combining entitiesthat
existed before the combination should be adjudged the acquirer on the evidence
available (see proposed paragraph 22 and par agraphs BC42-BC46 of the Basis for
Conclusions). Isthis appropriate? If not, why not?

Answer

Y es, we agree that thisis appropriate except for those extremely rare cases where an
acquirer cannot be identified. (See our response to Question 2).

Determining the acquirer will be critical when purchase accounting is applied to every
transaction. All of the relevant facts and circumstances should be considered to determine
which of the combining entities is the acquirer. The accounting treatment should reflect the
substance of the business combination and not be driven by the legd form of a particular
transaction.

We agree with the proposals in paragraph 17 of the proposed standard that the acquirer is
the entity that obtains control of the other combining entities. We aso agree with the
proposal in paragraph 19 that contral is presumed to arise when one of the combining
entities acquires more than haf the voting rights of the other combining entities, which is
consstent with the guidance in IAS 27. The guidance in the remainder of paragraph 19 and
in paragraphs 20 and 21 is confusing.

Paragraph 19 ligts four ways in which control might arise when one of the combining

entities does not acquire more than haf the voting rights of the other combining entities.
Paragraph 20 ligts three further factors that should be considered to determine the acquirer,
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but does not State that these factors should be considered only when there is no indication
that one of the combining entities has control. There is further guidance in paragraph 21,
which suggests thet the acquirer is usudly the entity that has issued equity instruments or
the largest entity. Readers might assume that these factors should be considered only in the
context of areverse acquistion.

The proposed standard should be clear that the existence of control determinesthe
acquirer. Therefore the guidance in paragraphs 20 and 21 should be gpplied only when one
of the combining entities has not obtained control in one of the ways listed in paragraph

19. The factors in paragraph 20 should be extended to include other relevant issues, such as
the terms on which the purchase consderation is exchanged, the entity that initiated the
transaction and the existence of alarge block of voting shares when none of the combining
entities has more than haf the voting rights. Paragraph 20 should be clear that dl rdevant
facts and circumstances should be considered to determine the acquirer when none of the
combining entities has obtained control.

The guidance in paragraphs 20 and 21 is written from the perspective of business
combinationsinvolving only two entities. Identifying the acquirer is often difficult in
complex transactions involving more than two entities when none of the combining entities
obtains more than haf the voting rights of the other entities. The proposed standard should
include guidance for identifying the acquirer in these circumstances.

The proposed standard does not explain how to account for the transaction between the
new entity and the entity identified as the acquirer when anew entity isincorporated asa
vehicle to accomplish abusiness combination. Thisis merely areorganisation of the
interests of the acquirer and purchase accounting should not be gpplied. This principle
should be made clear in the proposed standard.

Question 5 - Provisions for terminating or reducing the activities of the acquiree

Under |AS 22, an acquirer must recognise as part of allocating the cost of a business
combination a provison for terminating or reducing the activities of the acquiree (a
'restructuring provision') that wasnot a liability of the acquiree at the acquisition
date, provided the acquirer has satisfied specified criteria. The Exposure Dr aft
proposesthat an acquirer should recognise arestructuring provison as part of
allocating the cost of a business combination only when the acquiree has, at the
acquisition date, an existing liability for restructuring recognised in accor dance with
IAS 37 Provisions, Contingent Liabilities and Contingent Assets (see proposed
paragraph 40 and paragraphs BC55-BC66 of the Basisfor Conclusions). Isthis
appropriate? If not, what criteria should an acquirer berequired to satisfy to
recognise arestructuring provison that was not aliability of the acquiree as part of
allocating the cost of a combination, and why?
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Answer

We agree that aprovison for the costs of terminating or reducing the activities of the
acquired entity should be recognised in the purchase price alocation only when the
acquired entity has an exigting ligbility recognised in accordance with IAS 37.

The proposed standard should aso require that the acquired entity’ s restructuring plan was
in existence before the commencement of negotiations for the business combination.
Management of the acquirer must be demonstrably committed to executing the
restructuring plan at or before the date of acquisition. Paragraph 40 of the proposed
gandard should be revised to clarify that arestructuring plan that was conditiona on the
occurrence of the transaction shal not be recognised in the purchase price alocation.

A redtructuring plan that does not meet the criteria described above should be excluded
from the purchase price alocation.

We agree with the proposal in paragraph 41 that payments the acquired entity is
contractualy obliged to make if it is acquired in a business combination should be included
in the purchase price dlocation. However, such liabilities should be included only if the
contractud terms existed before commencement of negotiations for the business
combination. The codts of arestructuring plan that is contingent on the business
combination should be excluded specificaly from the payments covered by paragraph 41
of the proposed standard.

Question 6 — Contingent liabilities

The Exposur e Draft proposesthat an acquirer should recognise separately the
acquiree's contingent liabilities at the acquisition date as part of allocating the cost of
a business combination, provided their fair values can be measured reliably (see
proposed paragraphs 36 and 45 and par agr aphs BC80-BC85 of the Basis for
Conclusions). Isthisappropriate? If not, why not?

Answer

We agree with the principle behind this proposd. However, we are concerned that the
proposal introduces a measurement anomaly between contingent liabilities that are first
recognised by the acquirer in connection with a busness combination and other contingent
ligbilities recognised in accordance with IAS 37.

Thereis no conceptud basis for a difference between the criteria used to recognise a
contingent liability of the acquired entity in a business combination and the criteria used by
the acquired entity to recognise a contingent ligbility in its own financid statements. The
purchase congderation in a business combination might provide more robust evidence of
the fair vdue of a contingent ligbility, but this does not judtify using different recognition
criteria. The guidance for recognising contingent liabilities in connection with a busness
combination should be consstent with the guidance for recognising contingent lighilities,
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s0 the guidance in the proposed standard should not be implemented unless smilar
guidanceisincluded in IAS 37.

The recognition of a contingent liability in connection with a business combingtion isaso
inconggtent with the definition of aliability in the IAS Framework. We note that there are
other assets and liahilities are not recognised at fair value at the time of a business
combination, for example, deferred tax

We are aso concerned that the proposal would require the recognition of contingent
ligbilities in a business combination provided their fair vaues can be measured reliably,

but would not permit the recognition of contingent assets. Contingent assets that would not
be recognised because they do not passthe “virtudly certain” test in IAS 37 might include
litigation and clams for tax refunds, volume based bonus receipts and additiond sales
proceeds that are contingent on the subsequent sale of goods by the purchaser.

