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PLEASE NOTE:

AREAS WHERE NO COMMENTS WERE MAID ARE SUPPRESSED IN THIS VERSION!
“ Please find enclosed AXA comments on the EFRAG draft responses to IASB ED IFRS3 Q5 Q6 Q10 Q12 and IAS 27 Q1 and Q5 (see comments put in marked copy into the text).

We  agree both with EFRAG general concerns as presented in part A of the draft and with the comments on proposed amendments (parts B and C of the letter)

With regard to IAS 37 ED we would raise the risk of inconsistency with conclusions to be reached in the Insurance contracts project. That would lead to postpone proposed changes as long as the iASB has not discussed insurance liabilties recognition and measurement issues.” 
COMMENTS SHOULD BE SUBMITTED BY 21 OCTOBER 2005 to 

Commentletter@efrag.org 

Re: ED of Proposed Amendments to IFRS 3 Business Combinations, Proposed Amendments to IAS 27 Consolidated and Separate Financial Statements and IAS 37 Provisions, Contingent Liabilities and Contingent Assets and IAS 19 Employee Benefits

On behalf of the European Financial Reporting Advisory Group (EFRAG) I am writing to comment on the Exposure Draft of Proposed Amendments to IFRS 3 Business Combinations, Proposed Amendments to IAS 27 Consolidated and Separate Financial Statement, Proposed Amendments to IAS 37 Provisions, Contingent Liabilities and Contingent Assets and IAS 19 Employee Benefits (“EDs”).
ED OF PROPOSED AMENDMENTS TO IFRS 3 BUSINESS COMBINATIONS

Question 1—Objective, definition and scope

---------------------------------------------------------------------------------------------------------------------------

The Exposure Draft proposes a presumption that the best evidence of the fair value of the acquirer’s interest in the acquiree would be the fair values of all items of consideration transferred by the acquirer in exchange for that interest measured as of the acquisition date, including:

(a) contingent consideration;

(b) equity interests issued by the acquirer; and

(c) any non-controlling equity investment in the acquiree that the acquirer owned immediately before the acquisition date. (See paragraphs 20-25 and BC55-BC58.)

Question 5—Is the acquisition-date fair value of the consideration transferred in exchange for the acquirer’s interest in the acquiree the best evidence of the fair value of that interest? If not, which forms of consideration should be measured on a date other than the acquisition date, when should they be measured, and why?

EFRAG Draft Response for Discussion:

In general we agree that the acquisition date fair value of the consideration transferred in exchange for the acquirer’s interest in the acquiree is the best evidence of the fair value of that interest. However, we believe that there may be a number of exceptions to the general principle, for example situations where the acquirer pays a premium for certain reasons. 

AXA comment : in our opinion, the payment of a premium is not the evidence of an overpayment (it could be in some cases but not always); then, in some situations, it is relevant that the premium should be included in the fair value of the acquirer's interest in the acquiree in order to determine goodwill.
We therefore think it should be only a rebuttable presumption that the fair value of the consideration transferred is the best evidence of the fair value of the interest acquired.  We had thought that was the effect of the wording in paragraph 20 but, noting that the text above your question refers to a 'presumed' not a 'rebuttable presumption', we are no longer sure what is intended.  

Incidentally, we think that, as a matter of fact, the fair value of the consideration transferred in the exchange does not include the fair value of any non-controlling interest held immediately before the exchange (element (c) of the list).   

Further we see problems with the recognition and measurement of contingent issues as expressed in our responses to the proposed amendments to IAS 37.

---------------------------------------------------------------------------------------------------------------------------

The Exposure Draft proposes that after initial recognition, contingent consideration classified as:

(a) equity would not be remeasured.

(b) liabilities would be remeasured with changes in fair value recognised in profit or loss unless those liabilities are in the scope of IAS 39 Financial Instruments: Recognition and Measurement or [draft] IAS 37 Non-financial Liabilities. Those liabilities would be accounted for after the acquisition date in accordance with those IFRSs.

(See paragraphs 26 and BC64-BC89.)

Question 6—Is the accounting for contingent consideration after the acquisition date appropriate? If not, what alternative do you propose and why?

EFRAG Draft Response for Discussion:

Assumed that the proposed approach of acquisition date fair value measurement of the acquiree is the preferred method, the accounting for contingent consideration after the acquisition date is appropriate. However, as already expressed, we have difficulties with the proposed approach and prefer the current cost method of IFRS 3. Further, we believe that the proposed approach bears the risk that in practice entities may be tempted to increase the use of contingent considerations and as a consequence benefit from higher equity numbers.

