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Dear Ms Kimmitt

| should like to comment on the Board's proposds on Business Combinations. Many
Board Members will have heard me before on the point | wish to raise and the matter was
covered in rather more detal severd years ago by my paper “On the Vauation of
Assts’. Inthisnote | emphasise only the mgor point which | wish to put forward.

In my view, there is a gap in the theordticd andyds which is used by the IASB in
congdeing the quedions of financid reporting. The quesion of “goodwill” is not
correctly analysed from the conceptud point of view. This is fundamentdly due to a
falure to make a certain diginction in the Framework. | cannot emphasise too much how
important the matter is - without a correct gppreciation of goodwill, the outcome of the
deliberations on Business Combinations, and some aspects of accounting for Intangible
Assets, will not be correctly handled.

Congder a company of internationd dimensons which has developed dl its subsdiaries
interndly, on a green fidd Ste bass. Thus a UK group has a German subsdiary which is
very profitable. At a certain point, 49% of the shares in the German subsidiay are
floated on the Frankfurt Stock Exchange. The reaulting vauation of these shares is
greatly in excess of the assets employed in the German subsidiary.

The parent company, or from another point of view the group, owns 51% of the shares in
this very successful German subsdiary. | would like to ask the Board whether they
consder that those shares (51%) meet the definition of an asset. In my view, as the
Framework at present drafted, they do. Why therefore are they not recognised and valued
in the balance sheet?

They are not vaued in the baance sheet for the same reason as the Stock Exchange
vaudion of the whole group is not vaued in the baance sheet. We do not want to
represent, on the baance sheet, the value of the future cashtflows generated by the
operations of the group or company. The future cash-flows generated by the group, or a
company within the group, are indeed assets of the shareholders (at whatever levd they
are defined).  But those future cash-flows, as measured by the discounted present value
of their future worth, are not assets employed in the business.



Indeed, since the purpose of financid statements is to enable the user to make decisons
on the basis of forecasted cashflows, it would be logicdly circular to show an asst in
the balance sheet valued at the discounted present value of those same cash-flows.

Possbly the definition of an asset in the Conceptual Framework of the FASB is defective
in this way. The definition of assets according to the IASB Framework contains the word
“resource” which was insarted (if | may say s0) & my indstence. The Framework
definition of an asset should be modified to ded with this matter.

Unless this matter of the definition of an asset is sorted out, there will continue to be
confuson as to the reationship between the assats employed in the busness and the
future cash+flows generated by the business and their vaue.

When a company is acquired (as opposed to interndly generated on a green fidd dte
bas's as mentioned above) then, by force, the group acquires a subsdiary a a price which
reflects the future cashflows which are generated by the subsdiary or which the group
believes it can generate. In other words we have on the baance sheet something which
we do not want - we do not want it in the same way as we do not want the vauation of
the group to be on the balance sheet. Thus, | would argue, the whole of the purchase
price (not just goodwill) is an item which, dthough it is rdevant to the andyss of the
financid Satements in the sense that the purchase has been financed (in one way or
another), is not an asset employed in the business.

The logic of this matter is further confused by the fact that the totd vaue of the purchase
is slit into two: the assets employed in the business, and the “goodwill”.  According to
my andyss, the goodwill is smply a consolidetion difference.  Yet there is a tremendous
feding in many places that in some way it is an asst in the same way as a factory is an
asxet or a patent (intangible) is an assst.  We even have the phrase “identifiable
intangibles’, in that there is a kind of feding thet if orly dl the intangibles could be
identified the goodwill would be used up. But this logic is asolutdly againgt the idea
that the baance sheet is not there to reflect the vaue of a company. One might as well
sy that a Imple company - maybe Coca Cola - could be represented on the balance
sheat a the vdue of its maket capitdization if only al the “identifiable intangibles’ of
Coca Cola could be discovered. Thisisadeusion of thefirst order.

If it is recognised, as | would argue is correct, that the totd vaue of the purchase of the
subsidiary is an assat of the shareholders and not an operating asset, then one can see that
there are two balance sheets. | have some years ago been in correspondence with the
SEC in Washington who reected this argument on the grounds that the SEC could
conceive of only one baance sheet. This indstence on the answer before the andyss is
made is in my view completely incorrect. If there are two baance sheets there are two
balance sheets. If the acquired subsidiary is placed in the parent company baance sheet
(or the holding company, or whatever it might be cdled), then these problems are
dissolved. Fird, if the acquired company (the whole purchase price) is seen as an
acquistion by the parent company, it can be assessed for impairment (so as to check
management responghbility) on a wel defined bass. So long as the acquired subsdiary
remans as an entity, that entity is clearly displayed a its origind price and an atempt to
decide whether a part of it (cdled the goodwill) is impared ceases to be rdevant. The
Income Generating Unit is the acquired company as a whole - which is much more
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senshle. If on the other hand the acquired company is dissolved into some other parts of
the group, a poblem will aise - but no more s0 than the problem arises if goodwill is
seen as a separate item as in the present literature of the IASB and esawhere, and a any
rate the start point - the acquired company asawhole - is coherent and logica.

It can be seen that the 51% group holding in the self-generated German subsdiary could
(if it was thought worthwhile, which | rather doubt) be vaued in the parent company
badance sheet. This would pardld the vaue of the acquired company. The difference
between an acquired company and a sdf-generated company would therefore disappear,
except on the financing side.

Goodwill should not be atificidly depreciated. On the aove argument it would be not
only wrong but in fact nonsensble to depreciate it. The discounted present vaue of
future incomes is not something which can be depreciated. The argument for imparment
isto judge whether the origind purchase by the management was judtifiable or not.

The above andyss puts the matter in logica context. Also, the idea that in some way
goodwill could be broken up into its identifiable intangibles is set asde and the pressure
to try and identify such intangibles goes away. This latter point is not trivid snce many
people around the world will suggest and indeed have suggested that if it is so important
to bresk up acquired goodwill into identifiable intangibles, why is it agang the rules of
the Framework to show on the balance sheet the salf-generated identifiable intangibles?

This andyds dso resolves the matter of negative goodwill. On the one hand, the
negative goodwill could reman in the same way as podtive goodwill. Or, rather, we
would be dedling not with goodwill (whether negetive or pogtive) but with the whole
vaue of the company purchased. That is, there would be an item in the parent company
bdance sheet showing the vadue a purchase of the new subsdiary, something which
would have to be judified on the arguments above: and in fact it would turn out (in the
case of negative goodwill) that the purchase was a chegp one.  When we come to
consder wha should be done with the “chegpness’ (efter the mirror image of an
impairment text) the matter is resolved by other consderations Wheress in the past
items such as this (government grants are another example) would be spread over the life
of a rdevant asset (in this case, the operations of the new subsdiary over the years,
presumably a a loss), now the government grant (or the negative goodwill) would be
taken as income immediately. This is of course as proposed in the Exposure Draft. But
the logic which | put forward to obtain the same answer is different. The Boad is in
difficulties (Bass of Conclusons paragraph 117) because if the components of negative
goodwill do not meet the definition of a liability, one must suspect that some or dl of the
elements of postive goodwill do not meet the definition of an asset. And indeed they do
not, on the andysis above, meet the definition of an asset in the operating baance shest,
only an asset of the shareholders.

Yours sincerdy

DAVID DAMANT



