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Dear Mr. Enevoldsen,
The Italian accountancy profession represented by the Consiglio Nazionale dei Dottori Commercialisti and the Consiglio Nazionale dei Ragionieri (thereinafter “we”) is pleased to submit its comments on EFRAG’s draft response to IASB Exposure Draft of Proposed Amendments to IFRS 3, IAS 27, IAS 37 and IAS 19.
We support IASB in its objective to propose a review of those Standards in order to clarify the accounting behaviour with reference to the recent substantial modifications made to IASs/IFRSs in a more practical way and in order to achieve, whereas possible, convergence in matters of business combination, consolidated financial statements and non-financial liabilities. 

We generally support EFRAG’s positions, according to which convergence with FASB has to lead to the better accounting solutions and it can be achieved with reasonable efforts. 

We generally support EFRAG’s concerns and comments on the EDs, except for the issues outlined in the enclosed our responses to IASB’s questions (see Appendix A).
Our main concerns and observations concern:

· The proposed changes to IFRS 3 result in an increased use of fair value, with pervasive changes in measurement requirements of a business combination. We note the IASB has also tentatively decided to carry out a project on Fair Value Measurement similar to the current FASB project. It seems premature to us that the EDs have been issued in advance of the extensive debate on measurement that these projects seem likely to start. We are concerned that the reliability and verifiability of information presented will be unsatisfactory. 

· It is not clear to us what benefits are gained by requiring  the acquirer to recognise the acquiree at the acquisition date fair value by adopting the full goodwill approach. The ED talks of improved relevance and reliability, but there is no convincing explanation of why financial statements prepared under the proposals are more relevant and more reliable. It is also not clear to us from the EDs why these benefits are thought to exceed the considerable costs of applying the proposals, for example related to the determination of the acquisition date fair value of the acquiree as a whole that are involved in applying the proposals.

· About proposed entity fair value approach we believe that is not appropriate for the reasons set out by the dissenting Board members in Proposed Amendments to IFRS 3 AV2 – AV7. In our view, the revised standard should continue to be based on the parent-only, cost-based approach of the current IFRS 3. Besides, we suspect that the extended use of fair value for transactions involving non-listed companies or illiquid markets could have a detrimental effect on the quality of the financial information provided.

· We believe that, if changes are to be made to existing Framework concepts, an exposure draft proposing the relevant changes to the Framework should be issued before or at the same time that the conceptual changes are reflected in Exposure Drafts of IFRSs. Instead, a number of proposals made to recognition and measurement criteria are not consistent with the existing Conceptual Framework (e.g. moving the probability criterion from recognition to measurement). On the contrary, in the paragraph BC 112 of the current IFRS 3, the Board agreed that the role of the probability criterion in the Framework should be considered more generally as part of a concepts project.

· The current impression is that accounting for business combinations is an area subject to constant changes because of the recent and developing changes and due to the work to be carried out in later stages. Amendments to IFRS 3 contains many references to future IFRS on joint ventures and combination of businesses under common control (BC42) and general treatment of acquisition of asset groups (BC41). We suggest the IASB to provide a project timetable on the matters.

· To avoid any doubt in recognising goodwill attributable to the non-controlling interests, we suggest to clearly specify that non-controlling interests have to be presented in the consolidated financial statements only.
· the need to complete the review of the IASB’s Framework in order to have more conceptual certainties regarding the definition of equity and liability before determining technical requirements. This lack is especially clear in the definition and accounting for contingent liabilities and assets, where the accounting treatment results not consistent with many aspects and concepts proposed by the qualitative characteristics; 

· the need to determine an «Application Guidance» as an integral part of the Standard, which should explain the most practical aspects; for example, in practise it will be very difficult to implement the approach based on conditional rights an obligations;

· serious doubts referred to the delete of the probability criterion. This decision would concern a more deep analysis and those wide changes should have been anticipated by a conceptual paper introducing and justifying this approach, in order to have a precedent feed-back about such a delicate modification.
We enclose, in the Appendix A, Your draft comment letter with our comments and our respone to Your questions in bold italic type.

We would be pleased to discuss any aspect of this letter you may wish to raise with us.

Yours sincerely,

	Consiglio Nazionale Dottori Commericalisti

Il Presidente

Antonio Tamborrino
	Consiglio Nazionale dei Ragionieri

Il Presidente

William Santorelli


A. Our General Concerns with the Business Combinations Project

1. Structure and Process of the Project

(1) The EDs are the output of Phase II of an apparently multi-phased long-term project on Business Combinations. However, although there are references in the EDs to some of the work that is to be carried out in later stages (for example, fresh start accounting (Amendments to IFRS 3, BC32), joint ventures and combination of businesses under common control (Amendments to IFRS 3, BC42) and general treatment of acquisition of asset groups (Amendments to IFRS 3, BC41)), the exact scope of these future phases and the time schedule for completion is not explained. We urge  the Board to explain more fully its plans and– if possible - provides a project timetable.  This would enable those trying to evaluate the proposals to put them in their proper context.  It would also help to dispel the current impression that accounting for business combinations is an area subject to constant change. 

(2) As we have said before, it is essential in these multi-phase projects that the Board ensures that decisions made in an early phase of the project are not revised in a later phase, thereby changing a standard that is already established in practice in the interim. Yet Phase II proposes to change a number of the decisions implemented via Phase I of the project, including some of the key definitions (business and business combination) and the approach to the recognition of contingent assets and liabilities. 
It can be expected that the outcome of the project on control may have considerable impact on consolidation accounting and probably on accounting for business combinations, too.

(3) We are a firm believer in the need for a single set of high quality accounting requirements that apply throughout the world and we recognise that, if real progress is to be made towards that objective, certain fundamental issues need to be addressed. Achieving convergence of consolidation methodology is one of those issues. However, the EDs introduce a number of significant changes that have important implications which in the case of proposed changes to the recognition criteria of IAS 37 go beyond accounting for business combinations. EFRAG believes those changes need in depth consideration so that their practical relevance and implications can be analysed. If this analysis is to be done well, it should not be rushed. Bearing that in mind:

· We regret that the Boards have decided to move directly to the issuance of EDs instead of issuing a discussion paper first. A discussion paper would have given constituents the opportunity of an in depth consideration of the proposed concepts at an early stage and without being put under the time pressure that an ED with a short comment period imposes. It would probably also have had the positive side-effect of giving constituents more time to get familiar with the proposals, thus resulting in less resistance and scepticism towards new concepts.

· We are disappointed by the shortness of the comment period. Although the Board has allowed a longer period for comment than it usually does (ie 120 days), that period includes July and August, the period where listed companies are concerned with preparation and publication of the 2005 half year reports under IFRS and traditionally the European summer vacation period. This means that Europe—the biggest user of IFRS at the moment—is in effect being given only about 60 to 90 days to analyse the 400 pages of proposals involving a number of fundamental changes with widespread implications that have not been the subject of a discussion paper. This means we have little time for a proper analysis of the EDs and to gather European views on the proposals. Therefore we ask the Board to extend the period for commenting on the EDs (we refer to our separate letter submitted to you during August 2005 (to follow up). 

