CL 46

April 4, 2003

Kenichiro YOKOWO

Manager, Economic Law Group,

Economic Policy Bureau,

Nippon Keidanren (Japan Business Federation)

Commentson | FRS Exposur e Draft No. 3" Business Combinations,"
Amendmentsto IAS 36" Impairment of Assets,"
and Amendmentsto IAS 38 " I ntangible Assets'

|. IFRS Exposure Draft No. 3" Business Combinations’
Question 2 — Method of accounting for business combinations

The Exposure Draft proposes to eliminate the use of the pooling of interestsmethod 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?

It is not appropriate.

Thereisno theoretica superior-inferior relationship between the purchase method and the pooling
of interests method; with respect to "true mergers” the gpplication of the pooling of interests
method is appropriate. In cases in which it is difficult to identify which company is the acquirer,
unreasonably identifying one company as the acquirer and applying the purchase method raises the
risk of abuse by means of arbitrary revaluation, and therefore it is not appropriate to make the
purchase method the only accounting method for business-combination transactions. With respect



to the fresh start method, since it requires accounting on the badis of fictitious liquidation, there is
amilarly arisk of abuse by means of arbitrary revaduation.

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

Under 1AS 22, an acquirer must recognise as part of allocating the cost of a business
combination a provision for terminating or reducing the activities of the acquiree (a
‘restructuring provision’) that was not a liability of the acquiree at the acquisition date,
provided the acquirer has satisfied specified criteria. The Exposure Draft proposes that
an acquirer should recognise a restructuring provision 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 accordance with 1AS 37 Provisions, Contingent
Liabilities and Contingent Assets (see proposed paragraph 40 and paragraphs
BC55-BC66 of the Basis for Conclusions).

Isthisappropriate? If not, what criteria should an acquirer be required to satisfy to
recognise a restructuring provision that was not a liability of the acquiree as part of
allocating the cost of a combination, and why?

It is not appropriate.

When negative goodwill arises, in most cases codis of the acquisition price are determined after
factoring in cogts that may arise in the future. If an amount equa to a restructuring provison is
factored into the consderation for an acquigtion, it should be recognized as a liahility. If, as
suggested in Question 9, negative goodwill is recognized immediately in profit, an amount equa to
a restructuring provison relating to loss after the business combination will be recognized at the
date of the business combination, prior to the actua occurrence of loss, and that is not

appropriate.

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

| AS 22 includes a benchmark and an allowed alternative treatment for theinitial
measurement of the identifiable net assets acquired in a business combination, and
therefore for theinitial measurement of any minority interests. The Exposure Draft



proposes requiring the acquiree’ sidentifiable 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 thoseitems. This
proposal is consistent with the allowed alternative treatment in | AS 22 (see proposed
paragraphs 35 and 39 and paragraphs BC88-BC95 of the Basisfor Conclusions).
Isthisappropriate? If 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?

It is not appropriate.

With respect to minority interests, we object to the thinking of the Exposure Draft, which
proposes they be measured based on the minority's proportion of the net fair vaues. That
acocounting treetment is not consistent with FAS 141. The benchmark and the dternative treatment
in 1AS 22 should be maintained.

Question 8 — Goodwill

The Exposure Draft proposes that 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 impairment losses (see proposed
paragraphs 50-54 and paragraphs BC96-BC108 of the Basis for Conclusions).

Do you agree that goodwill acquired in a business combination should be recognised 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?

We do not agree.

If, as sated in BC107, it is consdered that goodwill acquired in a business combination is
consumed and replaced by interndly generated goodwill, there are few grounds for making
goodwill non-amortizable. Furthermore, we are doubtful about the idea that the asset value of
goodwill acquired in abusness combination will continue in perpetuity.



In addition, as stated in BC96, goodwill measured and recognized as a baance includes dements
of error and excess payment smilar to the origins of negative goodwill. It is extremely difficult to
measure only the amount of goodwill acquired purely from the business combination after
eiminaing the influence of these, and the measurement of fair vadue each term would not be
aufficiently religble. In view of this, the profit or loss in each term in which impairment losses are
recognized would include an amount equivaent to the amortization of goodwill deemed to have
been consumed in the preceding fisca years, making it impossible to obtain a proper measure of
profit and loss during the term.

Accordingly, despite the possibility of "arbitrary etimate’ and “amortization over an arbitrary
period of time" about which concern is expressed in the Exposure Draft (Basis for Conclusions),
from the dandpoint of the usefulness of information, an gpproach involving draight-line
amortization over afixed period dter esimating the amortization period, with impairment carried
out as necessary, is preferable to an impairment-only approach because the elements of negative
goodwill are neither able to be identified individudly nor able to be measured with sufficient
religbility. In addition, amortization of this kind is consstent with the current accounting methods
for fixed assets.

