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Document No. 57
20 May, 2014

Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

To the International Accounting Standards Board

Comments on “Post-implementation Review:
IFRS 3 Business Combinations”

The following are the comments of the Accounting & Tax Committee of the Japan
Foreign Trade Council, Inc. (JFTC) made in response to the solicitation of
comments regarding the International Accounting Standards Board Request for
Information “Post-implementation Review:IFRS 3 Business Combinations”. The
JFTC is a trade-industry association with trading companies and trading
organizations as its core members, while the principal function of its Accounting
& Tax Committee is to respond to developments in domestic and international
accounting standards. (Member companies of the Accounting & Tax Committee
of JFTC are listed at the end of this document.)

1. Overall Comments

In order to reduce the cost and complexity of impairment testing and fair value
measurement, and in order to allocate costs to business activities after business
combination, it is appropriate to reexamine the amortization model (impairment
as needed) for the amortization or non-amortization of goodwill. The opinion has
also been expressed that, in addition to the amortization model, companies should
be permitted to freely choose between the amortization model and the impairment

model. (For details, see the supplementary comments at the end this paper.)
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Regarding amortization period in the amortization model, we believe that duration
of effectiveness within a 20-year period (which is the Japanese standard) is

appropriate.

2. Specific Comments (Responses to Questions)
Question 1: Respondent’s Background and Experience

(a) and (b)
The JFTC’s Accounting & Tax Committee is an industry association comprising
financial statement preparers of 21 Japanese trading companies. Principal

jurisdiction is Japan.

(c) and (d)

(i) Of the 21 companies, six companies have adopted IFRS. The timing of
adoption is as follows: one company in fiscal year ended March 2010, two
companies in fiscal year ended March 2013, and three companies in fiscal
year ended March 2014. Of the six companies, five transitioned from US
GAAP to IFRS and therefore have experience with the application of FASB

ASC Topic 805 to business combinations.

(i1)) As noted above, the JFTC is an industry association whose members have

numerous experiences with business combinations.

Question 2: Definition of a Business

(a)

We believe there are benefits to separate accounting treatment because business
and asset acquisitions involve different types of transactions. However, costs
related to acquisition of shares in subsidiaries are treated as expense under IFRS
3 Business Combinations, while IAS 27 Consolidated and Separate Financial
Statements allows inclusion in cost of acquisition. Even within IFRS, accounting
treatment of acquisition-related costs differs between consolidated and separate
accounting, which adds to the complexity of the work of financial statement
preparers. It is also a problem that, even looking only at consolidated accounting,

treatment of acquisition-related costs is deemed to differ between acquisition of
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shares in subsidiaries and shares in affiliates (companies subject to equity
method).

(b)

There was a case involving a vessel-owning special purpose company (SPC)
managed and controlled by a parent company. In this case, it was difficult to
distinguish between business and assets, and some argued the SPC did not have
any business operations in the first place. Ultimately, it was determined to
constitute a business because the transfer of following three factors comprising a
business was recognized: (1) input (vessel leasing agreement), (2) process

(performance of obligations under lease agreement), and (3) output (lease income).

Question 3

(a)
We find no deficiencies. Fair value measurement is consistent with the IFRS
concept, and fair value measurement of acquired assets and liabilities provides

relevant information.

(b)

Identifying intangible assets, goodwill, etc., in investment differential resulting
from business combination, and proceeding to undertake fair value measurement
by type of asset (property, plant, and equipment; intangible assets; and goodwill)
has proven to be complex, time consuming, and expensive regardless of whether or
not outside experts are retained. A related practical challenge has been that
additional time and money has to be expended on confirming whether auditors will

accept the measurement results that the company has deemed reasonable.

(c)
Because companies are required to make a separate and different judgment for
each business combination, undertaking fair value measurement for each business

combinations poses a challenge.

Fair value measurement is difficult for intangible assets in general. In particular,
the measurement of customer relationships poses a challenge because of ample
room for arbitrariness, which makes it difficult to determine fair value and

amortization period.

14



Another challenge relates to per-share fair value in the measurement of
noncontrolling interest. When a control premium is included in the per-share
acquisition price at which the parent company acquired control, IFRS requires
that noncontrolling interest be measured using per-share fair value excluding this
premium. However, as a practical matter, this premium is frequently difficult to

calculate.

A considerable range can result depending on the premises employed, such as
discount rate and indices of product prices. Therefore, it frequently becomes
necessary to consult with appraisers and auditors on the validity of the premises,

which can be very burdensome.

Question 4

(a)

Separate recognition of intangible assets is useful because it accords with the
purpose of acquisition through business combination. Regarding the
determination of amortization charges, we believe that a more accurate picture of
profit and loss for the period can be obtained through separate measurement and
recognition of goodwill and intangible assets, and amortization of amortizable
intangible assets. This approach is also useful because it facilitates appropriate

classification of assets and leads to appropriate financial reporting.

(If the position is taken that goodwill is an investment cost and should be
amortized, it would be meaningless to undertake a detailed allocation of

investment differential to intangible assets.)