(4) This is the first attempt by the IASB and FASB to develop a single standard that applies equally to the IASB’s constituents and to FASB’s. We support this move, but regret that the objective has not been fully achieved. The Board states in BC12 of Proposed Amendments to IFRS 3 that it can be expected that guidance in this single standard will differ only to the extent that there are differences in application resulting from differences in:

· Other accounting standards to which the draft revised IFRS 3 and proposed SFAS 141 (R) refer;

· Disclosure practices between the IASB and the FASB; and

· Transition provisions for changes to past accounting practices that previously differed under IFRSs and US GAAP.

However, although (as explained in paragraph N1 of Differences between the Exposure Drafts published by the IASB and FASB) the boards reached the same conclusions on the fundamental issues, they reached different conclusions on ‘a few limited matters’. Apparently those remaining differences are to a great extent additional guidance needed because surrounding literature of the IASB and FASB is still dissimilar. That means that at least some of the differences were capable of being eliminated but the boards either chose not to eliminate them or could not agree on how to eliminate them. This is disappointing. Full convergence – and thereby an increase of the quality of financial statements - would have brought significant benefits; indeed, we would probably have agreed, had there been full convergence, with the Board’s view that the costs to apply the draft revised IFRS 3 are justified in relation to the benefits of convergence (Amendments to IFRS 3 IN10). However, the benefits to be derived from partial convergence are considerably less.

We also disagree that with the Board’s view that all this will lead to increased comparability and transparency of financial statements.

(5) We have a major concern with the fact that the Board proposes changes to concepts that are contained in the Framework without either first discussing those potential changes in the context of the Framework itself or actually proposing to change the Framework.

· EFRAG notes that a number of proposals made to recognition and measurement criteria are not consistent with the existing Conceptual Framework (e.g. moving the probability criterion from recognition to measurement).  This concerns us because we believe that, if changes are to be made to existing basic concepts, they should first be discussed in the context of the Framework itself. The IASB itself seemed to have accepted this previously - we refer to paragraph BC112 of the current IFRS 3, where the Board agreed that the role of the probability criterion in the Framework should be considered more generally as part of a concepts project - and it is not clear what has changed since to justify a change in approach. 

· We also believe that, if changes are to be made to existing concepts, an exposure draft proposing the relevant changes to the Framework should be issued before or at the same time that the conceptual changes are reflected in Exposure Drafts of IFRSs. This is important because we think it essential that the Framework is kept up-to-date at all times. That is because it is part of the hierarchy in IAS 8. In jurisdictions where it is not part of a hierarchy and is intended solely as a tool for the standard setter (as is the case in the UK), it is acceptable to view the Framework as a 'living' thing that is written down occasionally, but when preparers are required in certain circumstances to take the Framework into account that approach is inappropriate.

· The reason why we believe that major changes in concepts should be discussed in the Framework project first is because we believe that the Framework constitutes a reference point for accounting change - a link between existing and new standards - and should therefore provide a justification for everything the IASB develops in the name of good accounting. For that reason we see a departure from the Framework as a “breach of law” that undermines the whole process.

EFRAG QUESTION 1

(a) Do you agree that that fundamental changes to concepts should first be discussed in the context of the  Framework  as a whole before introduced in new IFRSs? 

(b) Should changes to the Framework be proposed before or at the same time (in parallel) as they are proposed in  Exposure Drafts of IFRSs, or is it acceptable for them to be proposed later?  

CNDC and CNR  Answer n. 1

(a) We believe that fundamental changes to concepts should first be discussed in the context of the  Framework  as a whole before introduced in new IFRSs. We have a major concern with the fact that the Board proposes changes to concepts  that are contained in the Framework without either first discussing those potential changes in the context of the Framework itself or actually proposing to change the Framework.

(b) We believe that, if changes are to be made to existing concepts, an exposure draft proposing the relevant changes to the Framework should be issued before or at the same time that the conceptual changes are reflected in Exposure Drafts of IFRSs.

2. Use of Fair Value

(6) EFRAG notes that the proposed changes, mainly to IFRS 3 and IAS 37, result in an increased use of fair value. This requires in many circumstances a high degree of judgement and the use of input measures where there is a lack of market information. This is particularly the case for transactions involving non-listed entities or illiquid markets. It is also worth noting that, although it is proposed that unconditional (rights and) obligations should be measured at a legal lay off amount, the IASB and FASB only a few months ago decided not to adopt that approach in the revenue recognition project because of practicality issues
. Taking complexity and difficulties of implementation properly into account, EFRAG is concerned for two main reasons.

a) A fundamental, global debate on measurement has not yet taken place and, until that debate has taken place and conclusions have been reached, we think it is premature to make any fundamental changes to the measurement requirements of existing standards. In our view, it is often not possible to reach conclusions about the relevance and reliability of measuring a particular accounting item without considering the implications for the financial statements and for financial reporting as a whole, and that can be done only by carrying out a comprehensive project on measurement. In this context we note that the IASB intends to issue a Canadian Discussion Paper on Measurement Objectives shortly and has also tentatively decided to carry out a project on Fair Value Measurement similar to the current FASB project. It seems odd to us that the EDs have been issued in advance of the extensive debate on measurement that these projects seem likely to start.

b) It is not clear to us from the EDs what benefits are gained by requiring  the acquirer to recognise the acquiree at fair value  or by adopting a full goodwill approach – the EDs talk of improved relevance and reliability, but there is no explanation of why financial statements prepared under the proposals are more relevant and more reliable. It is also not clear to us from the EDs why these benefits are thought to exceed the considerable costs of applying the proposals, for example related to the determination of the acquisition date fair value of the acquiree as a whole that are involved in applying the proposals.

With regard to the full goodwill method we believe the way to measure the benefit derived from an accounting change is to consider the extent to which it results in information which is better at meeting user needs. However, we cannot see how the full goodwill method produces information that is more useful than the current requirements of IFRS 3. We understand the Board believes that the main benefits from applying the full goodwill method are (i) getting closer to a fair value measurement of goodwill, even though goodwill will remain merely the difference  between the fair value of the acquiree as a whole and the fair value of identifiable net assets, and the acquired business as a whole and (ii) as a consequence achieving consistency between the treatment of goodwill and the treatment of other assets and liabilities acquired in a business combination (regarding the remaining inconsistency between the treatment of acquisition of all asset groups and assets that constitute a business we refer to our Question 5).

We are however not convinced that, from a user’s perspective those ‘benefits’ are significant. On the other hand, we think the costs involved will be significant because of the additional difficulties that will now arise in determining the carrying value of the acquiree. It can be expected that the most difficult cases will be acquisitions of less than 100% where it is required to determine fair value of a hypothetical transaction starting from an agreed purchase price linked to the stake acquired. We believe that the task of determining the fair value of a business as a whole is very judgmental and in many cases based on subjective measurement input. In this context the EDs do not provide robust guidance on how to measure and allocate goodwill to non-controlling interests. We are concerned that the reliability and verifiability of information presented will be unsatisfactory. 
c) We believe that the current drafts create further inconsistencies in financial statements because of greater differences in accounting for assets acquired separately in comparison to business combinations. The distinction line between the acquisition of asset groups and businesses is very thin.