Question 9 — Excess over the cost of a business combination of the acquirer’sinterest in
the net fair value of the acquiree’s identifiable assets, liabilities and contingent
liabilities

I n 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 exceeds that 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 measurement of the cost of the
combination; and

(b) recogniseimmediately in profit or loss any excess remaining after that
reassessment.

(See proposed paragraphs 55 and 56 and paragraphs BC109-BC120 of the Basis for

Conclusions.)



I s this treatment appropriate? If not, how should any such excess be accounted for, and

why?

It is not appropriate.

Negative goodwill arises because the acquistion cost is determined by including items such as
losses arising in the future. In order to reflect these in future profit and loss as they arise, the
treatment that should be applied is elther to reduce the vaues of fixed assets or to recognize them
as alidility item and amortize them over a certain period.

Other items

Paragraphs 23-26: Cost of a business combination

With respect to equity instruments issued as the cost of a business combination, it is proposed that
the cost be measured as the fair vaue of these a the date of exchange. However, it should be
measured by using the most recent fair vaue a the date on which a busness combination by
means of the exchange of shares was agreed. Changes in share prices after the date of agreement
are unrelated to decision-making by the managers, and therefore the cost should be measured as
the fair value a the date of exchange only in cases in which there is no subgtantia difference from
the most recent fair value a the date of agreement.

Paragraph 46: Acquiree's contingent liabilities

In the Exposure Draft, with respect to contingent ligbilities measured initidly a ther far vaues,
subsequent changes in fair vaue are recognized in profit and loss. However, because it is difficult
to measure the fair vaue of contingent ligbilities with sufficient rdiability, we object to this thinking.
Changesin the fair vaues of contingent ligbilities from initid recognition should not be recognized
in profit and loss; in the event that the factors underlying contingent ligbilities actualy occur, they
should be treated as separate liahilities; or in the event that the factors are diminated, they should
be treated as profit.



[1. Exposure Draft of Proposed Amendmentsto IAS 36" | mpairment of Assets'
Question 1 — Frequency of impairment tests

Arethe proposals relating to the frequency of i mpairment 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 be tested for impairment, and why?

An impairment test is required at the end of each annua reporting period. However, from a
practica standpoint it would be appropriate to permit an impairment test to be conducted at a
certain time each year, not confined to the fisca year-end, asisthe casein FAS 142.

Question 2 — Intangible assets with indefinite useful lives

The Exposure Draft proposes that the recoverable amount of an intangible asset with an
indefinite useful life should be measured, and impairment losses (and reversals of
impairment losses) for such assets accounted for, in accordance with the requirementsin
| AS 36 for assets other than goodwill (see paragraphs C10-C11 of the Basisfor
Conclusions).

Isthisappropriate? If not, how should the recoverable amount be measured, and
impairment losses (and reversals of impairment losses) be accounted for?

We have the same comment as that made to Question 8 regarding the IFRS Exposure Draft No.
3 "Business Combinations.”

Question 7 — Estimates used to measure recoverable amounts of cash-generating units
containing goodwill or intangible assets with indefinite useful lives

The Exposure Draft proposes requiring 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 paragraphs C69-C82 of the Basis for Conclusions).



(@ Should an entity be required to disclose each of the itemsin proposed paragraph
1347 If not, which items should be removed from the disclosure requirements, and
why?

(b) Should the information to be disclosed under proposed paragraph 134 be disclosed
separately for a cash-generating unit within a segment when one or more of the
criteriain proposed paragraph 137 are satisfied? If not, why not?

The separate disclosure of information concerning future assumed numerica vaues (market share,
growth rates, etc.) that form the basis for the computation of the vaue in use of goodwill, etc., for
each segment or for each cash-generating unit within segments when certain conditions gpply,
condtitutes overdisclosure, and is disproportionate relative to the level of disclosure of other
finendd information. The usefulness of the disclosad information is aso doubtful, and thus its
disclosure is inappropriate, and from the perspective of cost-benefit the items specified below
should be removed.

With respect to the proposed requirement for the disclosure of items relating to business forecadts,
whether they are for individud segments or for cash-generating units within segments, it can be
assumed that there will be cases in which the rdlevant numerica vaues could condtitute important
information for a company's competitiveness, the disclosure of which could have an adverse
impact on that competitiveness. In view of this, we object to this strongly.

Items to be removed from the disclosure requirements

Paragraph 134: Remove (d) and (€) (i)-(v) entirdy
Paragraph 137: Remove entirely

I11. Exposure Draft of Proposed Amendmentsto IAS 38" Intangible Assets’
Question 5 — Non-amortization of intangible assets with indefinite useful lives
The Exposure Draft proposes that an intangible asset with an indefinite useful life

should not be amortised (see proposed paragraphs 103 and 104 and paragraphs B36-B38
of the Basisfor Conclusions).



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

recognition?

We have the same comment as that made to Question 8 regarding the IFRS Exposure Draft No.
3 "Business Combinations.”



