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The Financid Accounting Standards Committee of the American Accounting Association
(“the Committeg’) is charged with responding to requests for comment from standard setters
on issues related to financid reporting. The Committeeis pleased to respond to the IASB
(hereafter, the Board) Exposure Draft on Business Combinations (heregfter, the ED). The
commentsin this letter reflect the views of the individuas on the Committee and not those of
the American Accounting Associgtion.

Our response is presented in five sections. Firdt, in order to evauate the ED we describe
the Committee’ s perspective on the desired attributes of a genera business combinations
gandard. In the second section, we evauate the ED within the rubric of this preferred
standard. The third section describes the Committee’ s generd comments and
recommendations on the proposas in the ED. The fourth section summarizes rlevant
academic accounting research findings that form the basis for the Committee’sviews. We
note that much of this research does not directly investigate issues relaing to the purchase
method of accounting for business combinations. Given the lack of direct research on
purchase method accounting, the Committee' s opinion is based on inferences from related
research, aswedl as the Committee' s understanding of the IASB’s Framework for the
Presentation and Preparation of Financid Statements (“Framework”). Thefind section
summarizes our position.

I. What should a high quality business combinations standard accomplish?

The committee favors standards that are conceptually-sound and based on economic
principles. We support the IASB’ s claimed preference for principles-based standards. We
maintain that a principles-based standard should exhibit the following characteristics®

(1) Theeconomic substance, not the form, of a given transaction or event shoud guideits
financid reporting. The lASB’s* Framework for the Preparation and Presentation of
Financid Statements’ defines the dements of financia statements and provides recognition
and measurement criteria to guide the reporting process. These principles should serve asthe

' American Accounting Association (AAA) Financial Accounting Standards Committee. 2003.
Evauating Concepts-Based vs. Rules-Based Approaches to Standard Setting, Accounting Horizons.
17 (1): 73-89.



foundation for financid reporting that reflects the economic substance of the underlying
transactions.

(2) The standard should include a description of the particular transaction or event that is
the subject of the standard. This description should encompass the underlying economics of
the transaction or event that is the subject of the standard in order to provide a common,
explicit undergtanding of these economics.

(3) The standard should include agenerd discussion of the mapping between the
economics of the transaction or event and the financiad statements, using the Framework to
guide classification and measurement issues associated with this mapping.

The business combinations standard should follow from the IASB’ s Framework for the
Presentation and Preparation of Financia Statements. Covered transactions or events,
identities of the partiesto the transaction, and measurement rules should be consistent with
the Framework. The standard should include a description of abusiness combination and its
underlying economics. A standard should contain no detailed rules beyond the broad
principles outlined in the standard. There should be no scope exceptions.

A principles-based standard will require the preparer to exercise judgment in determining
whether a covered transaction, as defined, has occurred. In addition, the preparer may
exercise judgment in identifying the parties to the transaction (in particular, the acquirer and
acquiree), and in applying the measurement rules to the transaction. Because principles-based
gandards are likely to be interpreted differently even by well-intentioned managers, and
because they afford unscrupulous ones the opportunity to abuse the reporting modd, we view
disclosure as key to making the standard useful to users of financid datements.

Il. How doesthe ED compareto the preferred principles-based standard?

Our response to the ED is framed within the context of creating principles-based standards.
However, because the current ED deviates in some ways from a principles-based standard,
our responseis best understood in light of the detailed guidance in the ED. We summarize
its key features below:

a) All busness combinations within its scope must be accounted for by the purchase
method.

b) Anacquirer must beidentified for every business combination within its scope.

c) Theacquirer mug recognize al identifiable assets, lidbilities, and contingent liabilities of
the acquiree a the date of acquisition, regardless of whether or not they were previoudy
recognized on the acquiree s books. It specifically prohibits recognition of “acquigtion
ligbilities’ not previoudy recognized on the acquiree’ s books.

d) It prohibits amortization of goodwill, and instead requires that goodwill be tested for
imparmen.

€) It requires disclosure of the effects of business combinations occurring prior to, during,
and subsequent to the reporting period.



f) It requires disclosures to enable users to evauate changes in goodwill during the
reporting period.

A glandard on business combinations should apply to al transactions fitting the definition
of abusiness combination. The Exposure Draft defines a busness combination as “the
bringing together of separate entities or operations of entitiesinto one reporting entity.”
Excluded from the scope of the ED are “joint ventures’ and “entities under common control.”
Explicitly included within the scope of the ED are “true mergers” in which abusiness
combination occurs in which one entity does not obtain control of another.