New guidance for the recognition of contingent assets and contingent liabilities should be
introduced a the same time. The guidance for recognising contingent assets and contingent
lidbilities in connection with a business combination should not be revised unless smilar
changes are made to the IAS Framework and |AS 37 at the same time. These issues should
be consdered together in Phase 11.

Question 7 —Measuring the identifiable assets acquired and liabilities and contingent
liabilities assumed

IAS 22 includes a benchmark and an allowed alter native treatment for theinitial
measur ement of the identifiable net assets acquired in a business combination, and
thereforefor theinitial measurement of any minority interests. The Exposure Dr aft
proposes requiring the acquiree's identifiable assets, liabilities and contingent
liabilities recognised as part of allocating the cost to be measured initially by the
acquirer at their fair values at the acquisition date. Therefore, any minority interest
in the acquiree will be stated at the minority's proportion of the net fair values of
those items. Thisproposal isconsistent with the allowed alternativetreatment in IAS
22 (see proposed paragraphs 35 and 39 and par agraphs BC88-BC95 of the Basisfor
Conclusions). Isthisappropriate? I f not, how should the acquiree'sidentifiable assets,
liabilities and contingent liabilities recognised as part of allocating the cost of a
business combination be measured when thereisa minority interest in the acquiree,
and why?

Answer

Y es. We agree with the proposd that the minority’ s interest in the assets and liabilities of
the acquired entity should be stated at fair value. However, we believe that the Board
should be clear that this conclusion does not pre-suppose the conclusion of the broader
debate that is required on whether the economic entity or parent company modd is more
appropriate for consolidated financid reporting. The Board should confirm thisin the
Basis for Conclusions for the proposed standard.

(10)
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Question 8 — Goodwill

The Exposure Draft proposesthat goodwill acquired in a business combination
should be recognised as an asset and should not be amortised. Instead, it should be
accounted for after initial recognition at cost less any accumulated impair ment losses
(see proposed paragraphs 50-54 and par agraphs BC96-BC108 of the Basisfor
Conclusions). Do you agreethat goodwill acquired in a business combination should
berecognised as an asset? If not, how should it be accounted for initially, and why?
Should goodwill be accounted for after initial recognition at cost less any accumulated
impairment losses? If not, how should it be accounted for after initial recognition,
and why?

Answer

Y es. Goodwill represents a future economic benefit whose components cannot be
recognised separately but whose tota value can be measured reliably and should be
recognised as an assH.

We ds0 agree that goodwill should be accounted for at cost less impairment losses.
Goodwill ismore likely to lose value as aresult of changing economic conditions or the
actions of an acquirer than as aresult of the passage of time. A robust and consstently
applied impairment model reflects this and therefore provides a better representation of any
lossin vaue

Goodwill isaresdud and it isunlikely thet entitieswill be able to estimate with accuracy
the useful life of economic benefits that cannot be identified separately. The dlocation of a
useful life to goodwill is arbitrary and the resulting amortisation charge has little meaning.

We acknowledge that the impairment approach blurs the distinction between purchased
goodwill and internaly generated goodwill. However, this distinction is blurred
immediatdy after the acquisition regardless of whether the imparment or the amortisation
mode is used and we believe the impairment modd reflects the way goodwill loses vaue
more accurately than an amortisation mode that dlocates an arbitrary useful lifeto

goodwill.

We support the proposas for an imparment modd, but we have some reservations about
the gpplication of the modd in practice in the absence of comprehensive vauation
standards. The proposed impairment modd requires assets and cash generating units to be
vaued in two gtuations. Firstly the separate assets and liahilities acquired must be vaued
to determine the amount of goodwill on each business combination. The proposed
amendments to IAS 38 will require the recognition and measurement of assets that might
not have been recognised in business combinations in the past because entities argued that
they could not be measured reliably. Secondly, the recoverable amount of each cash
generating unit must be determined each year to test for impairment and if impairment is
identified, al of the assets and liabilities of that cash generating unit must be vaued.

(11)
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The absence of definitive vauation guidance meansthe initia determination of goodwill
and the annud impairment test involve asgnificant dement of judgement. The
impairment modd will be applied in awide variety of economic Stuaions in different
countries. Thelack of clear vauation standards will result in entities in Smilar Stuaions
potentidly arriving at different vauations and therefore different impairment charges.

The Board should work with other standard setters and the vauation profession to develop
adandard that illustrates the methods that may be used to determine the fair vaue of
tangible and intangible assets and the recoverable amount of a cash generating unit in the
context of financid reporting under IFRS. A common vauation standard will lead to
consstent val uations and increase the comparability between entities.

Question 9 — Excess over the cost of a business combination of the acquirer'sinterest in
thenet fair value of the acquiree' sidentifiable assets, liabilitiesand contingent liabilities

In some business combinations, the acquirer'sinterest in the net fair value of the
acquiree'sidentifiable assets, liabilities and contingent liabilities recognised as part of
allocating the cost of the combination exceedsthat cost. The Exposure Draft proposes
that when such an excess exists, the acquirer should:

(a) reassesstheidentification and measurement of the acquiree'sidentifiable assets,
liabilities and contingent liabilities and the measur ement of the cost of the
combination; and

(b) recogniseimmediately in profit or loss any excessremaining after that

reassessment.

(See proposed paragraphs 55 and 56 and par agraphs BC109-BC120 of the Basisfor
Conclusions.)

Isthistreatment appropriate? If not, how should any such excess be accounted for,
and why?

Answer

No. We do not agree with the proposed trestment of the excess of the fair value of the
assets and liabilities over acquisition cost. A business combination transaction, negotiated
at ams length between unrdated parties, is not an event that should give rise to income.
We agree that the excess of the fair vaues over acquisition cost does not meet the
definition of aliability inthe IAS Framework, but the excess relatesin many casesto
uncertainties in the measurement of assets and liahilities or to potentid liabilities of the
acquired entity that do not meet the criteria for recognition. This might be interpreted as an
increase in economic benefits for the acquirer, but we do not agree that these benefits
should be recognised immediately.

We agree that there are few true bargain purchases and an excess of fair vaue of assets and

ligbilities over acquigition cost arises infrequently in practice. We aso note that the
proposal that contingent liabilities are recognised at fair vaue in the purchase price

(12)
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alocation will reduce the circumstances in which an excess of fair vaue arises. However,
it is not reasonable to assume that the benefits of a bargain purchase would be realised
immediately, S0 there is no judtification for immediate recognition of income.

The trestment of the excess of the fair vaue of the assets and ligbilities over acquisition
cost will be considered by the FASB as part of phase |1 of its business combinations
project. The existing guidance in IAS 22 should be retained at this stage and a common
solution developed in consultation with the FASB in Phase 1.