AXA : Furthermore, we consider that the new definition of a contingent consideration is too narrow as it includes only additional obligations for the acquirer and not a possible reduction in the acquisition cost. In particular, securities given by the seller should be treated as contingent considerations. 

---------------------------------------------------------------------------------------------------------------------------

The Exposure Draft proposes that the costs that the acquirer incurs in connection with a business combination (also called acquisition-related costs) should be excluded from the measurement of the consideration transferred for the acquiree because those costs are not part of the fair value of the acquiree and are not assets. Such costs include finder’s fees; advisory, legal, accounting, valuation and other professional or consulting fees; the cost of issuing debt and equity instruments; and general administrative costs, including the costs of maintaining an internal acquisitions department. The acquirer would account for those costs separately from the business combination accounting. (See paragraphs 27 and BC84-BC89.)

Question 7—Do you agree that the costs that the acquirer incurs in connection with a business combination are not assets and should be excluded from the measurement of the consideration transferred for the acquiree? If not, why?

EFRAG Draft Response for Discussion:

We do not agree because (a) we believe that the proposed principle is inconsistent with the treatment of direct acquisition related cost in other existing standards where the direct cost forms part of the carrying amount of the asset acquired (AV18) and (b) we disagree that such costs are not part of the consideration transferred 

We believe that transaction cost can be a material amount and the acquirer must be sure that the fair value of the acquiree at least equals the consideration transferred including directly related costs (AV18). To some extent the acquirer is indifferent whether the payment it has made is for the acquisition itself or the acquisition-related costs —they are both part of the value that the acquirer had to give to acquire the interest in the acquiree— so it seems a bit odd that the accounting should distinguish between the two.

We agree with the Board's view (as stated in BC88) that the treatment of acquisition-related costs should be similar for acquisitions of individual assets, groups of assets and businesses (the same argument as used by the Board to support the full goodwill method).

We recognise that the fair value concept as developed by the FASB in its Fair Value Measurement project proposes that acquisition-related costs should not be considered to be part of fair value, and that all the IASB is doing is adopting the same approach.  But we believe that serves only to highlight the need for the IASB to start its own comprehensive debate on measurement before introducing changes that have not been widely debated to date outside the US.

We believe, incidentally, that the Board is wrong to argue that the costs the acquirer incurs in connection with a business combination should be excluded from the measurement of the consideration transferred because "those costs…are not assets."  Costs are never assets, but cost may be an appropriate way of measuring something that is an asset. 

---------------------------------------------------------------------------------------------------------------------------

Questions 8 and 9—Measuring and recognising the assets acquired and the liabilities assumed

The Exposure Draft proposes that an acquirer measure and recognise as of the acquisition date the fair value of the assets acquired and liabilities assumed as part of the business combination, with limited exceptions. (See paragraphs 28-41 and BC111-BC116.) That requirement would result in the following significant changes to accounting for business combinations: 

(a) Receivables (including loans) acquired in a business combination would be measured at fair value. Therefore, the acquirer would not recognise a separate valuation allowance for uncollectible amounts as of the acquisition date.

(b) An identifiable asset or liability (contingency) would be measured and recognised at fair value at the acquisition date even if the amount of the future economic benefits embodied in the asset or required to settle the liability are contingent (or conditional) on the occurrence or non-occurrence of one or more uncertain future events. After initial recognition, such an asset would be accounted for in accordance with IAS 38 Intangible Assets or IAS 39 Financial Instruments: Recognition and Measurement, as appropriate, and such a liability would be accounted for in accordance with [draft] IAS 37 or other IFRSs as appropriate.

Question 8—Do you believe that these proposed changes to the accounting for business combinations are appropriate? If not, which changes do you believe are inappropriate, why, and what alternatives do you propose?

EFRAG Draft Response for Discussion:

We generally agree with the initial recognition and measurement changes but we believe additional explanations on subsequent measurement of (contingent) intangible assets under IAS 38 would be useful.

As regards the recognition criteria for assets acquired and liabilities assumed we note that in contrast to paragraph 37 (a) to (c) of the current version of IFRS 3, the draft revised IFRS 3 in paragraphs 28 to 31 does not mention the ‘reliability of measurement recognition criterion’ anymore. In BC98 of draft revised IFRS 3 the Board explains that it decided to drop the notion because an equivalent statement is already part of the recognition criteria in the Framework (paragraph 86 – 88). Based on our understanding that the Framework can not supersede a standard and to prevent uncertainty we recommend the Board to reinstate the ‘reliability of measurement recognition criterion’ in the revised IFRS 3 or - as a minimum – include a direct reference to the Framework paragraph.  