We believe the absence of an economic definition of abusiness combination isamgor
weekness of the IASB standard. A business combination is defined as the creation of a
reporting entity. We note that the definition does not require that an economic transaction or
event take place and specifies that the financia reporting determines the definition of the
transaction rather than the reverse.

Because the current definition does not entail any concept of ownership or control, absent
scope exceptions, the ED applies to joint ventures, combinations of entities under common
control, and “true mergers.” The ED might even be used to justify “new basis’ reporting for
the operations identified in the creation of atracking sock. All seem to satisfy the definition
of abusiness combination as presented in the ED.

However, we note that the |ASB does not want the standard to be gpplied to joint ventures
or entities under common control and crestes scope exceptions, which we consider
incongstent with a principles-based stlandard. Furthermore, while the IASB exhibits some
ambivaence about whether “true mergers’ exi<t, guidance in the current ED says thet the
standard will be applied, perhaps temporarily, to true mergers. Meanwhile the IASB will
deliberate about whether to exempt such transactions, if they exist. Assuming they exig, a
third scope exception will be created. We would anticipate a fourth scope exception were an
entity to apply the standard in the creation of atracking stock.

The committee believes that the definition of business combination should sufficein
determining which transactions are covered and which excluded. We recommend the ED
incorporate a definition of a business combination defined in terms of its underlying
€conomics.

Notwithgtanding its definition of a business combination as the creation of areporting
entity, the ED seems to address transactions between two entities in which control over one of
the entities changeshands. The ED states that al business combinations within its “ scope’
consst of an acquirer which obtains control over the operations of the acquiree. The ED does
not rule out the possibility of a combination occurring in which one of the combining entities
does not obtain control of the other combining entity or entities [BC 27], and suggests that a
future stlandard may cover such transactions. For the time being, it includes such
combinations within the scope of the ED. The identification of the controlling entity will be
effected by sheer willpower: “an acquirer shal be identified for dl business combinations
within the scope of thisIFRS’ [17].



The Committee suggests that the ED can diminate the need for scope exceptions by
defining the covered transactions as those in which one entity obtains control over ancther.
The change in control is atransaction with economic consequences that should be reflected in
the financiad statements. Joint ventures, combinations of entities under common control, “true
mergers,” and tracking stocks would presumably fal outside the scope of the standard.  Until
the IASB specificaly addresses the issue of transactions or events not resulting in achangein
control, such transactions would be accounted for under current guidance.

Defining covered transactions as those in which one entity obtains control over another
would diminate amgor incongstency in the ED, which suggests that certain business
combinations might not have a controlling party and yet requires that the controlling party be
identified. The problem of identifying and accounting for “true mergers’ would not be
resolved by an ED covering transactions involving a change in control. However, the Board
datesthat it isinvestigating whether “fresh sart” accounting might be applied to such
combinations. Given the skepticism of the IASB that such “true mergers’ exist (“true
mergers, assuming they exig, are likdly to be rdatively rare’ [BC28]), the failure to resolve
these accounting issuesisaminor issue.

If abusiness combination represents a change in control, the ED will require the preparer
to exercise judgment in determining whether control of an entity has been trandferred. A
principles-based should not incorporate bright line rules defining covered transactions.
Entities engaging in transactions in which control did not change hands should be required to
disclose the facts supporting that conclusion. The existence of rigid or detailed rulesincrease
the complexity of the sandard and provide firms with an opportunity to “play the sysem” by
engineering transactions to obtain a desired reporting outcomes. Such opportunities do not
gppear desirable in high qudity reporting standards.

[11. Responsesto Specific Questions Raised in the Exposur e Dr aft
Q1. Scope

The ED proposes to exclude from the scope of the IFRS business combinations in which
Separate entities are brought together to form ajoint venture, and business combinations
involving entities under common control, and to include guidance on identifying entities
under common control.

As we suggested above, the ED should define transactions within its scope on the basis of
the underlying economics. If the ED were drafted to cover transactions between entitiesin
which there was a change in contral, joint ventures and business combinations involving
entities under common control would not fal within the scope of the ED. Under arevised
ED, no scope exceptions would be necessary.



Q2: Method of Accounting for Business Combinations

The ED proposes to eiminate the use of the pooling of interests method and require dl
business combinations within its scope to be accounted for by applying the purchase method.
Assuming the covered transactions are redefined in terms of change in control, the Committee
supports the IASB’ s decision to eliminate pooling of interests accounting. As we suggested
above, we believe the ED should be gpplied to al transactions in which one entity acquires
control of ancther. This description may apply to al business combinations except joint
ventures, combinations of entities under common control, and “true mergers” if they exig.