We believe that paragraph 55(a) is unnecessary and presumes that preparers of financial
statements do not possess the common sense to re-assess identifiable assets and ligbilities
in such aStuation.

The term “excess over the cost of a business combination of the acquirer’ sinterest in the
net fair value of the acquiree sidentifiable assets, lidbilities and contingent ligbilities’ is
cumbersome and complex. The term “negative goodwill” should be retained, as we believe
it iswel understood and will continue to be used in practice.

Question 10 — Completing the initial accounting for a business combination and
subsequent adjustments to that accounting

The Exposure Draft proposesthat:

(a) if theinitial accounting for a business combination can be determined only
provisonally by theend of thereporting period in which the combination occurs
because either thefair valuesto be assigned to the acquiree'sidentifiable assets,
liabilitiesor contingent liabilities or the cost of the combination can be deter mined
only provisonally, the acquirer should account for the combination using those
provisional values. Any adjustment to those values as a result of completing theinitial
accounting isto be recognised within twelve months of the acquisition date (see
proposed paragraphs 60 and 61 and paragraphs BC123-BC126 of the Basisfor
Conclusions). Istwelve months from the acquisition date sufficient time for
completing the accounting for a business combination? If not, what period would be
aufficient, and why?

Answer

Yes. We agree that thisis a reasonable period to complete the purchase price alocation.
However, the proposed standard should be revised to be clear that provisonal vaues
should be adjusted only as aresult of the acquirer obtaining further information about fair
vaues at the date of acquisition. Adjustments that reflect changes in circumstances after
the date of acquisition should be charged or credited in the income statement.

The proposed standard does not include guidance on the accounting treatment required
when provisond vaues are adjusted in the subsequent period. The guidancein SIC 22
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should be included in the proposed standard. The proposed standard should include an
illugtrative example to explain the adjustments required in these circumstances.

(b) with some exceptions carried forward as an interim measure from |AS 22,
adjustmentsto theinitial accounting for a business combination after that accounting
iscomplete should be recognised only to correct an error (see proposed paragraphs
62 and 63 and paragraphs BC127-BC132 of the Basisfor Conclusions). Isthis
appropriate? If not, under what other circumstances should theinitial accounting be
amended after it iscomplete, and why?

Answer

Y es, we agree with the generd principle that adjustmentsto the initia accounting should

be recognised only to correct an error. The proposed standard should aso include an
illugtrative example to explain the adjustments required in these circumstances.

We do not agree with the proposal in paragraph 64 that the initid accounting should be
adjusted when deferred tax assets of the acquired entity not recognised at the date of
acquisition are recognised after theinitial accounting isfindised. The subsequent
recognition of such assetsis no different to the revison of any other estimate, so thereisno
need for a specia requirement gpplicable only to deferred taxes. The effect of recognising
adeferred tax asset of the acquired entity in periods after the initid accounting is complete
should be credited in the income statement.

Should paragraph 64 be retained in the proposed standard, the text should be clear that the

guidance gpplies only to assats recognised after the initia accounting is complete and that
that reduction in the carrying amount of goodwill is not atax expense.
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Other commentson ED 3
Par agraphs 2-6
Definition

The definition of a business combination is the bringing together of entities or operations
of entities into one reporting entity. The glossary does not define “entity” or “operations of
entities’ and does not explain whether there are circumstances in which alegd entity (for
example acompany or a partnership) would not be an entity for the purposes of the
proposed standard. This might be the case for example, when anew entity is used to
acquire separate assets rather than operations. The proposed standard should include
further clarification of the terms “entity” and “operations of entities” and should require
that purchase accounting is applied only when the acquired entity or operation isa
business.

The definition of abusiness combination in the proposed standard will encompass the
acquisition of entities that own asingle asset such asabuilding or the in progress research
and development or a group of assets, such astax losses. The gpplication of this guidance
might lead to the recognition of goodwill when the substance of the transaction isthe
acquigition of an asset or group of assets. The proposed standard should require the
accounting treatment to reflect the substance of such atransaction and should provide
guidance on how to distinguish the acquisition of an operation from the acquisition of

assats. The accounting should produce the same result as if the asset or group of assets had
been acquired separately.

Paragraphs 4,5 and 6 list examples of transactions that would fal within the definition of a
business combination. The paragraphs are confusing and the purpose isunclear. The
definition of a business combination in the glossary is sufficient, subject to our comments
above. Examples of transactions that fal within the definition should be included in the
[llustrative Examples unless the proposed standard requires a particular accounting
treatment for aparticular transaction.

Paragraph 6 dtates that a business combination may involve the purchase of the net assets,
including any goodwill, of another entity. Goodwill isthe resdud thet results from the
purchase price dlocation so we do not agree that goodwill can be purchased in thisway.

Paragraph 15

The assets and liabilities of the acquirer should not be affected by the business combination
or the purchase price alocation. The sentence in IAS 22.39(i) that requires the acquirer to
recognise its own deferred tax assets has been removed, but the corresponding paragraphin
IAS 12 (IAS12.67) has not been amended. IAS 12.67 should be amended to be clear that
any changesin the acquirer’ s deferred tax assets as aresult of the business combination are
dedlt with in the income statement.
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Paragraph 24

The date when “each investment is recognised in the financid statements of the acquirer”

is the date of exchange when a business combination is achieved in stages. This should be
clarified by reference to IAS 28.17, where the investment was previoudy an associate and
IAS 39.27 when investment was previoudy accounted for in accordance with that stlandard.

Paragraph 24/38

The acquigition date is the date on which the acquirer obtains control. The word
“effectively” is not necessary and should be removed — the acquirer has control or it does
not. The inclusion of an adverb introduces ambiguity and produces incongstency.

Paragraph 26

The published price at the date of exchangeis an unreliable indicator of the fair vaue of
the purchase consderation only when it has been affected by “the thinness of the market”.
The proposed standard should provide further guidance on what is meant by “thinness of
the market”.

The cogt of acquisition when there is no published price for equity insruments given in
consderation is determined by reference to the fair value of the acquired entity or the
acquirer. Entities often struggle to interpret “ estimated by reference to their proportiona
interest in the fair vaue of the acquirer or ther proportiond in the fair vaue of the
acquiree obtained, whichever ismore evident.” An illudtrative example would be helpful.