We would like to make the small remark that we believe it would be more logical if the heading of this section (and related sections in other parts of the standard) was “Recognising and measuring the assets acquired…” instead of “Measuring and recognising the assets acquired…”.

---------------------------------------------------------------------------------------------------------------------------

The Exposure Draft proposes limited exceptions to the fair value measurement principle. Therefore, some assets acquired and liabilities assumed (for example, those related to deferred taxes, assets held for sale, or employee benefits) would continue to be measured and recognised in accordance with other IFRSs rather than at fair value. (See paragraphs 42-51 and BC117-BC150.)

Question 9—Do you believe that these exceptions to the fair value measurement principle are appropriate? Are there any exceptions you would eliminate or add? If so, which ones and why?
EFRAG Draft Response for Discussion:

We agree that the exceptions are appropriate and enable the accounting principles established for certain assets and liabilities in specific standards to be applied subsequent to the business combination. But we keep our reservations on the fair value concept as proposed by the Boards.

---------------------------------------------------------------------------------------------------------------------------

Questions 10-12—Additional guidance for applying the acquisition method to particular types of business combinations

The Exposure Draft proposes that, for the purposes of applying the acquisition method, the fair value of the consideration transferred by the acquirer would include the fair value of the acquirer’s non-controlling equity investment in the acquiree at acquisition date that the acquirer owned immediately before the acquisition date. Accordingly, in a business combination achieved in stages (step acquisition) the acquirer would remeasure its non-controlling equity investment in the acquiree at fair value as of the acquisition date and recognise any gain or loss in profit or loss. If, before the business combination, the acquirer recognised changes in the value of its non-controlling equity investment directly in equity (for example, the investment was designated as available for sale), the amount that was recognised directly in equity would be reclassified and included in the calculation of any gain or loss as of the acquisition date. (See paragraphs 55, 56 and BC151-BC153.)

Question 10—Is it appropriate for the acquirer to recognise in profit or loss any gain or loss on previously acquired non-controlling equity investments on the date it obtains control of the acquiree? If not, what alternative do you propose and why?

EFRAG Draft Response for Discussion:

We have doubts about the proposed approach and refer to our responses to the questions under IAS 27. A direct effect in equity  would be more in line with our views expressed there.

AXA : additional comment proposed :

Until equity interests are disinvested, the changes in value, including revaluation upon obtaining control, should be accounted for as gains and losses arising on available for sale assets.

If the subsidiary was previously treated as an investment in an associate or an interest in a joint venture, any pre-existing goodwill should not be revalued.

If the subsidiary was previously treated as a financial asset and accounted for according to IAS 39, a goodwill should be recognised on that initial investment only on the basis of its acquisition cost (rather than the fair value of the initial investment at the date where control is obtained).
---------------------------------------------------------------------------------------------------------------------------

The Exposure Draft proposes that in a business combination in which the consideration transferred for the acquirer’s interest in the acquiree is less than the fair value of that interest (referred to as a bargain purchase) any excess of the fair value of the acquirer’s interest in the acquiree over the fair value of the consideration transferred for that interest would reduce goodwill until the goodwill related to that business combination is reduced to zero, and any remaining excess would be recognised in profit or loss on the acquisition date.

(See paragraphs 59-61 and paragraphs BC164-BC177.) 

However, the proposed IFRS would not permit the acquirer to recognise a loss at the acquisition date if the acquirer is able to determine that a portion of the consideration transferred represents an overpayment for the acquiree. The boards acknowledge that an acquirer might overpay to acquire a business, but they concluded that it is not possible to measure such an overpayment reliably at the acquisition date. (See paragraph BC178.)