In aresponse to the FASB,? the Committee noted that neither anecdotal evidence nor
research support the view that certain business combinations conform to the description of a
“true merger.” Furthermore, research suggests that acquisition premiums have been largest in
transactions accounted for as poolings. One interpretation of that finding isthat both
“purchass’ and “pooling” combinations are economic transactions in which one entity paysto
acquire cortrol over another. Absent evidence that a busness combination did not entall a
change in control, the Committee believes that continued use of pooling of interests
accounting would cregte further opportunities for the costs of acquisition to be ignored in the
subsequent accounting.

Q3: Reverse Acquisitions

The ED proposes to modify the circumstances in which a business combination could be
regarded as areverse acquigition by clarifying that for al business combinations effected
through an exchange of equity interests, the acquirer is the combining entity with the power to
govern the financid and operating policies of the other entity (or entities) so asto obtain
benefits fromiits (or their) activities. The ED aso proposes additiona guidance on the
accounting for reverse acquigitions.

The Committee agrees with conclusons of the ED that the accounting should be dictated by
the economic substance of the transaction rather than itsform. If the legd subsidiary isthe
controlling entity, it should be treated as the acquirer for accounting purposes.

Q4: I dentifying the acquirer when a new entity is formed to effect a business combination

The ED proposes that when a new entity isformed to issue equity instruments to effect a
business combination, one of the combining entities that existed before the combination
should be adjudged the acquirer on the evidence available. This prescription for identifying
the acquirer in a business combination will be unnecessary if covered transactions include
only those in which control changes hands.

2 AAA Financial Accounting Standards Committee, 1999. Methods of Accounting for Business
Combinations: Recommendations of the G4+1 for Achieving Convergence. Accounting Horizons 13
(3): 299-303.



Q5: Provisionsfor terminating or reducing the activities of the acquiree

The ED proposes that an acquirer should recognize a restructuring provision as part of
alocating the cost of a business combination only when the acquiree has, at the acquigtion
date, an exigting lidbility for restructuring recognized in accordance with IAS 37 Provisons,
Contingent Liabilities and Contingent Assets.  Furthermore, the ED does not alow future
losses or other costs expected to be incurred as aresult of the combination shal not be
included as part of the cost of the combination.

The committee supports this position. It follows directly from the IASB Framework’s
definition of aliability, and is condgstent with IAS 37. We note that there may be
circumstances in which the restructuring liability post-acquigtion will differ from thet in the
acquiree’ shooks. For example, the acquiring firm may have arestructuring plan as part of
the acquisition that runs counter to, or is distinct from, the plan contemplated by the acquiree.
In such circumstances the committee recommends that adjustments to the liability should be
made in the acquirer’ s books subsequent to the acquisition in accordance with IAS 37. More
important, the Committee recommends that such post-acquisition adjustments be clearly
disclosed and explained in the footnotes.

Q6: Contingent liabilities

The ED proposes that an acquirer should recognize separately the acquiree’ s contingent
liabilities at the acquidition date as part of dlocating the cost of abusiness combination,
provided their fair values can be measured reliably.

The Committee does not agree with the position of the ED. It isinconsstent with the
IASB’s measurement criteriafor recognition of aliability. The Framework statesthat “a
ligbility is recognized in the baance sheet when it is probable that an outflow of resources
embodying economic benefits will result from the settlement of a present obligation and the
amount a which the settlement will take place can be measured riably.” If the ligbility does
not exist on the acquiree’ s books at the date of the acquisition, then management has judged it
to be either not probable or not measurable. We see no basis for the assumption that a
business combination will affect either of those judgments.

The ED isdso incondgtent with IAS 37, which requires that provisions for contingent
lighilities be recognized in the bal ance sheet when, and only when: an enterprise has a present
obligation (lega or condructive) as aresult of apast event; it is probable (i.e. more likely than
not) that an outflow of resources embodying economic benefits will be required to settle the
obligation; and ardiable estimate can be made of the amount of the obligation. Under IAS
37 acontingent liability will be recorded in the acquiree’ s book at the date of acquisition, if
probable and reliably estimable.

The Board proposes to revisit the role of probability in the Framework as part of afuture
Concepts project. Until arevised Framework articulates different sandards for the
recognition of contingent liabilities, we do not believe contingent liabilities should be



recognized in the business combination unless they would be recognized in the acquirer’s
books absent the combination.