Consderation might be given in the form of share options, warrants or Smilar instruments.
The measurement of such ingruments in a business combination is excluded fromthe
scope of ED 2 and is not dedlt with specifically in the proposed standard. The proposed
standard should require that share options, warrants or Smilar instruments given in
congderation are measured at fair vaue using an option pricing model in accordance with
the guidance in ED 2.

Paragraph 28

The proposed standard requires that cogts directly attributable to the business combination
should be added to the purchase cost. There should be further guidance that only costs that
areincrementa and externa aswell as being directly attributable should be added to the
cost of a business combination.

Paragraph 31
There is no guidance on the measurement of equity insdruments given as condgderation

where the issue of the instrumentsis deferred or the number of instrumentsto be issued is
contingent on future events. The measurement of such instruments is excluded from the
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scope of ED 2. The proposed standard should require these instruments to be measured
using an option pricing modd and assumptions that reflect the probability of insruments
being issued.

Paragraph 34

The proposed standard requires that the cost of a business combination is not increased
when the acquirer guarantees the vaue of non-monetary consideration or isrequired to
make a subsequent payment to the sdller as compensation for areduction in the value of
non-monetary consideration. The congderation in these circumstances should be measured
as (i) the condderation initidly given (measured at fair vaue a date of exchange) and (ii)
the obligation to pay further congderation if the vaue of the congderation given initialy
fdls (measured a fair vaue separately). The obligation to issue further consderation

should be measured subsequently at fair vaue.

Paragraph 57

When a business combination is achieved in stages, each exchange transaction is treated
separately for the purposes of determining goodwill. Thiswill often require an entity to use
information about the fair vaue of identifiable assets and liabilities that cannot be obtained
without Sgnificant effort. This might be the case, for example, when an initid interest of
15% was acquired five years before the parent acquired a further 45% to obtain control.
Determining the fair value of the identifiable assets and liabilities of the acquired entity at
the date when the initid interest was acquired islikely to require Sgnificant cost and effort.
The proposed standard should provide practica guidance in connection with this situation.

Paragraph 58

Any adjustment to the fair vaue of assets, liahilities and contingent liabilities that relates to
aprevioudy held interest is accounted for as arevauation. The proposed standard should
clarify that the subsequent accounting for the revauation reserve is consistent with the
guidancein IAS 16.

Paragraph 59

The statement in this paragraph is a statement of the obvious, so the purpose of the
paragraph is not clear.

Par agraph 60/61

Adjustments to the provisiond accounting for a business combination may be made within
twelve months of the acquisition date. The proposed standard does not explain the
accounting required when adjustments to the initia accounting are made in the subsequent
period. The guidance in SIC 22 should be included in the proposed standard. The proposed
gandard should o include an illudtrative example to explain the adjusments required in
these circumstances.
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Paragraph 62/63

A changein accounting policy made within twelve months of the dete of acquisitionin
accordance with IAS 8 might result in adjustments to the amounts recorded in connection
with the initid accounting for a business combination. The proposed standard should
clarify that the impact of achange in accounting policy in these circumstances should be
reflected in an adjustment to the initid accounting.

Paragraph 64

Goodwill is adjusted whenever a deferred tax asset not recognised at the date of the
business combination is recognised subsequently. We do not agree that adjustmentsto
deferred tax should be treated differently to any other adjustments to the identifiable assets
and liabilities acquired. This paragraph should be deleted from the proposed standard and
any adjusments to deferred tax should be dealt with in accordance with paragraphs 62 and
63.

Paragraph 66(f)

This paragraph requires disclosure of the carrying amount of the assets and liabilities of the
acquired entity, determined in accordance with IFRS, immediately before the acquisition.
The acquirer records these assets and liabilities at fair value in the consolidated financid
satements, so the relevance of disclosing the book vaue vaues before they are adjusted to
far vdueis not clear. Determining the carrying amounts might be onerous when the
acquired entity does not prepare its separate financia statements in accordance with IFRS.
The requirement to disclose the fair value of the acquired identifiable assets and ligbilities

is gppropriate, but the requirement to disclose the pre-combination carrying amounts
should be deleted from the proposed standard.

Paragraph 69

The disclosure of revenue and profit/loss for the period as though the acquisition had taken
place at the beginning of the period will be affected by the assumptions and adjustments
made to determine the amounts disclosed. The proposed standard should require that the
key assumptions are disclosed.

Paragraph 77

The proposed standard will be gpplied to business combinations where the agreement date
ison or after the date on which the proposed standard isissued. ED 1 requires entities that
adopt IFRSfor the first time to apply the same accounting policiesfor al periods
presented. This could result in entities adopting |FRS for the first time being required to
adopt the proposed standard before existing IFRS users. The proposed standard should
clarify how its requirements will interact with ED 1 when the proposed standard is issued
during the period covered by an entity’ s first IFRS financid statements.
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Paragraph 79

The proposed standard does not deal with the treatment of goodwill previoudy diminated
in equity when the cash generating unit or operation to which that goodwill relates is sold.
Thetrangtional guidancein IAS 22 does not address thisissue, which arises frequently in
practice. The proposed standard should be amended to require that goodwill previoudy
eiminated in equity isincuded in caculaing the gain or loss on disposal of the cash
generating unit to which it relates.

The explanation of the trangtiona requirements for previoudy recognised goodwill is
confusing. The proposed standard should clarify that the net book value of goodwill
relating to previous business combinations is carried forward as an assat without further
amortisation and tested for impairment in accordance with IAS 36.

Paragraph 81

The proposed standard does not include trangitiona guidance for the treatment of
intangible assets that were not recognised at the time of previous business combinations,
but would meet the criteriafor recognition as separate assets in accordance with the
revisonsto IAS 38. The proposed standard should clarify that such assets should not be

recognised retrogpectively.
Par agr aphs 82/83

The application of the guidance in the proposed standard to investments in associates
presents a number of practica issues. For example, the investor and the associate might
adopt the proposed standard on different dates because they have different accounting
reference periods, the investor might recognise separate intangible assets with indefinite
lives as part of the purchase price dlocation that the associate would have no reason to test
for impairment and the associate might recognise impairment losses in connection with
goodwill recognised in its own books. The proposed standard should provide further
guidance on the specific practical issuesthat arise when it is gpplied to invesmentsin
associates.

Appendix B15 (h)

Net employee benefit obligations or assets are recognised as identifiable assets or
lidbilities. The proposed standard should clarify that the actuarid assumptions used to
value the defined benefit obligation should be those of the acquirer.