(b)

Some voiced the following opinion: Fair value measurement of investee assets and
Liabilities acquired in a business combination and strict and detailed classification
of the premium may make it necessary for financial statement preparers to obtain
external valuations. In certain cases, this can be very time consuming and
expensive. As in the case of goodwill, intangible assets with indefinite useful lives
are not amortized and are instead subject to annual impairment testing. In light of
this fact, there is little need to strictly apply the accounting treatment requiring
the separation of goodwill and non-amortized intangible assets acquired through

business combination.
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With regard to cases where intangible assets and goodwill are separately
recognized, we request that concrete guidance and illustrations of assessment of
intangible assets be provided to facilitate judgment and processing by financial

statement preparers.

Other questions appearing here have been answered under Question 3 (b) above.

(c)
It is justified to recognize negative goodwill in profit or loss because it can be

considered to constitute realized gain related to business combination.

Also, an opinion was received that disclosure of underlying reasons would not be

particularly useful.

Question 5

(a)

Across-the-board annual impairment testing of goodwill and non-amortized
intangible assets, regardless of whether there are indications that cash-generating
units containing property, plant, and equipment acquired through business
combination may have been impaired, can place heavy administrative and cost
burdens on companies. Reduction of these burdens is a challenge that should be

addressed.

(If the position is taken that goodwill should be amortized, not only does
impairment testing entail high costs, but some financial statement preparers have
also pointed out that impairment testing allows for some arbitrariness and may
result in inappropriate treatment. Furthermore, there is the opinion that, under
the amortization model, arbitrariness can be eliminated by simply determining
the period of amortization, and that the model is easier to implement from an

administrative perspective.)

(b)

Further improvements are not needed.

(c)
In some cases, outside experts have to be retained for impairment testing, which is

both time-consuming and expensive. Then, further time and money is needed for
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auditors to verify the conclusion of outside experts and the premises employed
(discount rate, indices of product prices, etc.).

In case of non-amortized goodwill, impairment testing has to be continued
semipermanently unless goodwill is extinguished through impairment or sale.
Cost can be reduced through systematic amortization, with impairment testing
applied only when there are indications of impairment, as in the case of property,
plant, and equipment.

Non-amortization of goodwill is predicated on the availability of a “rigorous and
operational impairment test.” We, however, contend that goodwill should be
systematically amortized because a “rigorous and operational impairment test”

will give rise to differences among companies.

Impairment testing has to be conducted once a year for goodwill and intangible
assets with indefinite useful lives even if there are no clear indications of
impairment. Only when all criteria are met can the most recent calculations of
recoverable amounts be used in impairment testing (paragraphs 24 and 99 of IAS
36 Impairment of Assets). The problem here is that, in certain instances, this
approach has not lessened the burden of financial statement preparers because
proving that the criteria have been met requires assessment and calculation.
Therefore, we request that the following approach be considered for reducing the
administrative burden on preparers. That is, if the most recent calculation of an
asset’s recoverable amount significantly exceeds its carrying amount and if the
probability of impairment of the asset is considered to be extremely low, the use of
the most recent calculation of the recoverable amount in impairment testing

should be allowed even if all of the criteria have not been met.

Question 6

(a)

When the partial goodwill method is selected under IFRS, claims on consolidated
equity that are not attributable to the parent company are not allocated according
to equity ratio. The opinion was voiced that the method of measuring the

noncontrolling interest to be reported is not particularly important.
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(b)

Two different opinions were received. The first argued for unification under the
full goodwill method from the perspective of comparability and consistency with
other IFRS provisions, which stipulate that goodwill will not be remeasured when
a change in equity occurs after acquisition of control and during the period of
control. The second argued for maintaining the present rule that allows companies
to choose, on the grounds that consideration should be given to not imposing
across-the-board burdens on companies in terms of cost and time.

Question 7

(a)
We request that concrete guidance and classification examples be provided to
facilitate the practical understanding and judgment of financial statement

preparers on accounting treatment of step acquisitions and loss of control.

In particular, clarification needs to be made on accounting treatment in the case of
changes in the scope of consolidation. This includes the treatment of price
differences in step acquisitions when the acquisition of additional shares or partial
divestiture of shares has resulted in changes in the scope of consolidations and
when the company has applied the other comprehensive income option under
IFRS 9 Financial Instruments.

Furthermore, the current standard is unclear on the following matter and
clarification is needed to facilitate judgment. In the acquisition of a listed company,
when there is a difference between the per-share price for additional purchase
(tender offer price) and the per-share fair value of the noncontrolling interest (that
is, when a control premium has been recognized), how should the fair value of the
existing investment be measured? The IFRS rules are unclear whether the tender
offer price or the per-share fair value of the noncontrolling interest (or perhaps
something in between) should be used in this case. Because market value of
retained investment directly impacts profit and loss, care should be taken in the

selection of premises.

(b)

Nothing in particular.
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Question 8

(b)

In certain cases, it is difficult to meet all the disclosure requirements for business
combination. One example is IFRS-based disclosure of the assets and liabilities of
an acquiree even when the acquiree has not adopted IFRS. A second example is
the disclosure of consideration transferred in business acquisition when relations
with the counterparty and confidentiality requirements have to be taken into

account.