Question 11—Do you agree with the proposed accounting for business combinations in which the consideration transferred for the acquirer’s interest in the acquiree is less than the fair value of that interest? If not, what alternative do you propose and why?
EFRAG Draft Response for Discussion:

We note that the Board itself admits (in BC177) that this limitation of gain recognition is inconsistent with the general fair value attribute and could lead to transactions being misrepresented. The Board argues that this is necessary because otherwise it “could lead to other difficulties in practice”. We have two comments on this:

· We have argued, in this letter and previously, that the Board is being premature in changing the measurement basis of various assets and liabilities to fair value before undertaking a thorough and comprehensive analysis of, and debate about, all aspects of measurement.  Until that analysis and debate has taken place, we believe that accounting is being moved in a radical new direction that is not yet fully understood.  We see the day one profit issue—whether it arises in a business combination, after initial recognition of a financial instrument, on the application of general revenue recognition principles, or in accounting for insurance contracts—as a good illustration of this.  It shows that, despite the Board’s insistence that fair value is an appropriate measurement basis in most circumstances, the Board remains uncomfortable with some of the apparent implications of a fair value measurement system.

· We argue in this letter that the Board is, in proposing that the fair value of the acquiree should be recognised by the acquirer, pursuing concepts over practicality.  The Board has shown however by its proposals on this issue that it is prepared to amend its proposals to reflect practicability.  On that basis we think the Board needs to explain why it is appropriate to apply a pragmatic approach here but not when developing some of the other proposals in the EDs. 

---------------------------------------------------------------------------------------------------------------------------

Question 12—Do you believe that there are circumstances in which the amount of an overpayment could be measured reliably at the acquisition date? If so, in what circumstances?

EFRAG Draft Response for Discussion:

We do believe there are cases where an overpayment exists. For example, market leaders sometimes acquire competitors just to close them down so that the competition disappears.

AXA comment : in some cases, this example should not be considered as an overpayments. Its depends on the benefits expected from the disparition of a competitor.However, in our example it can be difficult to measure that overpayment reliably, but that is because we take the view – as expressed earlier – that it is often difficult to measure the fair value of the acquiree reliably.  

The Board has taken a different approach—that the fair value of an acquiree can be measured reliably—and in those circumstances we are not sure why the Board thinks it will not be possible to measure overpayments.

---------------------------------------------------------------------------------------------------------------------------

---------------------------------------------------------------------------------------------------------------------------

ED OF PROPOSED AMENDMENTS TO
 IAS 27 Consolidated and Separate Financial Statements

Question 1

Draft paragraph 30A proposes that changes in the parent’s ownership interest in a subsidiary after control is obtained that do not result in a loss of control should be accounted for as transactions with equity holders in their capacity as equity holders. As a result, no gain or loss on such changes would be recognised in profit or loss (see paragraph BC4 of the Basis for Conclusions). 

Do you agree? If not, why not and what alternative would you propose?

EFRAG Draft Response for Discussion:

We disagree with the proposed treatment. As the dissenting Board members express in draft revised IAS 27 AV1 – AV3, we believe that the consequences of changes in controlling interests in subsidiaries after control is established should be reported in the income statement. Our view is based on our preference for the parent entity approach, reporting performance from the perspective of a controlling interest. 

AXA comment: 

The case of an increase in ownership interest is not specifically addressed in the response. We could propose an alternative treatment considering the ED treatment gives irrelevant and unless information.

As you know, the alternative ED AV 10 proposes to recognise an additional goodwill for the excess of the consideration paid to the non-controlling interests on the share of net assets acquired. However, if the excess reflects unrealized gains recognised through equity, it is misleading: 

· the total balance sheet is overvalued, as assets are already recorded at fair value;

· unrealised gains recognised through equity that were previously allocated to non-controlling interest will be assigned to the Group (to the extent of the additional purchase). As a consequence, any recognised gains recorded in equity at the time of the additional acquisition that were previously attributed to the non-controlling interest will be "recycled"/recognised later (i.e when assets are sold) in the consolidated profit and loss for the Group share. In our opinion, this recognition of profit is not  relevant .
In conclusion, we agree to consider that the transaction should not be recognised in equity, as proposed by the ED.

However, we recommend that the alternative approach should not to recognise the entire impact in goodwill but rather to allocate the difference between the consideration paid to the non-controlling interests and the share of net assets acquired :

· at first to unrealized gains /losses recognised through equity (that were previously attributed to the non-controlling interest), in order that they may not be recycled through the Group share net income in the future, and

· then to goodwill.

---------------------------------------------------------------------------------------------------------------------------

Question 2

Paragraph 30D proposes that on loss of control of a subsidiary any non-controlling equity investment remaining in the former subsidiary should be remeasured to its fair value in the consolidated financial statements at the date control is lost. Paragraph 30C proposes that the gain or loss on such remeasurement be included in the determination of the gain or loss arising on loss of control (see paragraph BC7 of the Basis for Conclusions).