[lustr ative examples of an acquisition in stages

The initid investment in the acquired entity must be restated to cost. The proposed

standard should specify that this adjusment should be made againgt the same line item -
equity or income satement — as the origind adjustment.
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[lustrative examples of changesin thefair values assigned to assets and liabilities

The example requires changes in vaues assigned to the acquiree’ sidentifiable assets to be
adjusted againgt goodwill as the correction of an error. However, the exampleis not clear
whether this adjustment would be treated as a change in estimate to the provisond fair
vauesif it occurred within the twelve period alowed to findise the fair vaues. The
proposed standard should be amended to be clear that errors in the purchase price
dlocation, in the context of IAS 8, occur only after the twelve month period for
determining fair vaues.

Consequential changesto IAS 31

We do not agree with the proposed change in the definition of ajoint venture. Joint control
does not require consensus among the venturers in connection with al operating and
financid decisons The exiding definition in IAS 31 should be retained. Should the Board
wish to reconsider accounting for joint ventures, it should do so as a separate project.

Consequential amendmentsto |AS 12

The tax base of goodwill is nil when amortisation is not tax deductible and there is no tax
deduction for goodwill in connection with adisposd. Paragraphs 15 and 21A require that
no deferred tax liability isrecognised in these circumstances. There are some jurisdictions
in which goodwill amortisation is not tax deductible, but a deduction is obtained in
connection with adisposa. Goodwill has atax basein these circumstances, but no deferred
tax is recognised, regardless of management’ s intentions for recovering the asset. The
guidancein IAS 12.52 should be darified.

Smilar guidance should be included in paragraph 24 of IAS 12, since there are
circumstances in which the tax bass of an asst is higher than the book vaue.
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|AS 36 Impair ment of Assets
Responsesto detailed questions
Question 1 — Frequency of impairment tests

Arethe proposals relating to the frequency of impairment testing intangible assets
with indefinite useful lives and acquired goodwill appropriate (see proposed
paragraphs 8 and 8A and paragraphs C6, C7 and C41 of the Basisfor Conclusions)?
If not, how often should such assets betested for impairment, and why?

Answer

Y es. Theimpairment testing procedures are potentialy complex and time consuming, o
we believe entities should have the flexibility to complete the procedures a any time
during the financid year. The conclusions should be revisited within the period if
necessary as aresult of sgnificant events that occur after the testing has been completed.

IAS 36.8A requires that the recoverable amount of an intangible asset with an indefinite
life should be determined at the end of each year and that purchased goodwill should be
tested for impairment annualy. This proposa would result in most casesin the cash
generaing unit to which an indefinite lived intangible asset belonged being tested twicein
each year. The proposed standard should be revised to require that intangible assets with
indefinite lives are tested for impairment annualy and to be clear that thistest can be
carried out at the same time as any goodwill allocated to the same cash generating unit.

IAS 36.8A could be interpreted to mean that intangible assets with indefinite useful lives
should always be tested for impairment separately. The proposed standard should aso be
revised to be clear that intangible assets with indefinite useful lives that do not generate
cash flows independently of other assets are tested for impairment as part of the cash
generated unit to which they are dlocated

Question 2 — Intangible assets with indefinite useful lives.

The exposure draft proposesthat the recover able amount of an intangible asset with
an indefinite useful life should be measured, and impair ment losses (and rever sals of
impairment losses) for such assets accounted for, in accordance with the
requirementsof |AS 36 for assets other than goodwill (see proposed paragraphs C10-
C11 of the Bassfor Conclusions).

Isthisappropriate? If not, how should the recover able amount be measured, and
impairment losses (and rever sals of impairment losses) be accounted for ?

Answer
Yes. Thereis no conceptua basis to apply different bases to measure the recoverable

amount of intangible assats with indefinite and finite useful lives. The guidance in IAS 36
should be applied to both.
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Question 3—Measuring valuein use

The exposure draft proposes additional guidance on measuring the value in use of an
asset. Isthisadditional guidance appropriate? In particular:

(a) should an asset’svaluein usereflect the elementslisted in proposed paragraph
25A7 If not, which elements should be excluded or should any additional elements be
included? Also, should an entity be per mitted to reflect those elements either as
adjustmentsto the future cash flows or adjustmentsto the discount rate (see proposed
paragraph 26A and paragraphs C66 and C67 of the Basisfor Conclusions)? If not,
which approach should be required?

Answer

Yes. We agree that that it might be more appropriate to reflect some risks in the cash flows
and somerisks in the discount rate. The proposals are apractical approach to this problem.

(b) should the assumptions on which cash flow projections are based take into
account both past actual cash flows and management’s past ability to forecast cash
flows accurately (see proposed paragraph 27(a)(ii) and paragraphs C66 and C67 of
theBasisfor Conclusons)? If not, why not?

Answer

Yes We agree it is critica that gppropriate account is taken of management’ s ability to
prepare accurate forecasts, based on the accuracy of previous projections. The accuracy of
impairment testing may be undermined by overly optimistic cash flow projections. The
proposd isapractical way of addressing thisissue without adding further complexity to

the modd.

(c) Isthe additional guidance proposed in Appendix B to (draft) IAS 36 on using
present value techniquesin measuring an asset’svalue appropriate? If not, why not?
Isit sufficient? If not, what should be added

Answer

Y es. This guidance and the smple practica examples are helpful and appropriate.
However, Appendix B permits an entity to use either the traditiona approach or the
expected cash flows gpproach. The option might result in different present vaue
techniques being applied to smilar circumstances. The proposed standard should require
entities to use the expected cash flow technique.

Question 4 — allocating goodwill to cash-generating units

The exposuredraft proposesthat for the purpose of impair ment testing, acquired
goodwill should be allocated to one or mor e cash-gener ating units.
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(a) should the allocation of goodwill to one or more cash-generating unitsresult in the
goodwill being tested for impairment at a level that is consistent with the lowest level
at which management monitorsthereturn on theinvestment in that goodwill,
providing such monitoring is conducted at or below the segment level based on an
entity’sprimary reporting format (see proposed paragraphs 73-77 and par agraphs
C18-C20 of the Basisfor Conclusions)? If not, at what level should the goodwill be
tested for impairment, and why?

Answer

Y es. We agree with this proposal. However, the proposed standard should define
“management” as the segment level management of the reporting entity.