Differences of opinion regarding the probability and fair value of contingent ligbilities
may arise a the time of the acquigtion, and/or the probability or fair vdue may change asa
result of the acquidition In such circumstances, we believe there is judtification for
subgtituting the acquirer’ s assessment of the value for the acquiree’ s assessment.
Nevertheless, the ED should require disclosure to document why the probability and far
vaue of the contingent liability differsfrom those reflected in the acquiree’ s books.

Findly, the committee notes with concern that permitting contingent ligbilitiesto be
revaued at acquigition creetes the opportunity for earnings management. Because increasing
contingent liabilities results in an equivaent increase in goodwill, ceteris paribus, the acquirer
faces no charge on the income statement in the future® However, any excess contingent
lidhilities recorded at the acquistion date could be subsequently reversed and flow into the
income statement, consistent with paragraph 46 of the ED. This creates the opportunity to
create cookie jar reserves through “over identification” of contingent liabilities a acquistion
date* The potential for earnings management underscores the need for full disclosure of any
adjustment at the time of, and subsequent to, the acquisition.

Q7: Measuring the identifiable assets acquired and liabilities and contingent liabilities
assumed

The ED requires the acquiree s identifiable assets, liabilities and contingent liabilities
recognized as part of alocating the cost to be measured initidly by the acquirer a their fair
vaues a the acquidition date. Therefore, any minority interest in the acquiree will be stated a
the minority’ s proportion of the net fair vaues of thoseitems. If the ED covers transactions
in which there is a change in control, we believe that measuring dl asssts and liabilities at far
value would be congstent with the underlying economic transaction

Q8: Goodwill
The ED proposes that goodwill acquired in a business combination be recognized asan

asset and not amortized. Instead it should be accounted for after initial recognition at cost less
any accumulated impairment losses.

® A future charge on income can arise due to impairment of goodwill but it is unlikely to be related to
contingent liabilities. In any event, potentia earnings management in this case results from creating
fictitious liabilities that are reversed in the future and hence, can not lead to future goodwill impairment.
* It is pertinent to note that such potential for earnings management existed under the provisions for IAS
37 which dlowed firms to reverse previous contingent liability provision as a profit in the income
statement if an outflow of resourcesis no longer probable. However, unlike the case of acquisitions, a
firm incurs the cost of having to recognize expense in the income statement when such liability is
determined.



We agree that goodwill meets the conceptua definition of an asset. We aso agree that the
measurement problems associated with estimation of the fair value of net assets and of
overpayment at the time of the acquisition are not so severe that the goodwill should not be
reflected on the balance sheet.

We do not agree with the Board' s prohibition of periodic goodwill amortization. The
Board argues that amortization does not provide useful information when firms are prohibited
from recognizing the interndly generated goodwill that replaces the amortized goodwill. We
note, however, that the board does not permit explicit recognition of internaly generated
goodwill. The combined effect of the board’ s rulings is that internaly generated goodwill may
be recognized for firms that have acquired subsidiaries, but not otherwise.

To resolve thisincons stency, the board would have to permit recognition of internaly
generated goodwill, or require systematic amortization of acquired goodwill. If the board
believes that va uation of goodwill subsequent to acquistion is sufficiently reigble to perform
impairment tests, then vauation methods should be sufficiently reliable to vaue interndly
generated goodwill. However, we do not believe the board has made a compdling case for the
reliability of the valuation tests® and we do not support recognition of internally generated
goodwill. Absent this recognition, we support systematic amortization of acquired goodwill.

Q9: Excess over the cost of a business combination of the acquirer’sinterest in the net fair
value of the acquiree’ sidentifiable assets, liabilities and contingent liabilities

The ED proposes that when such an excess exists, the acquirer should:

ress=ss the identification of the acquireg' s identifiable assets, liabilities, and
contingent liakilities and the measurement of the cost of the combination; and
recognize immediaely in profit or 0ss any excess remaining after thet
reassessment.

The ED suggests that such excess could potertidly be due to errors in measuring the fair
vaue (Para56). The Committee takes the pogition that an excess of fair vaue over cost is
evidence that the fair values of the acquired assets and liabilities have not been measured
correctly. In most cases we bdieve the excess should be dlocated to the fair vaue of the
assets and liabilities acquired. The difference should be recorded in income only when the
net assets cannot be written down further without violating another standard.

Q10: Completing theinitial accounting for a business combination and subsequent
adjustments to that accounting.