Do you agree that the remaining non-controlling equity investment should be remeasured to fair value in these circumstances? If not, why not and what alternative would you propose?


Do you agree with the proposal to include any gain or loss resulting from such remeasurement in the calculation of the gain or loss arising on loss of control? If not, why not, and what alternative would you propose?

EFRAG Draft Response for Discussion:

We disagree with the proposal that gains or losses resulting from remeasuring the remaining non-controlling equity investment to fair value shall be included in the calculation of the gain or loss arising on loss of control.

We have great difficulties accepting the proposal if the investment remains a jointly controlled entity or an associate. For example, assume that an entity that owns 100% of an entity sells 60% off and, as a consequence, loses control of it.  The entity still owns the 40% for which no transaction has taken place. According to the proposal a change of measurement basis would be required and we are unsure whether this is correct. 

---------------------------------------------------------------------------------------------------------------------------

Question 3

As explained in Question 1, the Exposure Draft proposes that changes in a parent’s ownership interest in a subsidiary that do not result in a loss of control should be treated as transactions with equity holders in their capacity as equity holders. Therefore, no gain or loss would be recognised in profit or loss.

However, a decrease in the parent’s ownership interest resulting in the loss of control of a subsidiary would result in any gain or loss being recognised in profit or loss for the period. The Board is aware that differences in accounting that depend on whether a change in control occurs could create opportunities for entities to structure transactions to achieve a particular accounting result.

To reduce this risk, the Exposure Draft proposes that if one or more of the indicators in paragraph 30F are present, it is presumed that two or more disposal transactions or arrangements that result in a loss of control should be accounted for as a single transaction or arrangement. This presumption can be overcome if the entity can demonstrate clearly that such accounting would be inappropriate (see paragraphs BC9-BC13 of the Basis for Conclusions).

Do you agree that it is appropriate to presume that multiple arrangements that result in a loss of control should be accounted for as a single arrangement when the indicators in paragraph 30F are present? Are the proposed factors suitable indicators? If not, what alternative indicators would you propose?

EFRAG Draft Response for Discussion:

Yes, we agree that the factors proposed in paragraph 30F are suitable indicators for whether a multiple arrangement that results in a loss of control should be accounted for as a single arrangement.

---------------------------------------------------------------------------------------------------------------------------

Question 4

Paragraph 35 proposes that losses applicable to the non-controlling interest in a subsidiary should be allocated to the non-controlling interest even if such losses exceed the non-controlling interest in the subsidiary’s equity. Non-controlling interests are part of the equity of the group and, therefore, participate proportionally in the risks and rewards of investment in the subsidiary. 

Do you agree with the proposed loss allocation? Do you agree that any guarantees or other support arrangements from the controlling and non-controlling interests should be accounted for separately? If not, why not, and what alternative treatment would you propose?

EFRAG Draft Response for Discussion:

Since we prefer the parent entity view, where the non-controlling interest is not part of equity, to the entity view, we disagree with the proposed loss allocation and prefer the current loss allocation method.

---------------------------------------------------------------------------------------------------------------------------

Question 5

The transitional provisions in the Exposure Draft propose that all of its requirements should apply retrospectively, except in limited circumstances in which the Board believes that retrospective application is likely to be impracticable.

Do you agree that proposed paragraphs 30A, 30C and 30D should apply on a prospective basis in the cases set out in paragraph 43B? Do you believe that retrospective application is inappropriate for any other proposals addressed by the Exposure Draft? If so, what other proposals do you believe should be applied prospectively and why?

EFRAG Draft Response for Discussion:

We generally believe in the principle of retrospective application because it ensures comparability and enhances understandability.

However, we accept that there may be circumstances in which retrospective application is not possible, because the information needed is not available, or is undesirable, because it would be necessary to apply hindsight in a way that could significantly benefit the entity. In those cases prospective application should be required on an exceptional basis. We therefore agree with the proposal.

AXA comment : we note the following inconsistency between  IFRS3 and IAS 27 proposals: 

IFRS 3 states that the full goodwill aproach should be applied prospectively. 

However IAS 27 requires a retrospective application except for § 30A, 30C and 30D that should be applied prospectively. That means that § 30B should be applied restrospectively. Extract of 30B : "the non-controlling interest in the subsidiary's net assets compises : 

a) …

b) that portion of the subsidiary's goodwill, if any, allocated to the non-controlling interest".

We report that inconsistency even if we recommend to suppress the full goodwill approach.
*** end of document ***