EFRAG QUESTION 2

Do you see sufficient benefits of the proposed approach compared to costs incurred? If yes, what do you perceive those benefits to be?

CNDC and CNR Answer n. 2

We believe that there are no sufficient benefits of the proposed approach compared to costs incurred. It is not clear from the EDs what benefits are gained by requiring  the acquirer to recognise the acquiree at fair value  or by adopting a full goodwill approach and there is no explanation in the EDs of why financial statements prepared under the proposals are more relevant and more reliable.

For example, we cannot see how the full “goodwill method” produces information that is more useful than the current requirements of IFRS 3 and so we are not convinced that, from a user’s perspective, the ‘benefits’ are significant. On the other hand, we think the costs involved will be significant because of the additional difficulties that will now arise in determining the carrying value of the acquiree.

In any case, we are concerned that the reliability and verifiability of information presented could be unsatisfactory.

3. Reasons for issuing the EDs, objectives, benefits and costs 

(7) The Board argues that the two main reasons for issuing the EDs are that (i) by extending the scope of IFRS 3 and by applying a single method of accounting to all business combinations the comparability and transparency of the financial statements is increased and (ii) by requiring the fair value measurement of the acquiree as a whole and of the assets and liabilities acquired, the relevance and reliability of the financial information provided is improved (IFRS 3 IN6-7). 

We support the objective of increasing and improving the relevance, reliability, comparability and transparency of financial information, but:

· We are not convinced that applying one single method of accounting to all business combinations will necessarily enhance the relevance and reliability of the financial statements. The Board appears to agree, because in the Basis for Conclusions of the Amendments to IFRS 3 it states that a method of accounting other than acquisition accounting (e.g. fresh start accounting) may be more representationally faithful for business combinations in which neither combining entity obtains control of the other.

· We have doubts as to whether in practice the proposals in the EDs overall will achieve that objective. In particular we suspect that the extended use of fair value for transactions involving non-listed companies or illiquid markets could have a detrimental effect on the quality of the financial information provided. We also believe that a piece by piece introduction of a fair value concept results in a lack of relevance.

· We are not convinced that the proposal will increase (international) consistency because in too many cases the estimates will be too subjective to be truly comparable. We therefore disagree with the Board’s view expressed in IN12 that ‘...such consistency also will enhance comparability of information amongst entities, which can lead to a better understanding of the resulting financial information and reduce the costs to users of analysing that information.’

EFRAG QUESTION 3

(a) Do you agree with the reasons for issuing the EDs as expressed by the Board and do you believe the overall objectives of the EDs will be achieved?

(b) Do you agree with the Board’s analysis of benefits and costs of the EDs?

CNDC and CNR Answer n. 3

We agree with the reasons for issuing the EDs as expressed by the Board so we support the objective of increasing and improving the relevance, reliability, comparability and transparency of financial information (IFRS 3 IN6-7). 
However, we have doubts as to whether in practice the proposals in the EDs overall will achieve that objective. In particular we suspect that the extended use of fair value for transactions involving non-listed companies or illiquid markets could have a detrimental effect on the quality of the financial information provided. We are not convinced that the proposal will increase (international) consistency because in too many cases the estimates will be too subjective to be truly comparable.
B. Proposed Amendments to IFRS 3

1. Scope - Definition of a Business Combination

(8) We have reservations regarding the adoption of a single method of accounting for business combinations, particularly for combinations involving mutual entities and by contract alone. We explain these concerns in more detail under the specific question in Appendix 1. 

(9) In our comment in the preceding paragraph, we have assumed that all business combinations, including true mergers, are to be accounted for in accordance with the revised IFRS 3. This seems to be confirmed by BC32 of the Amendments to IFRS 3, which states that all business combinations included in the scope of IFRS 3 are within the scope of the draft revised IFRS 3.  However,  we see an inconsistency between this and  the proposed new definition of a business combination (“acquirer obtains control”). In our view, in a true merger there is no acquirer. Although a true merger would meet the current definition of a business combination under IFRS 3 (“bringing together”), it would appear not to meet the proposed new definition. Therefore we agree with the view of the dissenting members as stated in AV14 and disagree with the revision of the definition as proposed.

EFRAG QUESTION 4

(a) Do you believe that the scope of the ED of proposed amendments to IFRS 3 is sufficiently clear and consistent with the definition of a business combination?

(b) Do you agree that requiring one accounting method – the acquisition method - for all business combinations will result in a faithful representation of economic reality in all combinations?

CNDC and CNR Answer n. 4

a) We believe that the scope of the ED of proposed amendments to IFRS 3 is sufficiently clear and consistent with the definition of a business combination.

We note the change to the definition of a business combination, that in the current version is defined as “the bringing together of separate entities or businesses into one reporting entity”, while in the proposed amended version a business combination is “a transaction or other event in which an acquirer obtains control of one or more businesses”.

We believe that the change doesn’t produce any substantial effect on considering all business combinations subject to the acquisition method, because paragraph 16 prescribes that in any case an acquirer shall be identified and BC32 of the Amendments to IFRS 3, states that all business combinations included in the scope of IFRS 3 are within the scope of the draft revised IFRS 3. So that the true mergers could seem only theoretically excluded by the proposed new definition of a business combination.

b) We agree that requiring one accounting method – the acquisition method - for all business combinations within the scope of the ED will result in a faithful representation of economic reality in all combinations. 

Anyway, we don’t exclude, according to the Iasb,  that other accounting methods could be adopted in the future for business combinations in which separate entities or businesses are brought together to form a joint venture and for business combinations involving entities under common control. 

2. Definition of a Business

(10) The definition of a Business is proposed to be changed compared to the current version of IFRS 3 (see paragraph 3(d) of the ED of proposed amendments to IFRS 3 and in particular A2 – A7 of Appendix A). The main motivation seems to have been to achieve convergence with the FASB. We understand that the proposed definition is broader than the current definition because it is based on the notion of “…integrated set of activities and assets that is capable of being conducted…” meaning that the set of activities does not necessarily need to be conducted and managed. We agree with the proposed definition.

(11) However, we want to point out that there are fundamental differences between the accounting treatment of acquisitions of groups of assets that are businesses and the treatment of acquisitions of groups of assets that are not businesses, even though the distinction between the two types of transactions is often a fine one. The Board decided not to extend the scope to acquisitions of all asset groups because it would require further research and deliberations delaying the implementation of the proposals (BC41). We urge the IASB to give a high priority to eliminating this inconsistency.

EFRAG QUESTION 5

Is the conceptual inconsistency referred to in the previous paragraph such a practical problem that you believe the scope should be extended to acquisitions of all asset groups before the proposals of the EDs become mandatory?

