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The South African Institute of Chartered Accountants

31 July 2004

Anngtte Kimmit

Senior Project Manager

Internationa Accounting Standards Board
30 Cannon Street

LONDON ECAM 6XH

United Kingdom

Emal: CommentL etters@iash.org.uk

Dear Ms Kimmit

EXPOSURE DRAFT OF PROPOSED AMENDMENTS TO IFRS 3 BUSNESS
COMBINATIONS - COMBINATIONS BY CONTRACT ALONE OR INVOLVING
MUTUAL ENTITIES

In response to your request for comments on the exposure draft of Proposed Amendments
to IFRS 3 Business Combinations — Combinations by Contract Alone or Involving Mutual
Entities, attached please find the comment letter prepared by the South African Inditute
of Chartered Accountants (SAICA). Pease note that SAICA is not only a professond
body, but is dso secretaria for the Accounting Practices Board, the officid accounting
sandard setting body in South Africa

We thank you for the opportunity to provide comments on this document. We have in
addition to our response to the quedions rased, dso induded generd comments on
agpects not specificaly dedt with in the questions.

Pease do not hesitate to contact us should you wish to discuss any of our comments.

Y ours Sncerdly

Y usuf Hassan

Project Director: Membersadvice and Research

cC: Doug Brooking (Chairman of the Accounting Practices Board)
Prof. Geoff Everingham (Chairman of the Accounting Practices Committee)



SAICA COMMENT ON PROPOSED AMENDMENTSTO IFRS 3 BUSINESS

COMBINATIONS-COMBINATIONSBY CONTRACT ALONE OR INVOLVING

MUTUAL ENTITIES

GENERAL COMMENTS

1

As you are awvare, South Africa has adopted IFRS, and SAICA has issued IFRS 3 -
Busness Combinations as a South African Staement of Gengdly Accepted
Accounting Practice (GAAP), with the dandard affecting business combinations
where the agreement date is on or after 31 March 2004. The proposds in the
exposure draft that amends IFRS 3 will thus impact South Africa, as an IFRS-
adopter, in 0 fa as these transactions are encountered in our environment. The
proposds if agoproved in the current form, would be gpplicdble with immediate
effect and would require gpplication as of the effective date. This may cause
problems for companies in tha it would effectively be a retrogpective gpplication of
the requirements.

As fa a we ae awae, busness combinations by contract done or involving
mutud entities, are very rardy encountered in South Africa  As a reault, this
exposure draft is expected to have limited impact in the South African context. In
contragt, common control  transactions are very prevdent and, if anything, this is
where we bdieve the IASB should be focussing their urgent attention.

In presenting our views, we have approached the comments to the exposure draft
and its related questions basad on the principles established in IFRS 3.

We agree that combinations by contract done or involving mutua entities should be
within the scope of IFRS 3. However, we disagree with the proposed amendments
to IFRS 3, for the fallowing reasons

41 We ae concerned that the proposed amendment occurs so soon dfter the

issuance of the dandard and proposes a lessthanpefect interim solution,
which will possbly be changed when the Board reddiberates on this issue in
phese |1 of business combinations.

4.2 The proposas do not provide comprenendve guidance on implementation
issues. The proposds do not dispd uncertainties as to the identification of the
acquirer in these types of combinations and aso do not ded with the practica
accounting issues of the combingtion.

4.3 The proposds in the exposure draft could enable entities to dructure future
busness acquistion transactions as that of a contract done, to avoid the
recognition of goodwill. This may cause confuson amongs usars who may
not be ade to didinguish between combinaions by contract done as opposed
to the typicd parent-subgdiary combingtion.
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4.4 The proposed effective date may force companies to retrospectivdy goply the
provisons, which may be

impracticable,
codly to obtain information, or
or costly to adapt accounting systems to account for the changes.

4.5 Since the FASB dso intends to address this issue as pat of the phase Il of
ther budness combingtions project, we bdieve tha the proposas of this
exposure will introduce a difference between IFRS and US GAAP. This
rases concerns that decisons are being taken by the Board, in connection with
these types of transactions, unilaterdly and a a different time to the FASB. In
our view, the amended guidance should be concurrently issued by both
Boards

5. Although we principdly disagree with the interim messure, we agree tha a short-
teem solution would prevent the identified transactions not being dedt with in IFRS
and thus address the treatment of the identified transactions dbet only as a
temporay messure. We adso gppreciade that the prescription of the modified
purchase method proposed in the exposure draft would prevent further use of the
pooling of interest method, of which the Board disgpproves.

6. We drongly recommend that more urgent condderdtion be given to addressng
issues of business combinations involving common control.

In summary, we agree that combinatiions by contract done or involving mutud entities
should be within the scope of IFRS 3. However, we disagree with the proposds of the
exposure draft. The interim solution would result in far more ramifications for
implementation then it is intended to address The effective date of March 2004 may
have serious implications for exiding IFRS - adopters in paticular. The Board should
rather consder revisting thisissue as part of Phase 1.

SPECIFIC COMMENTSON QUESTIONS RAISED
Question 1 — Scope exclusion

The Exposure Draft proposes:

(@ to remove from IFRS 3 the scope exclusions for business combinations involving
two or more mutual entities and business combinations in which separate entities

are brought together to form a reporting entity by contract alone without the
obtaining of an ownership interest.