The ED proposes that:

> AAA Financial Accounting Standards Committee. 2001. Equity Valuation Models and Measuring
Goodwill Impairment. Accounting Horizons 15 (2): 161-170.



if theinitid accounting for a business combination can be determined only
provisondly by the end of the reporting period in which the combination occurs
because either the fair values to be assigned to the acquiree’ s identifiable assets,
lighilities, or contingent liabilities or the cogt of the combination can be determined
only provisondly, the acquirer should account for the combination usng those
provisond vaues. Any adjustment to those values as aresult of completing the
initial accounting is to be recognized within twelve months of the acquisition dete,

With some exceptions carried forward as an interim measure from IAS 22,
adjugments to the initid accounting for a business combination after that
accounting is complete should be recognized only to correct an error.

The Committee recognizes that in some cases the cost of the business may be provisona
a the date of the combination. In the event that the acquisition cost changes post-acquisition,
we recommend that the offsetting entry be made to goodwill.

The Committeeis less comfortable endorang the ED’ s position regarding post-acquidtion
adjusmentsto the fair value of identifiable assets, lidbilities, and contingent lidbilities
acquired. We bdlieve these adjustments are often neither detected nor understood, even by
reasonably sophigticated investors and anaysts.

Prohibiting such adjustments may have unforeseen conseguences, but we recommend that
the IASB consider this dterndive, particularly for adjustments that would increase goodwill.
The acquiring company performed due diligence prior to the acquisition, and presumably
estimated the fair values of the net assets. We believe one could reasonably argue that any
subsequent reduction in the fair vaue of the identifiable net assets is evidence of overpayment
for the acquired company, and should be recognized in income.

Assuming post-acquisition adjustments are not prohibited, it is nonetheless the
committeg' s view any subsequent adjustments to the provisiond numbers should be
exceptiond. Adjustments should be triggered only by the receipt of new factud information
regarding the values of the net assets at the date of acquisition (for example, an audit of
acquired pension assets).  Adjustments made under these circumstances should be clearly
disclosed. The acquiring firm should quantify the impact of the adjustment on the baance
sheet and the income statement, for the current and subsequent periods.

Hndly, the Committee believes that dlowing the acquiring firm twelve months to findize
the purchase price alocation is excessve. It opensthe posshbility that events subsequent to
the acquisition date will inappropriatdy influence the estimate of fair vaue as of the
acquisition date. The Committee recommends that al adjustments should be accounted for by
the end of thefirgt full quarter after the acquisition.



V. Related Research

Empirica accounting literature has a striking absence of research relating to the application
of purchase method accounting. However, we note that the research that does exist supports
the ED’ s decison to diminate the creation of purchase ligbilities. We dso believe that related
research supports the increased disclosure requirements of the ED. Research supports the
recognition of goodwill as an asset, and one recent empirica test supportsthe ED’s
prohibition on the amortization of goodwill. However, the latter sudy covers only five years,
and the results may not be robust to other time periods.

A. Purchase Method Procedures

Brown, Finn, and Hope (2000) find evidence that provison-taking in busness
combinations was associated with declining accounting and market- adjusted stock price
performance over the three-year period following the fiscd year of the acquistion Ther
results are consistent with the hypothess that the high provisioners used the provisonsto
insulate accounting earnings from the effects of declining cash flows. The market belatedly
reacted to these firms declining fortunes when net income was no longer inflated by provison
reversals. We bdieve this evidence supports the ED’ s decision to disdlow the crestion of
liabilities in the purchase price alocation.

Moehrle (2002) presents evidence that firms opportunistically reverse restructuring
reservesin order to meet certain earningstargets. Using asample of 121 reversas recorded
between 1990 and 1999, he finds that some firms record reversals to beat andysts forecasts,
to avoid reporting net losses, and to avoid earnings declines. While the evidence relates to
restructuring provisions taken outside business combinations, the evidence may generdize to
such provisons taken in abusiness combination

Evidence in the literature suggests that restructuring charges creste uncertainties for
anadysts, and that enhanced disclosure of the components of the charges hel ps resolve some of
the uncertainties. Chaney, Hogan, and Jeter (1999) provide evidence that andyst forecast
accuracy isimpaired by restructurings. Lopez and Clement (2000) conclude that
restructurings create uncertainty for analysts for at least two years subsequent to the
announcement of the event. Lopez (1999) presents evidence suggesting that anaysts benefit
from enhanced disclosuresin connection with restructuring charges. He finds that the
components of the restructuring charge required by EITF 94-3 have incrementd information
over the aggregate charge in explaining andyds earnings forecast revisons. Although these
results do not bear directly on business combinations, they provide some tangential support
for the disclosure requirements proposed in the ED.