CNDC and CNR  Answer n. 5

We believe that either the scope should be extended or a separate ED should issued on the acquisitions of asset groups before the proposals of the EDs become mandatory.

We agree with Efrag’s concerns related to possible use in practice in order to classify as business a simple group of assets. This is because the application guidance on this matter could be interpreted in a very subjective way. In fact, there are fundamental differences between the accounting treatment of acquisitions of groups of assets that are businesses and the treatment of acquisitions of groups of assets that are not businesses, even though the distinction between the two types of transactions is often formal. 
3. Transitional Provisions
(12) We generally believe in the principle of retrospective application mainly because it avoids the mix of accounting methods for comparable transactions, carrying forward former accounting methods for previous transactions and applying new accounting methods to new transactions, thereby reducing comparability and understandability of the information provided. However, there may be circumstances where either fair value information of the past may not be available or new standards can be applied with hindsight to the benefit of the entity. In those cases we agree that prospective application should be required on an exceptional basis. 

Although we prefer retrospective application in principle we agree with the transitional provisions as proposed.

EFRAG QUESTION 6

Do you agree that the main provision of the EDs should be applied prospectively and not retrospectively?

CNDC and CNR Answer n. 6

Although we generally prefer the principle of retrospective application, we agree that the main provision of the EDs should be applied prospectively and not retrospectively.

B. Proposed Amendments to IAS 27

(13) The changes proposed to IAS 27 deal mainly with:

· the accounting to be adopted by an entity with a controlling interest when it changes its ownership interest but does not, as a result, lose its controlling interest;

· how to determine and report the gain or loss to be recognised when a controlling entity loses control of a subsidiary or when a entity with a non-controlling interest in an entity gains control of that entity;

· the accounting treatment of non-controlling interests of the reporting entity and non-controlling interests in subsidiaries of the reporting entity.

(14) The proposals build on a change, implemented via the Improvements Project, to the presentation of the minority interests (now known as the non-controlling interests) that required non-controlling interests to be shown as part of the ownership interest in the consolidated group and, as such, treated as a separate component of equity. In particular, the ED proposes the adoption of the economic entity view of consolidated accounts, rather than the currently used parent entity perspective.  Under the economic entity view, all equity interests are treated as homogenous and transactions between owners that do not involve the reporting entity losing a controlling interest are regarded as transfers between the total equity interest. Therefore no gains or losses are recognised on such transactions. In contrast under the parent entity perspective such transactions are regarded as transactions of the reporting entity, so gains or losses on the transactions are recognised in profit or loss.
(15) The Board considers the change to the economic entity view appropriate because it seen to be consistent with its previous decision that non-controlling interests are a (separate) component of equity (Amendments to IAS 27 BC5) and because it is based on the Board’s view that that non-controlling interests do not meet the definition of a liability in the Framework.

(16) We are not convinced that the entity view is superior to the current “parent-only” approach (for our main reasons see draft revised IFRS 3 AV6 to AV13). We agree in principle with the views of the dissenting members as expressed in draft revised IAS 27 AV1 to AV3.

EFRAG QUESTION 7

Do you agree with the change from a parent entity perspective to an economic entity view for consolidated accounts and do you believe that the entity view results in better information provided on a consolidated level?

CNDC and CNR  answer

We have doubt about the IASB’s proposed change from a parent entity perspective to an economic entity view for consolidated accounts. Whether some entitie’s accounting solutions are acceptable, we believe that the parent view results in better information provided on a consolidated level.
C. Proposed Amendments to IAS 37

(17) The ED of Proposed Amendments to IAS 37 makes several proposals that are likely to have far-reaching implications. Perhaps the most significant of those relate to the probability recognition criterion and the measurement of liabilities.

1. Probability recognition criterion

(18) The ED proposes that probability, which is currently taken into account in the recognition criteria, should henceforth be dealt with via measurement instead. Although this change is being introduced as part of the Business Combinations project, it will have an impact beyond acquisitions. One implication that should not be overlooked is that - although the population of liabilities that entities will have to consider recognising will remain the same in substance – whereas under the current standard many items would be quickly dismissed because they a outflow of benefits is not probable, under the draft revised standard there will be a substantial increase in the number of items meeting the recognition criteria.
(19) Although we see merits in the proposed approach based on unconditional and conditional rights and obligations, we fear that in practice it will be extremely difficult to implement. We are not aware that the Board has made field visits or tests to explore the practical consequences of the proposal before issuing the ED.


The main reason is that we have doubts that the proposal is sufficiently clear about what the triggering event for the unconditional obligation (or right) is resulting in the recognition of a liability (asset).
(20) We emphasise that the role of probability is a key issue in improving and converging international accounting standards – also in the area of financial liabilities – and timing and co-ordination of this issue within several projects currently active on the Board’s agenda is of high importance.

2. Measurement

(21) The ED also proposes that all liabilities that are not financial liabilities should be measured at the amount that an entity would rationally pay to settle the present obligation or to transfer it to a third party on the balance sheet date.  Such a proposal has important implications for the measurement of performance obligations for example, and thus impacts on Phase II of the insurance project, revenue recognition and a range of other long-term, highly complex, difficult projects. In these areas of accounting, exceptions are currently made to the principles mentioned in the first sentence of this paragraph. However, rather than explore those exceptions to understand why they have been considered necessary, the Board is simply proposing to reinforce the basic principle. For that reason, we believe it is premature to bring forward such proposals until the Board supported by a special advisory group, has carried out an in-depth analysis of the subject.  

(22) We observe that one implication of the measurement proposal is that an expected cash flow approach can be used as the basis for measuring both a class of similar non-financial obligations and a single non-financial obligation. Thus, in line with the (re-)measurement rationale for certain balance sheet items at fair value - a court action in which an entity is making a claim of €10m against the reporting entity that is considered to have only a 10% chance of success would be recognised at approximately €1m even though the only possibilities are that nothing will be paid out or €10m will be paid out. As our example demonstrates it is worth considering what the implications are with such a system.
(23) Another implication seems to be that, when an entity receives payment for performance in advance of that performance taking place, the entity would recognise a liability for the amount it would rationally pay to legally lay-off the performance obligation.  This was for some time also the proposal in the revenue recognition joint project that the IASB and FASB are carrying out.  However, recently both Boards have concluded that there are serious practical difficulties in applying such an approach. It seems odd that an approach that has so recently been put aside in this way should be used as the underlying principle in this radical revision of IAS 37.
(24) It is also worth noting that the proposal does not result in full converged standards (because the draft revised IAS 37 requires a regular adjustment of discount rates whereas the equivalent US standards such as SFAS 143 does not).  Bearing in mind the emphasis that both Boards are now putting on convergence, this is disappointing.

EFRAG QUESTION 8

(a) Do you believe the move of the probability recognition criterion to measurement is a conceptual change and is not in conformity with the Framework?

(b) Do you believe that the new analysis provides adequate guidance on when an unconditional obligation should be recognised (obligating event) and, in particular, what level of uncertainty would preclude recognition?