Paragraph 73 requires that goodwill is dlocated to one or more cash generating units. The
guidance does not explain the basis that should be used to alocate goodwill to cash
generaing units and does not specify whether goodwill should be dlocated to exigting cash
generating units that are not combined with acquired cash generating units. The proposed
standard should be amended to provide additiona guidance on the dlocation of goodwill
and to require that goodwill be alocated to exigting cash generating unitsif they are
expected to benefit from the business combination. The illugtrative examples in Appendix
A should be extended to cover the dlocation of goodwill in the context of abusiness
combination

(b) If an entity disposes of an operation within a cash-generating unit to which
goodwill has been allocated, should the goodwill associated with that operation be
included in the carrying amount of the operation when determining the gain / losson
disposal (see proposed paragraph 81 and paragraphs C21-C23 of the Basisfor
Conclusions)? If not, why not? If so, should the amount of goodwill be measured on
the basis of the relative values of the operation disposed of and the portion of the unit
retained or on some other basis?

Answer

Y es. We agree that goodwill associated with an operation that has been sold should be
included in the carrying amount used to determine the gain or loss on disposa and that the
allocation should be based on relative vaues. However, the proposed standard should
clarify the meaning of “vaues’ asthe net sdling price of the portion being sold and the
recoverable amount of the portion being retained.

The proposasin paragraph 81 could create an anomalous result in some circumstances. An
acquired operation might be included in a cash generating unit for impairment testing
purposes but not integrated for operationa purposes. When the acquired operation is sold,
some of the goodwill arising on acquisition will be alocated to the operations that are
retained. Thiswould distort the gain or loss on disposal. The proposed standard should be
revised to require that the gpproach in paragraph 81 is gpplied only when the operations
concerned have been integrated.
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(o) If an entity reorganisesitsreporting structurein a manner that changesthe
composition of one or mor e cash-gener ating unitsto which goodwill has been
allocated, should the goodwill be reallocated to the units affected using arelative
value approach (see proposed paragraph 82 and paragraphs C24 and C25 of the
Basisfor Conclusions)? If not, what approach should be used?

Answer

Y es. We agree with this proposd, subject to the commentsin (b) above.
Question 5 — determining whether goodwill isimpaired

The exposur e draft proposes.

(a) that the recoverable amount of a cashrgenerating unit to which goodwill has been
allocated should be measured asthe higher of the unit’svaluein use and net sdlling
price (see proposed paragraphs 5 (definition of recoverable amount) and 85 and
paragraph C17 of the Basisfor Conclusions).

Isthisappropriate? If not, how should the recoverable amount be measured?
Answer
Y es. We agree with this proposd.

(b) the use of a screening mechanism for identifying potential goodwill impair ments,
wher eby goodwill allocated to a cash-generating unit would be identified as
potentially impaired only when the carrying amount of the unit exceedsthe

recover able amount (see proposed paragraph 85 and paragraphs C42-C51 of the
Basisfor Conclusions).

Isthisan appropriate method for identifying potential goodwill impairments? If not,
what other method should be used?

Answer

Y es. We agree with this proposal as a practica solution. The impairment test would be
more rigorous if the screening mechanism was not used, but we believe the costs of
caculaing theimplied vaue of goodwill every year are likely to outweigh the benefits.

(o) That if any entity identifies goodwill allocated to a cash-generating unit as
potentially impaired, the amount of any impairment lossfor that goodwill should be
measur ed as the excess of the goodwill’ s carrying amount over itsimplied value
measured in accor dance with the proposed paragraph 86 (see proposed paragraphs
85 and 86 and par agr aphs C28-C40 of the Basisfor Conclusions).
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I's thisan appropriate method for measuring impair ment losses for goodwill? If not,
what method should be used and why?

Answer

Y es. We agree with this proposd.

Paragraph 86 requires that intangible assets acquired in a business combination but not
recognised at thet time are excluded from the caculation of the implied vaue of goodwill.
Thisisapracticd requirement that means goodwill is not impaired only because different
recognition criteria are gpplied to intangible assets.

The guidance will gpply to intangible assats acquired in a business combination but not
recognised either because recognition was not required under |AS 22 or because
recognition was not required under the entity’ s previous GAAP and ED 1, “Firgt time
gpplication of IFRS’, does not require previous business combinations to be restated. The
guidance will not goply to intangible assets generated interndly subsequent to the
acquisition and not recognised in accordance with IAS 38. The standard should explain
these circumstances and provide some illugtrative examples.

The guidance might aso be difficult to gpply in practice, for example, when acash
generating unit includes a number of operaions acquired in different business
combinations over a number of years or when the acquirer and the acquired entity have
relationships with the same customer. The proposed standard should provide further
guidance on the practica implications in complex Stuations, together with some
illugrative examples.

Question 6 — Reversals of impairment losses for goodwill

The exposure draft proposesthat reversals of impair ment losses recognised for
goodwill should be prohibited (see proposed paragraph 123 and paragraphs C62-C65
of theBasisfor Conclusions).

Isthisappropriate? If not, what are circumstances in which rever sals of impair ment
losses for goodwill should be recognised?

Answer

Yes. Thereversd of an impairment charge for goodwill might be idertified as aresult of
changesin the key assumptions used to caculate the impairment. However, we agree that
in many casesit will be impossible to digtinguish between the dements of areversa
attributable to purchased goodwill and the eements attributable to interndly generated
goodwill. There might be circumstances in which this distinction could be made, but we
have not in practice seen any examples of an entity seeking to reverse an imparment loss
for goodwill so we agree with the proposed guidance.
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Question 7- estimates used to measure recoverable amounts of cash-generating units
containing goodwill or intangible assets with indefinite useful lives.

The exposuredraft proposesrequiring a variety of information to be disclosed for
each segment, based on an entity’s primary reporting format, that includes within its
carrying amount goodwill or intangible assets with indefinite useful lives(see
proposed paragraph 134 and par agraphs C69-C82 of the Basisfor Conclusions).

(a) should an entity berequired to disclose each of theitemsin proposed paragraph
1347 If not, which items should be removed from the disclosur e requirements and

why?
Answer

No. We believe the suggested disclosures, particularly those required by paragraph 134 (e)
and (f) are excessive and onerous. The disclosures required by these paragraphs should be
restricted to those assumptions and judgements that have a significant risk of causing a
materia adjusment to the financia statements and any assumption where management has
departed from the guidance in the proposed standard. This would be consistent with the
proposalsin IAS 1.108 and IAS 1.110. When a particular assumption has a sgnificant risk
or departs from the guidance in the proposed standard, we agree that the disclosures
suggested in the proposed standard should be given.

Much of the disclosure required by the proposed standard would alow users of the
financid satementsto calculate dternative measures of performance, including dternative
measures of net income. The provision of more limited disclosuresin connection with
materid judgements alows users to evauate the key assumptions without generating a
range of aternative performance measures.