(c)

Some disclosure requirements carry a heavy administrative burden. One example
is the disclosure of amounts of revenue and profit or loss of the combined entity for
the current reporting period as though the acquisition date for all business
combinations that occurred during the year had been as of the beginning of the
annual reporting period (paragraph B64 (q) (ii) of IFRS 3). Such burdensome

disclosure requirements should be deleted.

Question 9

Paragraphs 134 and 135 of IAS 36 establish disclosure requirements for estimates
used to measure the recoverable amounts of cash-generating units containing
goodwill or intangible assets with indefinite useful lives. This appears to require
extensive disclosure based on the assumption of non-amortization of goodwill. We
therefore contend that this disclosure requirement should be deleted when

goodwill 1s amortized.

Question 10

(b)
In principle, assessing intangible assets, goodwill impairment, and retained
investment requires third-party fair value measurement. The costs for such

assessment have been increasing.

(c)
Profit and loss can be significantly impacted depending on whether or not

transactions constitute a series of transactions. (If shares have been initially sold
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within the scope of retaining control, and then an additional sale is undertaken,
does this comprise a single series of transactions or two separate transactions?)
Some have pointed out that this matter has considerable impact on the choice of
method of sale.

Supplementary Comments on Amortization of Goodwill Referred to in “1. Overall
Comments”

To provide more useful information, we contend that companies should be
permitted to choose between amortization and non-amortization (impairment

testing) of goodwill based on their own accounting policies.

This is because, as shown in the following models, appropriate accounting

treatment can differ according to the company’s business scheme.

Model 1

Company A is involved in a broad range of business fields where it primarily
invests in start-ups. After developing and growing the start-up using experiences
from other businesses and its cooperative relations with other companies,
Company A exits when the acquiree reaches its growth or maturity stage.
Company A repeats this medium- to long-term cycle of acquisition and divestiture.
In a business like this, premiums paid at acquisition should be recognized as cost
corresponding to sale price at exit. In other words, premiums should not be
amortized, and impairment should be recognized only when the recoverable

amount falls below the goodwill value.

Model II

Company B is a manufacturer. In addition to in-house development, Company B
uses the acquisition of other companies as a strategy for developing new products.
When acquiring a company (business), Company B does not assume that it will
later sell the company (business). Nor does Company B assume that the effect of
the acquisition will continue indefinitely, and therefore plans to recover its
investment by marking up the price of newly developed products according to the
stage of the product’s lifecycle. In this case, goodwill represents a capitalized
development cost whose benefits gradually diminish. It would therefore be

appropriate to amortize goodwill over a reasonable period of time that the
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company has in mind (but should be impaired down to the recoverable amount if

there is any indication of impairment).

While there is the difference of being systematic and nonsystematic, there is no
difference in the basic purpose, which is to reflect the diminishing value of
goodwill. Therefore, the terms like “amortization charge” and “impairment loss”
should not be used. Regardless of what measurement method is chosen, some
uniform term, such as “loss on revaluation of goodwill,” should be adopted.

The choice should be left to the company, and accounting treatment should not be
mandated based on features of the business model. In other words, the decision on
amortization or non-amortization should not be made on the basis of applying the
facts of the case to accounting standards. The important perspective to keep in
mind is: What accounting treatment does the company itself believe is appropriate
to adopt?

While allowing for choice may diminish comparability among companies,
comparability can be complemented by requiring appropriate disclosure of
accounting policies. Allowing companies to choose accounting treatment according
to their own business model will provide a clear picture of how a company views its
own business. We believe this will actually increase the usefulness of information.
(There is also the view that this does not affect comparability in the first place
because users of financial statements generally reverse goodwill impairment or

amortization to value.)

When the amortization method is chosen, it becomes necessary to consider the
longest amortization period allowable. In this age of rapidly changing economic
environment, we contend that allowing for an amortization period exceeding 20
years 1s inappropriate. Any company that contends that the effect will extend
beyond this period should opt for the impairment testing method and recognize

impairment loss (expense) when the recoverable amount has been diminished.

We understand that IFRS 3 is subject to examination in this review. From the
perspective of consistency, however, we believe it is also important to clarify the
position of investments in affiliates. Under IFRS, impairment loss on investment
in affiliates is recognized by comparing the investment itself to the recoverable
amount, and impairment loss can be reversed if the recoverable amount thereafter
recovers. However, impairment loss on the goodwill of subsidiaries cannot be

reversed.
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Consider a scheme where a company pays a premium at time of investment,
develops the acquired business through the exercise of control or material
influence, and finally exits to recover the investment. Although there is no
essential difference between subsidiaries and affiliates in this scheme, the
treatment of premium is very different between the two. This leads us to question
whether this approach provides useful information to financial statement users.
We believe that the background to the significant difference in treatment of
investments in affiliates and subsidiaries (significance of equity method for
affiliates) should be clearly explained.
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