(c) Do you agree with the proposals to the measurement of non-financial liabilities?

CNDC and CNR answer n. 8
(a) We do not really understand the need to delete the concept of «contingent liability». The probability criterion is a good method to define when and how to carry out a liability linked to “probable future events”. The criterion adopted by this ED embodies the probability that a specific event happens in the liability. We believe that this is not relevant because it does not represent the value of the liability itself. The adopted criterion is not compliant with the qualitative characteristics of the IASB’s Framework, especially with the liability concept (paragraphs 31-38). 
(b) We believe that additional guidance is appropriate and useful. This guidance could represent part of the Application guidance or of the Illustrative examples.

 (c) We agree only partially with the IASB’s requirements on the non-financial liabilities measurement.
We agree in general terms to measure the entities obligations to their current value, defined in this circumstance as «the amount that an entity would rationally pay to settle the present obligation or to transfer it to a third party on the balance sheet date».

We do not agree with the approach to determine two different criteria in the measurement of a single non-financial liability and a class of non-financial liabilities. This implies the definition and the application of a not consistent measurement approach. If, for example, an entity would have only two non-financial liabilities at the balance sheet date, it should adopt the expected cash flow basis approach. If another entity had only one of these obligations,  this would be carried out in the same circumstances at a different value.

As EFRAG observes, this approach could create many practical difficulties. The Basis for Conclusions do not offer good reasons to justify this decision.

ED OF PROPOSED AMENDMENTS TO IFRS 3 BUSINESS COMBINATIONS

Question 1—Objective, definition and scope

The proposed objective of the Exposure Draft is:

…that all business combinations be accounted for by applying the acquisition method. A business combination is a transaction or other event in which an acquirer obtains control of one or more businesses (the acquiree). In accordance with the acquisition method, the acquirer measures and recognises the acquiree, as a whole, and the assets acquired and liabilities assumed at their fair values as of the acquisition date. 

The objective provides the basic elements of the acquisition method of accounting for a business combination (formerly called the purchase method) by describing:

(a) what is to be measured and recognised. An acquiring entity would measure and recognise the acquired business at its fair value, regardless of the percentage of the equity interests of the acquiree it holds at the acquisition date. That objective also provides the foundation for determining whether specific assets acquired or liabilities assumed are part of an acquiree and would be accounted for as part of the business combination.

(b) when to measure and recognise the acquiree. Recognition and measurement of a business combination would be as of the acquisition date, which is the date the acquirer obtains control of the acquiree.

(c) the measurement attribute as fair value, rather than as cost accumulation and allocation. The acquiree and the assets acquired and liabilities assumed would be measured at fair value as of the acquisition date, with limited exceptions. Consequently, the consideration transferred in exchange for the acquiree, including contingent consideration, would also be measured at fair value as of the acquisition date. 

The objective and definition of a business combination would apply to all business combinations in the scope of the proposed IFRS, including business combinations:

(a) involving only mutual entities

(b) achieved by contract alone

(c) achieved in stages (commonly called step acquisitions)

(d) in which the acquirer holds less than 100 per cent of the equity interests in the acquiree at the acquisition date.

(See paragraphs 52-58 and paragraphs BC42-BC46 of the Basis for Conclusions.)

Question 1—Are the objective and the definition of a business combination appropriate for accounting for all business combinations? If not, for which business combinations are they not appropriate, why would you make an exception, and what alternative do you suggest?

EFRAG Draft Response for Discussion:

We have several difficulties with the proposed objective:

· As we explained when we commented on the ED 3 Business Combinations and the ED of proposed amendments to the scope of IFRS 3 we believe that in practice there are true mergers - particularly in the area of combinations involving two or more mutual entities or combinations achieved by contract alone - and we believe that, in those cases, the application of the acquisition method, involving the identification of the acquirer in all cases, will not reflect economic reality. 


For that reason, we believe it is important that an alternative accounting method for such combinations – such as fresh start accounting, to which the Board is committed (although it is not yet part of the active projects) - is investigated as soon as possible and added to the Boards’ agendas.


Further we note that the change to the definition of a business combination has introduced some uncertainty as to whether true mergers are now deemed to be business combinations. We think the intention of the scope paragraph is that all business combinations (including true mergers) shall be subject to the acquisition method. However, our understanding is that true mergers will not involve an acquirer controlling another entity and, as such, will not fall within the proposed new definition of a business combination. That means they will not technically be within the scope of the revised IFRS 3. We believe that, if the Board’s intention is that mergers should be scoped in, a revision of the wording is necessary. That apart, we have no difficulty with the revised definition of a 'business combination'. 

· As explained more fully below, we are not yet convinced that under the acquisition method the acquirer should measure and recognise the acquiree, as a whole, at its fair value at the acquisition date.

· Similarly, we are not yet convinced that under the acquisition method the acquirer should measure and recognise the  non-controlling interests' share of goodwill.

CNDC and CNR  answer

We don’t agree with Efrag’s draft answer on the definition of business combination for the following reasons.

We note the change to the definition of a business combination, that in the current version is defined as “the bringing together of separate entities or businesses into one reporting entity”, while in the proposed amended version a business combination is “a transaction or other event in which an acquirer obtains control of one or more businesses”.

We believe that the change doesn’t produce any substantial effect on considering all business combinations subject to the acquisition method, because paragraph 16 prescribes that in any case an acquirer shall be identified and BC32 of the Amendments to IFRS 3, states that all business combinations included in the scope of IFRS 3 are within the scope of the draft revised IFRS 3.

So that the true mergers could seem only theoretically excluded by the proposed new definition of a business combination.

We agree with Efrag’s concern on the use of entity fair value approach.

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

Question 2—Definition of a business

The Exposure Draft proposes to define a business as follows: A business is an integrated set of activities and assets that is capable of being conducted and managed for the purpose of providing either:

(1) a return to investors, or

(2) dividends, lower costs, or other economic benefits directly and proportionately to owners, members, or participants. [paragraph 3(d)]

Paragraphs A2-A7 of Appendix A provide additional guidance for applying this definition. The proposed IFRS would amend the definition of a business in IFRS 3. (See paragraphs BC34-BC41.)
Question 2—Are the definition of a business and the additional guidance appropriate and sufficient for determining whether the assets acquired and the liabilities assumed constitute a business? If not, how would you propose to modify or clarify the definition or additional guidance?

EFRAG Draft Response for Discussion:

We acknowledge that the proposed definition of a business is important because all assets acquired or liabilities assumed would be accounted for differently with substantial consequences (e.g. acquisition-related cost, goodwill). We understand that the proposed definition has been changed for convergence reasons and is broader than the current definition because it is based on the notion of “…integrated set of activities and assets that is capable of being conducted….”. The set of activities does not need to be conducted and managed for the purpose of etc; being capable of that is sufficient. We believe that the broadening of the definition is acceptable. However, we also agree with the Board in BC41 that, conceptually, acquisitions of groups of assets and acquisition of businesses should be accounted for in the same way, especially as the distinction between them can be a matter more of form than substance. We therefore urge the Board to address this inconsistency as a matter of priority. 