Management will use the guidance in the proposed standard to prepare the financid
gatements, so the requirement for significant disclosures that confirm compliance with the
gsandard, particularly in areas that are not materid, undermines management’s
respongibilities. The provison of more limited disclosuresin areas where management has
departed from the guidance in the proposed standard alows users to identify these issues
without undermining management’ s respongibility for the financia gatementsasawhole.

The collection of the information to support the proposed disclosures will betime
consuming and expensive. The Board should consider whether the cogts of providing this
disclosure outweigh the benefits. Thereis aso arisk that the disclosure of too much
information will obscure the key issues arising from the consderation of impairment. The
provision of more limited but focused disclosures mitigates both of these problems.

(b) Should the information be disclosed under proposed paragraph 134 be disclosed

separ ately for a cashrgener ating unit within a ssgment when one or mor e of the
proposed criteriain proposed paragraph 137 are satisfied? If not, why not?
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Answer

We agree that the focused disclosures suggested above should be made for a cash
generaing unit within a segment if the suggested criteria for disclosure are met.

(27)



PRICEAVATERHOUSE( QOPERS

Other commentson the proposed revisonsto |AS 36
Paragraph 37

The cdculation of vauein useis based on cash flows that do not reflect the impact of
planned restructuring or capital expenditure that enhances the performance of the cash
generating unit. The caculation of value in use shortly after an acquisition and before such
expenditure has been incurred might give rise to an imparment charge. Thisisnot a
usualy an issue under the current guidance in IAS 36, because an impairment test is
required only when thereis an indication of impairment. However, the proposed changes
will require the impairment test to be performed annudly.

The proposed standard should permit the caculation of vaue in use to reflect the impact of
planned restructuring and capitd expenditure in the period immediately following the
acquistion.
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| AS 38 Intangible assets
Responsesto detailed questions
Question 1 - Identifiability

The Exposure Draft proposesthat an asset should betreated as meeting the
identifiability criterion in the definition of an intangible asset when it is separable or
arisesfrom contractual or other legal rights (see proposed paragraphs 10 and 11 and
paragraph B6 —B10 of the Basisfor Conclusions).

Arethe separability and contractual/other legal rightscriteria appropriate for
determining whether an asset meetsthe identifiability criterion in the definition of an
intangible asset? If not, what criteria are appropriate and why?

Answer

We agree there is a need for more robust guidance on the identification and recognition of
separate intangible assats. Financid statements provide more useful information about the
vaue of the resources and benefits acquired in a business combination when al of the
separate intangible assets are identified and measured.

We agree that the separability and contractua/other legdl rights criteria are appropriate for
determining whether an asset can be identified separately. However, we are concerned that
the guidance applied to a business combination is incons stent with the guidance for the
recognition of intangible assets acquired separately. We are aso concerned that the
guidance might be difficult to gpply in practice, particularly in connection with customer
relaionships.

Inconsistency between IAS 38 and ED 3

The lllugrative Examplesin ED 3 contain a number of items that would be recognised
separately from goodwill because they are separable, for example non-contractual
customer relationships and customer orders where the customer can cance without
pendty. IAS 38.15 dtates that an entity usudly hasinsufficient control over the economic
benefits from a customer relationship to meet the definition of an intangible asset. This
suggests that the intangible asset inherent in a customer rel ationship would be recognised
separatdly if it was acquired in a business combination, but not if it were acquired in a
Separate transaction.

We agree that the benefits inherent in customer relationships should be recognised as
Separate intangible assets in connection with a business combination, but we believe
smilar guidance should be applied to intangible assets acquired separately. The Board
should revise the guidance on control in IAS 38 so thereisa clear articulation of the
reasons why non-contractuad customer relationships and smilar items satisfy the definition
of an intangible asset, whether they are acquired in a busness combination or separately.
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Application in practice

A number of items that are not commonly bought and sold would be recognised separately
from goodwill because they are separable, for example customer lists, customer
relationships and unpatented technology. Where there is no market, fair vaue is
established using other methods, such expected cash flows. Thereis no guidance on

va uation methods in the proposed standard, which means different methods will be used
for amilar dtuations. The Board should consder indluding additiond vauation guidance

in the proposed standard. We comment further on valuation methods in our answer to
Question 2 and in our cover |etter.

A number of smilar items are recognised individudly because they are theoreticaly
separable. For example customer orders, production backlogs, contractual customer
relationships and non-contractua customer relationships are closdly related but are
recognised separately. We bdieve it is often difficult in practice to identify and value
separately the cash flows that relate to each of these items.

The requirement to recognise separately the different eements of a customer relationship
aso creates a number of practica issues. For example:

does a contractud relationship exist only if acontract isin force at the date of
the business combination;

are cancellable sales and purchase orders contracts appropriately treated as
binding;

doesthefar vaue of a contractud relationship include an amount reflecting
the probability that the contract will be renewed; and

what benefits are included in non-contractua customer relationships, if the fair
vaue of contractua relationships reflects the benefits from contracts not in
force a the date of acquisition and the expected benefits from contract
renewal?

The absence of guidance dedling with these and smilar issuesis likely to leed to

sgnificant differences in interpretation. The Board should consider these issues and the
proposed standard should include guidance dedling with the specific features of vauing
customer relationships listed above. The proposed standard should aso clarify the
accounting required when the cash flows relaing to smilar assets cannot be separated and
vaued individualy.

Assembled workforce
The separate recognition of a non-contractud customer relaionship isincondgtent with the

prohibition on the recognition of an assembled workforce. The fair value of both items
reflects the benefits arising from the relationship between the entity and different groups of
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people and there is no substantive difference in the way a customer relationship and an
assembled workforce are controlled by the entity. This proposa will mean that a different
accounting trestment is gpplied to two amilar items. The fair vaue of an assembled
workforce is often determined as part of the process used to determine the fair vaue of
other intangible assets.

The Board should reconsider the decision to prohibit the recognition of a separate
intangible asset in connection with an assembled work force.

Question 2 — Criteria for recognising intangible assets acquired in a business
combination separately from goodwill

This Exposure Draft proposes clarifying that for an intangible asset acquired in a
business combination, the probability recognition criterion will always be satisfied
and, with the exception of an assembled wor kfor ce, sufficient information should
always exist to measureitsfair valuereiably (see proposed paragraphs 29 — 32 and
paragraphsB11 — B 15 of the Basisfor Conclusion). Thereforeasproposed, in ED 3,
an acquirer should recognise, at the acquisition date and separ ately from goodwill, all
of the acquiree sintangible assets, excluding an assembled workfor ce, that meet the
definition of an intangible asset (see proposed paragraphs 36, 43 and 44 of ED3).