Jennings, Robinson, Thompson, and Duvall (1996) report that market prices are consistent
with the idea that investors view goodwill as an asset. Jennings, LeClere, and Thompson
(2001) report that earnings before goodwill amortization are more informative than reported
earnings (which include goodwill amortization) as a summary indicator of firmvaue. They
report that earnings before goodwill amortization explains sgnificantly more share prices
than earnings after goodwill amortization and that when share valuations are based on
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earnings aone, goodwill amortization smply adds noise to the measure. These results

suggest that making the earnings impact of goodwill accounting more trangparent would
benefit investors and analysts. On its face, this paper supports the ED’ s proposd to diminate
goodwill amortization We note, however, that the sample covered ardatively short window
of time, and coincided with a historic bull market in U.S. equities. Thusits conclusons

might not be robust to dternative time periods.

B. Purchase Method versus Pooling of Interests

Empirical research provides support for the ED’ s operationd stance that “pooling” and
“purchase’” method transactions are economicadly smilar events. Vincent (1997) compares
investors' responses to firms' choice of pooling or purchase method accounting. She reports
that investors appear to adjust firms reported accounting numbers so that they value purchase
and pooling firms on an equivaent bads. Although the results indicate that pooling firms
enjoy some price advantage over purchase firms, the price difference is not associated with
accounting differences.

Aboody, K aznik, and Williams (2000) find that managers opportunistically choose between
pooling and purchase method in response to their private economic incentives. The authors
present evidence that the accounting choiceisjointly determined by the premium paid over
the book value of the acquired firm and the managers' economic benefits derived from
accounting-based contracts.  They report that when the business combination involves alarge
step-up to the target's net assets, CEOs with earnings-based compensation plans are more
likely than othersto incur the costs of qudifying for pooling and avoid the earnings ‘pendty’
associated with the purchase method. However, they find no association between stock- based
compensation and the purchase-pooling choice, suggesting managers are not concerned about
implications of large step-ups for firms equity vaues.

Although Vincent's (1997) results suggest that markets eventualy price firms amilarly,
Hopkins, Houston, and Peters (2000) present evidence indicating thet potentidly costly
information processing problems among professond andysts exist when multiple methods
exis to report economically equivalent events. Specificdly, their results show that analysts
assign alower post-combination vaue to a purchase combination in which the parent
company has recorded an acquisition premium compared to a purchase combination in which
the parent expenses the entire premium as in-process research and development and
compared to a pooling-of-interests combination. In addition, when the parent company
records and amortizes an acquisition premium in a purchase-method business combination,
analysts stock- price judgments are sgnificantly lower if the business combination occurred
three years ago as compared to one year ago.

C. Joint Ventures
The literature has limited evidence supporting the ED’ s position thet joint ventures differ
in important economic ways from other business combinations, and should be excepted from

the current standard. Hauswald and Hege (2002) present theoreticd arguments suggesting
that, for many joint ventures, it may be optimal for neither venture parent to acquire control
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over theventure. They create amode showing that 50/50 joint ventures are optimal
ownership structures when the parent firms have complementary resources and neither hasa
dominant pogition with regard to the joint venture in terms of industry or location The
resource complementarity eliminates mora hazard in parent contributions so that ownership
provides sufficient incentives for optima investments. However, mgority ownership by one
parent creates the opportunity for it to extract rents from the other owner, making a 50/50
stake the optima structure under these circumstances. The authors report evidence consistent
with their theoreticd modd. In particular, they find that 50/50 joint ventures are more
common when the parent firms have complementary resources, and neither has a dominant
position with respect to the joint venture. Mgority ownership and control by one parent is
more common when the only one of the parent firms shares the industry or country of origin
with the joint venture.

V. Summary

The committee views the exposure draft as flawed, primarily due to itslack of an economic
description of abusiness combination. We bdlieve its scope exceptions could be diminated if
the ED defined transactions within its scope as economic, rather than reporting, events. In
particular, we note that the ED seems to be written to cover transactionsin which onefirm
acquires control over another, and we suggest that it be drafted to cover only such transactions.
We a0 propose that the ED diminate the incongstency between the IASB Framework and the
ED’ s guidance regarding recognition of contingent ligbilities in a business combingtion & far
vaue. We endorse the ED’ s disclosure provisions, and bdieve these will aid investors and
andyds in assessing the economic consegquences of business combinations.
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