(We refer to the EFRAG QUESTION 5 in the cover letter)
We are not sure why “providing dividends” has been distinguished from “providing a return to investors” (Amendments to IFRS 3 paragraph 3(d)). Additional explanations in the Basis for Conclusions would be helpful to ensure that the subtlety that the IASB is trying to achieve here is reflected in the standard's implementation.

CNDC and CNR  answer

We agree with Efrag’s response, but we suggest to repeat the content of the point (11) of the Efrag’s Cover Letter in the specific answer to question 2, in order to better explain the Efrag’s position.

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

Questions 3-7—Measuring the fair value of the acquiree

The Exposure Draft proposes that in a business combination that is an exchange of equal values, the acquirer should measure and recognise 100 per cent of the fair value of the acquiree as of the acquisition date. This applies even in business combinations in which the acquirer holds less than 100 per cent of the equity interests in the acquiree at that date. In those business combinations, the acquirer would measure and recognise the non-controlling interest as the sum of the non-controlling interest’s proportional interest in the acquisition-date values of the identifiable assets acquired and liabilities assumed plus the goodwill attributable to the non-controlling interest. (See paragraphs 19, 58 and BC52-BC54.)

Question 3—In a business combination in which the acquirer holds less than 100 per cent of the equity interests of the acquiree at the acquisition date, is it appropriate to recognise 100 per cent of the acquisition-date fair value of the acquiree, including 100 per cent of the values of identifiable assets acquired, liabilities assumed and goodwill, which would include the goodwill attributable to the non-controlling interest? If not, what alternative do you propose and why?

EFRAG Draft Response for Discussion:

We believe that the proposed approach is not appropriate for the reasons set out by the dissenting Board members in Proposed Amendments to IFRS 3 AV2 – AV7. In our view, the revised standard should continue to be based on the parent-only, cost-based approach of the current IFRS 3. 

We recognise that the Board could argue that the generally accepted principle underlying consolidation is that the whole of all the assets and liabilities acquired in an acquisition should be consolidated and that, by proposing that 'full goodwill' should be recognised, the Board is merely applying that generally accepted principle.  We also recognise that the Board could argue that applying the generally accepted principle that the assets and liabilities acquired in a business combination should be recognised by the acquirer at fair value means that it is necessary to estimate the fair value of full goodwill; and measuring goodwill as the difference between the fair value of the acquiree as a whole and the aggregate of the fair value of the other assets and liabilities acquired is an attempt to estimate the fair value of full goodwill. However, goodwill is not like any other asset.  Users of financial statements do not generally think it has the same level of information content as the asset numbers, and accounting treatments that produce very useful information when applied to other assets do not necessarily generate as much benefit when applied to goodwill.  For that reason we believe it is particularly important in this case to consider the costs and benefits of what is being proposed, and we are not convinced that the Board has identified benefits arising from the proposals that outweigh the cost involved. The benefits mentioned by the Board are the alignment of initial and subsequent fair value measurement and getting closer to a fair value attribute of goodwill in order to present the value of a total business instead of a share acquired, but we doubt that users will see those as benefits that outweigh the increased ‘softness’ of the goodwill and equity numbers caused by the proposals. 

Furthermore, as we have mentioned in our covering letter, in our view it is premature to propose a further move in the direction of fair value before having a comprehensive debate on the fair value measurement concept.

It may be argued that our concerns really relate only to acquisitions other than 100% acquisitions and that the proposals result only in minor changes to the current requirements in the case of a 100% acquisition. However, we disagree because we expect the proposals to create the following differences, which we regard as more than minor:
· Treatment of contingent considerations

· Treatment of acquisition cost

· Potential difference between the acquisition date fair value of the acquiree and the agreed purchase price

CNDC and CNR answer

We agree with the Efrag’s draft response.

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

The Exposure Draft proposes that a business combination is usually an arm’s length transaction in which knowledgeable, unrelated willing parties are presumed to exchange equal values. In such transactions, the fair value of the consideration transferred by the acquirer on the acquisition date is the best evidence of the fair value of the acquirer’s interest in the acquiree, in the absence of evidence to the contrary. Accordingly, in most business combinations, the fair value of the consideration transferred by the acquirer would be used as the basis for measuring the acquisition-date fair value of the acquirer’s interest in the acquiree. However, in some business combinations, either no consideration is transferred on the acquisition date or the evidence indicates that the consideration transferred is not the best basis for measuring the acquisition-date fair value of the acquirer’s interest in the acquiree. In those business combinations, the acquirer would measure the acquisition-date fair value of its interest in the acquiree and the acquisition-date fair value of the acquiree using other valuation techniques. (See paragraphs 19, 20 and A8-A26, Appendix E and paragraphs BC52-BC89.)

Question 4—Do paragraphs A8-A26 in conjunction with Appendix E provide sufficient guidance for measuring the fair value of an acquiree? If not, what additional guidance is needed?

EFRAG Draft Response for Discussion:

We believe that the EDs do not provide sufficient guidance on how to gross up fair value of the interest acquired to the fair value of the acquiree as a whole.

We also believe that, in practice, measuring the fair value of an acquiree is not always easily derived from quoted market prices; instead in many cases the calculation is dependent on a number of entity inputs. This will have a direct impact on the reliability of the calculation.

We refer to Example 3 in A15, which demonstrates some of the difficulties. The example gives the impression that what the other bidders were prepared to pay for the interest in the acquiree is of no relevance in determining the fair value of the acquiree as a whole.  We would have thought that information may well be relevant.  Therefore, either we have misunderstood what the IASB is trying to achieve, or the example has overlooked some important factors; either way, the exercise acquirers are being asked to do is not as straightforward as it may at first seem.      
We refer the Board to the to the definition of fair value (Amendments to IFRS 3 paragraph 3 (i)) and the footnote on page 25, which states that ”the definition of fair value is based on the definition in the FASB’s Proposed Statement Fair Value Measurements. The FASB plans to issue a final Statement on fair value measurements in the fourth quarter of 2005. The definition of fair value may change in that final Statement.” So, not only do the proposals require entities to apply a measurement basis that can involve significant subjectivity and judgement, at least in cases of less developed and liquid markets, but they also propose adopting a fair value concept that is not finalised and may be subject to further change in the near future. We understand that the intention is to amend the proposal to reflect any amendments made by FASB in finalising its own thinking on the fair value concept.  We are very troubled by this because, in our view, the IASB should not be seeking comments on a fair value concept that is subject to further change unless it is also proposing to consult on those changes; otherwise there would be a lack of due process. We therefore recommend the Board conducts an appropriate analysis of the approach taken by FASB before accepting it without consultation. 

CNDC and CNR  answer

We agree with Efrag’s draft response, but we believe that it should indicate more precisely why the ED does not provide sufficient guidances.