Do you agree that, with the exception of an assembled workfor ce, sufficient
information can reasonably be expected to exist to measurereliably thefair value of
an intangible asset acquired in a business combination? If not, why not? The board
would appreciate respondents outlining the specific circumstancesin which the fair
value of an intangible asset acquired in a business combination could not be
measured reliably.

Answer

We agree that a business combination provides areliable measure of the tota fair value of
the business acquired, and we agree in principle that the fair vaue of mogt intangible assets
can be measured reliably. However, some intangible assets can be measured more reliably
than others. Intangible assets that are regularly traded or exchangesgble are easier to
measure than assets without those characteristics. The intangible assets acquired will often
include anumber of different, but closely related assets for which the underlying cash
flows are sometimes difficult to identify and measure separately.

There is no definitive guidance on the procedures that should be used to measure the fair
vaue of the tangible and intangible assets acquired in a business combination. This means
that different vauation techniques will be used to measure Smilar assets, potentiadly
resulting in adifferent fair vaue. Thisimpairs the comparability of financia statements
and may result in valuaions that are subjective and unrdigble. The absence of clear

va uation guidance particularly affects the measurement of those intangible assetsthat are
more difficult to vaue, such as customer relationships.
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The proposdsin ED 3 and therevisonsto IAS 36 and |AS 38 require a different
accounting trestment for goodwill and various categories of intangible assets. These
differences make it essentid that a conastent and generdly accepted approach to vauation

is gpplied by every entity.

The Board should address the issue of vauation guidance as maiter of urgency. The Board
should work with other standard setters and the va uation profession to develop a stlandard
that illustrates the methods that may be used to determine the fair vaue of tangible and
intangible assets and the recoverable amount of a cash generating unit in the context of
financia reporting under IFRS. A common vauation standard will lead to consstent
valuations and increase the comparability between entities,

Question 3 — I ndefinite useful life

The Exposure Draft proposesto remove from | AS 38 therebuttable presumption that
an intangible asset’ s useful life cannot exceed twenty years, and to requireits useful
lifeto beregarded asindefinite when, based on an analysis of all relevant factors,
thereisno foreseeable limit on the period of time over which the asset is expected to
generate net cash inflowsfor the entity (see proposed par agraphs 85-88 and
paragraphs B29 - B32 of the Basisfor Conclusions)

Isthisappropriate? If not, under what circumstances, if any, should an intangible
asset be regarded as having an indefinite useful life?

Answer

Y es. We agree with the proposal to remove the presumption that the useful life of an
intangible asset cannot exceed twenty years.

We ds0 agree that an intangible asset should be regarded as having an indefinite live when
there is no foreseeable limit on the period it is expected to generate net cash inflows.
However, we believe the proposed standard should include additiona guidance on the
circumgtancesin which an indefinite life is gppropriate. Further guidance on the factors
that should be congdered, might include legd, contractua, regulatory, competitive and
gmilar factors. The principles that underpin the guidance thet is reflected in the
Appendicesto |AS 38 should be included in the proposed standard.

Question 4 — Useful life of an intangible asset arising from contractual or other legal
rights

The Exposure Draft proposesthat if an intangible asset arises from contractual or
other legal rightsthat are conveyed for alimited term that can be renewed, the useful
life shall includetherenewal period(s) only if thereis evidenceto support renewal by
the entity without significant cost (see proposed paragraphs 91 and 92 and
paragraphs B33-B35 of the Basisfor Conclusions).
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Isthisan appropriate bassfor determining the useful life of an intangible asset
arisng from contractual or other legal rightsthat are conveyed for alimited term
that can berenewed? If not, under what circumstances should the useful lifeinclude
therenewal period(s)?

Answer

Y es. We support the generd principles behind the proposal. However, we believe further
clarity isrequired.

The proposed standard should specify that the useful life should include the renewa period
only if the rights are available for renewa, can be renewed at the option of the entity and
without ggnificant codt.

This proposd is inconsistent with the bas's used to measure intangible assets at the date of
abusiness combination. The Illustrative Examples to the proposed standard do not explain
whether the fair vaue of a contractud customer relationship includes an amount that
reflects the probability that the contract will be renewed. The possibility of renewa would
have afar vaue regardiess of the costs required to renew. This means the useful life of a
customer relaionship could be inconsstent with the bas's used to determine the far vaue
of the rdaionship.

The proposed standard should clarify the bas's used to determine the fair value of a
customer relationship and how this interacts with the determination of the useful life.

Question 5 — Non-amortisation of intangible assets with indefinite useful lives

The Exposure Draft proposesthat an intangible asset with an indefinite useful life
should not be amortised (see proposed paragraphs 103 and 104 and par agr aphs B36-
B38 of the Basis of Conclusions).

Isthisappropriate? If not, how should such assets be accounted for after their initial
recognition?

Y es. We agree with this proposd.

The trangtiond provisons require that the useful life of intangible assets is reassessed at
the date the proposed standard isfirst adopted. This includes intangible assets that were
previoudy assessed to have auseful life of less than 20 years. The proposed standard
should gtate that it would be very difficult for an entity to demondtrate that an asset has an
indefinite useful life when it was previoudy assessed to have a useful life of lessthan
twenty years.
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APPENDIX A

Reverse acquisitions — Additional guidance on the accounting for reverse acquisitions

(paragraph B1-B14)

We agree that the guidance is for reverse acquidtions generaly gppropriate, but we have
some detailed observations.

Paragraph B7(b) — The consolidated financia statements shall reflect the accumul ated
profits of the lega subsidiary. Other equity balances such as the share premium account
should not represent a continuation of the legd subsidiary. Legd reserves should be the

reserves of the lega parent.

Paragraph B7(c) - This paragraph should be clear that the equity structure referred to in
the last sentence includes the legd reserves of the legd parent.

Paragraph B7 (c) — The explanation of the equity structure of the combined entity after the
business combination is not clear. The example in Draft Illustrative Examples should be
expanded to include a statement of shareholders equity and including areferencein
paragraph B7 to the example.

Draft lllugrative Example — Paragraph B7 states that the consolidated financia statements
represent a continuation of the financiad statements of the legd subgdiary. The
consolidated balance sheet on page 13 of the Draft Illugtrative Example however dlocates
ashare of the accumulated profits to the minority shareholdersin the accounting acquirer.
The equity of the accounting acquirer is restated. The example should be expanded to ded
with the treetment of minority interests in areverse acquisition in more detail.
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