(b) torequirethe acquirer to measure the cost of a business combination as:
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() the aggregate of the following amounts when the combination is one in which
the acquirer and acquiree are both mutual entities:

* the net fair value of the acquiree’s identifiable assets, liabilities and
contingent liabilities; and
» the fair value, at the date of exchange, of any assets given, liabilities

incurred or assumed, or equity instruments issued by the acquirer in
exchange for control of the acquiree.

Therefore, goodwill would be recognised in the accounting for such
transactions only to the extent of any consideration given by the acquirer in
exchange for control of the acquiree.

(i) the net fair value of the acquiree's identifiable assets, liabilities and
contingent liabilities when the combination is one in which separate entities
or businesses are brought together to form a reporting entity by contract
alone without the obtaining of an ownership interest. Therefore, no goodwill
would arise in the accounting for such transactions.

Is this an appropriate interim solution to the accounting for such transactions until the
Board develops guidance on applying the purchase method to such transactions as part
of a subsequent phase of its Business Combinations project? If not, what other approach
would you recommend as an interim solution to the accounting for such transactions, and

why?

We do not bdieve tha the interim solution is appropriate.  The exposure draft gives the
impresson that this amendment is intended to be temporay only, until the Board
recondgders the treetment for these types of business combinations in phase Il of the
project. It would be ingppropriate to require companies to change ther accounting
treetment in the short-term, when changes to that treatment would be forthcoming in the
short to medium term. It is further noted that the Board did not prescribe an interim
measure for the insurance and extractive indudtries.

Our concerns over the interim measures are as follows

No clear guidance on identifying the acquirer — There is no cdear guidance on
identification of the acquirer for these spedific transactions. IFRS 3 provides limited
guidance for identifying an acquirer, but this would not dispd the uncertainty of who
the acquirer actudly is when combinations occur by contract done or between mutua
entities.

Different measurement bases for acquirer and acquiree — The proposd assumes that
benefits by the combining entities are shared in proportion of the historic cost of the
net assets of the acquirer to the fair vaue of the net assets of the acquiree. There is a
potentid missmatch in the combined entity where the acquirer is measured a
hisoricdl cos agang the far-vadue measured acquiree. Due to this, the acquirer’s
assets may be smdler than that of the acquiree, with the result that there is difficulty
for the user to identify who the acquirer actudly is.



SAICA COMMENT ON PROPOSED AMENDMENTSTO IFRS 3 BUSINESS
COMBINATIONS-COMBINATIONSBY CONTRACT ALONE OR INVOLVING
MUTUAL ENTITIES

Inconsgtent treatment of goodwill — The tretment of the cost of the combination
and the resultant goodwill is dso not conggent with IFRS 3 as firdly it deems a
vdue for the cog of the combinaion and, with mutud entities pemits the
recognition of goodwill while with combinations where entities are brought together
by contract done, does not require the measurement of goodwill. The inconsstent
recognition of goodwill may be confusng to usars

Inconsstent treatment of costs — The trestment of acquistion codts dso sgnificantly
differs from IFRS 3, which pemits the capitdisstion of such costs while the
amendment requires the expensng thereof. We undersand however that the proposed
trestment of acquidtion cods is driven by the reguirement to avoid goodwill
recognition.

Treatment of existing goodwill — The recognition of previoudy acquired goodwill in
the acquiregs bdance sheet is not catered for by the exposure draft. Existing
goodwill that was acquired as pat of another business combination would not qudify

as identifidble assats and would therefore not be included, dther in the cost of the

acquirer or far vdue of the acquiree, in dl subseguent combinations of this neture.

Practical application — The proposas do not provide guidance on how the accounting
for such transactions would work in practice. The treatment of the credit entry on the
combination for the transaction is not specified, and one would assume that the credit
be taken to equity, but no guidance is provided hereon.

Despite our views, it may be consdered that the adoption of this interim measure will
create a degree of uniformity where such uniformity did not previoudy exis. However,
should the proposds in the exposure draft be adopted, we recommend the following:

Detaled guidance and examples should be provided on the identification of the
acquirer.

Implementation guidance should be provided that details the gppropriate accounting
trestments for these types of combinaions which should indude a pos-combination
st of financid statements of the combined entity.

Guidance should be provided to address the subsequent recondruction of a group
established by contract donein contragt to the typica parent/subsidiary combination.

Question 2 — Trangtion and effective dates of IFRS 3

The Exposure Draft proposes that no amendments be made to the transitional and
effective date requirements in IFRS 3. This would have the effects set out in paragraph
6(a)-(c) above on the accounting for business combinations in which the acquirer and
acquiree are both mutual entities or in which separate entities or businesses are brought
together to form a reporting entity by contract alone without the obtaining of an
ownership interest.

Is this appropriate? If not, what transitional and effective date arrangements would you
recommend for such business combinations, and why?
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The use of the IFRS 3 effective date for this amendment may creste practicd problems as
combingions involving mutua entities and by contract done combinaions may have
dready been entered into snce the effective date, and it could be difficult to gpply the
provisons of this proposa retrogpectively. Those entities who are dready IFRS adopters
may encounter further practicd problems in the trangtion to the requirements of the
exposure dreft.

In terms of due process limited amendments to standards, such as the one proposed in this
exposure draft, should be better timed in future, due to the enormity of the tasks of
retrogpective gpplication.
Should the proposd's be gpproved, we recommend thet ether:

the effective date be postponed to a date later than 31 March 2004; or

that concessions be made for exigting IFRS - adopters.
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