In particular, we believe that paragraphs A8-A26 and the Appendix E don’t allow to solve the following issues in applying fair value measurement of business combinations:

· quotation periods to be considered in applying market approach using quoted prices (the only reference is to a “period that is usual and customary …”);

· when the quoted prices in an active market can be not reliable and other valuation techniques have to be used;

· why quoted prices have to be always preferred to income valuation techniques.

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

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. 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.

CNDC and CNR  answer

We believe, according to Iasb, 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. 

Applying this approach to step acquisitions, so that the acquirer shall remeasure its non-controlling equity investment in the acquiree, acquired before the acquisition date, at fair value as of the acquisition date and recognise any gain or loss in profit or loss, is probably consistent with the new entity approach (substituting the parent company approach).

In any case, as stated in the answer to question 3, we prefer the parent entity, cost based approach, for which is more consistent the evaluation rules of current IFRS 3.

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

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.

CNDC and CNR answer

We substantially agree with Efrag’s response. In any case, we do not believe the risk addressed by Efrag is real.

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

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. 

CNDC and CNR  answer

Even if the Iasb’s proposed approach may be considered consistent with the new entity, fair value approach, anyway we do not agree because we prefer the current IFRS 3 approach.

Besides, it should be considered that sometimes a part of the acquisition costs could be assumed by the acquiree and so consequently changed the exchange price. In this case the fair value of the acquiree, if it is based on the consideration transferred, could in practice depend on some contract clauses. Some risks of bad practices could arise. Probably, rules summarised in question 14 mitigate this risk.
---------------------------------------------------------------------------------------------------------------------------

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…”.

CNDC and CNR  answer

We agree with Efrag’s response.

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

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.

CNDC and CNR  answer

We agree with Efrag’s response.

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

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.

CNDC and CNR  answer

We believe that the IASB’s approach, that require to remeasure the non-controlling equity investments at fair value as of the acquisition date, recognising any gain or loss in profit and loss, is consistent with the entity approach based on full goodwill method. A direct effect recognised to equity is consistent with this approach along the period the control exists.

In any case, we stress our general preference for the parent company approach (see before), and so we disagree with Iasb’s position.
---------------------------------------------------------------------------------------------------------------------------

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. 

CNDC and CNR  answer

We agree with Egrag’s response.

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

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.

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.
CNDC and CNR  answer

We substantially agree with draft Efrag’s response.

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

Question 13—Measurement period

The Exposure Draft proposes that an acquirer should recognise adjustments made during the measurement period to the provisional values of the assets acquired and liabilities assumed as if the accounting for the business combination had been completed at the acquisition date. Thus, comparative information for prior periods presented in financial statements would be adjusted, including any change in depreciation, amortisation or other profit or loss effect recognised as a result of completing the initial accounting. (See paragraphs 62-68 and BC161-BC163.)

Question 13—Do you agree that comparative information for prior periods presented in financial statements should be adjusted for the effects of measurement period adjustments? If not, what alternative do you propose and why?

EFRAG Draft Response for Discussion:

We agree that comparative information should be adjusted for effects of measurement period adjustments and welcome the proposal, which we regard as a real improvement.

CNDC and CNR  answer

We substantially agree with draft Efrag’s response.

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

Question 14—Assessing what is part of the exchange for the acquiree

The Exposure Draft proposes that an acquirer assess whether any portion of the transaction price (payments or other arrangements) and any assets acquired or liabilities assumed or incurred are not part of the exchange for the acquiree. Only the consideration transferred by the acquirer and the assets acquired or liabilities assumed or incurred that are part of the exchange for the acquiree would be included in the business combination accounting. (See paragraphs 69, 70, A87-A109 and BC154-BC160.)

Question 14—Do you believe that the guidance provided is sufficient for making the assessment of whether any portion of the transaction price or any assets acquired and liabilities assumed or incurred are not part of the exchange for the acquiree? If not, what other guidance is needed?

EFRAG Draft Response for Discussion:

The guidance provided is quite detailed and lengthy and it gives the impression that it is drafted mainly to prevent abuse. We think the reality is that preparers will need to use judgement to make the assessment referred to in the question. It is our conviction that a clear principle better achieves the objective than detailed guidance.

We note that it is necessary to distinguish between things that are part of the exchange for the acquiree and things that are not only because currently there are different accounting consequences for assets acquired in a business combination or on a stand alone basis. We would rather prefer to eliminate such differences in the near future in one way or the other and reduce the guidance necessary in this particular area.

CNDC and CNR  answer

We agree with Efrag’s response. We believe that the guidance provided is quite sufficient and detailed.

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

Question 15—Disclosures

The Exposure Draft proposes broad disclosure objectives that are intended to ensure that users of financial statements are provided with adequate information to enable them to evaluate the nature and financial effects of business combinations. Those objectives are supplemented by specific minimum disclosure requirements. In most instances, the objectives would be met by the minimum disclosure requirements that follow each of the broad objectives.
However, in some circumstances, an acquirer might be required to disclose additional information necessary to meet the disclosure objectives. (See paragraphs 71-81 and BC200-BC203.)

Question 15—Do you agree with the disclosure objectives and the minimum disclosure requirements? If not, how would you propose amending the objectives or what disclosure requirements would you propose adding or deleting, and why?

EFRAG Draft Response for Discussion:

We generally agree with the disclosure objectives but we believe that the minimum requirements are too extensive and may not meet the cost benefit criterion.

CNDC and CNR  answer

We agree with Efrag’s response. 

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

Questions 16-18—The IASB’s and the FASB’s convergence decisions

The Exposure Draft is the result of the boards’ projects to improve the accounting for business combinations. The first phase of those projects led to the issue of IFRS 3 and FASB Statement No. 141. In 2002, the FASB and the IASB agreed to reconsider jointly their guidance for applying the purchase method of accounting, which the Exposure Draft calls the acquisition method, for business combinations. An objective of the joint effort is to develop a common and comprehensive standard for the accounting for business combinations that could be used for both domestic and cross-border financial reporting. Although the boards reached the same conclusions on the fundamental issues addressed in the Exposure Draft, they reached different conclusions on a few limited matters. Therefore, the IASB’s version and the FASB’s version of the Exposure Draft provide different guidance on those limited matters. A comparison, by paragraph, of the different guidance provided by each board accompanies the draft IFRS. Most of the differences arise because each board decided to provide business combinations guidance that is consistent with its other standards. Even though those differences are candidates for future convergence projects, the boards do not plan to eliminate those differences before final standards on business combinations are issued. 

The joint Exposure Draft proposes to resolve a difference between IFRS 3 and SFAS 141 relating to the criteria for recognising an intangible asset separately from goodwill. Both boards concluded that an intangible asset must be identifiable (arising from contractual-legal rights or separable) to be recognised separately from goodwill. In its deliberations that led to SFAS 141, the FASB concluded that, when acquired in a business combination, all intangible assets (except for an assembled workforce) that are identifiable can be measured with sufficient reliability to warrant recognition separately from goodwill. In addition to the identifiability criterion, IFRS 3 and IAS 38 required that an intangible asset acquired in a business combination be reliably measurable to be recognised separately from goodwill. Paragraphs 35-41 of IAS 38 provide guidance for determining whether an intangible asset acquired in a business combination is reliably measurable. IAS 38 presumes that the fair value of an intangible asset with a finite useful life can be measured reliably. Therefore, a difference between IFRS 3 and SFAS 141 would arise only if the intangible asset has an indefinite life.

The IASB decided to converge with the FASB in the Exposure Draft by: 

(a) eliminating the requirement that an intangible asset be reliably measurable to be recognised separately from goodwill; and

(b) precluding the recognition of an assembled workforce acquired in a business combination as an intangible asset separately from goodwill. (See paragraphs 40 and BC100-BC102.)

Question 16—Do you believe that an intangible asset that is identifiable can always be measured with sufficient reliability to be recognised separately from goodwill? If not, why? Do you have any examples of an intangible asset that arises from legal or contractual rights and has both of the following characteristics:

(a) the intangible asset cannot be sold, transferred, licensed, rented, or exchanged individually or in combination with a related contract, asset, or liability; and

(b) cash flows that the intangible asset generates are inextricably linked with the cash flows that the business generates as a whole?

EFRAG Draft Response for Discussion:

No, we do not believe that an intangible asset that is identifiable can always be measured with sufficient reliability to be recognised separately from goodwill. We believe there are intangible assets, e.g. brands, patents or licences for one product, which cannot be sold, transferred, licensed, rented, or exchanged individually and do not generate separate cash flows. We can think of a licence to operate that cannot be sold without the consent of a regulator and would be revoked in the case of a change of control of the current holder.

In addition, we believe that active markets in many cases do not exist and we refer to paragraph 78 of IAS 38, where the Board admits that it is unusual that active markets exist for intangible assets (which we believe is the same case for intangible assets acquired in a business combination). Therefore it is extremely difficult to determine the fair value without making use of valuation techniques. We are not convinced – for several reasons already explained - that the use of valuation techniques results in reliable information. Even if there are market transaction, the price paid for one asset may not provide sufficient evidence for the fair value of another asset.

CNDC and CNR  answer

We substantially agree with Efrag’s response, but we believe that it is unlikely in practice to individuate such items not reliably measurable separately from goodwill in a business combination transaction. 

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

For the joint Exposure Draft, the boards considered the provisions of IAS 12 Income Taxes and FASB Statement No. 109 Accounting for Income Taxes, relating to an acquirer’s deferred tax benefits that become recognisable because of a business combination. IAS 12 requires the acquirer to recognise separately from the business combination accounting any changes in its deferred tax assets that become recognisable because of the business combination. Such changes are recognised in post-combination profit or loss, or equity. On the other hand, SFAS 109 requires any recognition of an acquirer’s deferred tax benefits (through the reduction of the acquirer’s valuation allowance) that results from a business combination to be accounted for as part of the business combination, generally as a reduction of goodwill. The FASB decided to amend SFAS 109 to require the recognition of any changes in the acquirer’s deferred tax benefits (through a change in the acquirer’s previously recognised valuation allowance) as a transaction separately from the business combination. As amended, SFAS 109 would require such changes in deferred tax benefits to be recognised either in income from continuing operations in the period of the combination or directly to contributed capital, depending on the circumstances. Both boards decided to require disclosure of the amount of such acquisition-date changes in the acquirer’s deferred tax benefits in the notes to the financial statements. (See paragraphs D4 and BC119-BC129.)
Question 17—Do you agree that any changes in an acquirer’s deferred tax benefits that become recognisable because of the business combination are not part of the fair value of the acquiree and should be accounted for separately from the business combination? If not, why?

EFRAG Draft Response for Discussion:

We agree that any changes in an acquirer’s deferred tax benefits that become recognisable because of the business combination should be accounted for separately from the business combination.

CNDC and CNR  answer

We agree with Efrag’s response. 

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

The boards reconsidered disclosure requirements in IFRS 3 and SFAS 141 for the purposes of convergence. For some of the disclosures, the boards decided to converge. However, divergence continues to exist for some disclosures as described in the accompanying note Differences between the Exposure Drafts published by the IASB and the FASB. The boards concluded that some of this divergence stems from differences that are broader than the Business Combinations project.

Question 18—Do you believe it is appropriate for the IASB and the FASB to retain those disclosure differences? If not, which of the differences should be eliminated, if any, and how should this be achieved?

EFRAG Draft Response for Discussion:

We regret that, although the objective was to achieve  full convergence between the IASB and FASB standards, some divergence still remains, particularly as only some of the divergence stems from differences that are broader than the current project. This means that there will need to be a subsequent ‘full convergence’ project and, potentially, further changes to IFRS.  We would prefer convergence of standards in all respects rather than a step by step approach, because the latter creates uncertainties and makes it difficult, almost impossible, for users to compare financial information between companies and over years.

CNDC and CNR  answer

We substantially agree with Efrag’s response.

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

Question 19—Style of the Exposure Draft

The Exposure Draft was prepared in a style similar to the style used by the IASB in its standards in which paragraphs in bold type state the main principles. All paragraphs have equal authority.

Question 19—Do you find the bold type-plain type style of the Exposure Draft helpful? If not, why? Are there any paragraphs you believe should be in bold type, but are in plain type, or vice versa?

EFRAG Draft Response for Discussion:

We principally agree with the bold type – plain type distinction and find it helpful. We have not (yet) identified any paragraphs which should be changed from one typeface to another.

CNDC and CNR  answer

We agree with Efrag’s response.

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

Other comments

Determining the acquisition date

(1) Paragraph 18 seems to open the possibility that the acquisition date can precede the closing date of the business combination. We recommend the Board to clarify the wording of the paragraph in order to prohibit any abuse by artificially structuring a combination by backdating for accounting purposes. In this context for example the decision making process of anti-trust agencies has to be taken into account, which can take several years in some cases. 

CNDC and CNR answer

We agree with Efrag’s position. 

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

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. 

CNDC and CNR answer 

Whether we prefer the parent company approach, the proposed treatment could be acceptable.
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. 
CNDC and CNR  answer 

We disagree with the proposal. Particularly we have difficulties accepting the proposal if the investment remains an associate or a jointly controlled entity.
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.

CNDC and CNR answer 

Yes we agree. We believe that the proposed factors are suitable indicators.

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.
CNDC and CNR answer

We disagree with the proposed loss allocation. We prefer the current method that allocates any losses attributable to the non-controlling interest against the majority interest. 

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.
CNDC and CNR Answer 

We agree with the proposal. When retrospective application is impracticable, prospective application should be preferred.

ED OF PROPOSED AMENDMENTS TO

IAS 37 Provisions, Contingent Liabilities and Contingent Assets and

ED OF PROPOSED AMENDMENTS TO

IAS 37 Provisions, Contingent Liabilities and Contingent Assets and

Question 1 – Scope of IAS 37 and terminology

The Exposure Draft proposes to clarify that IAS 37, except in specified cases, should be applied in accounting for all non-financial liabilities that are not within the scope of other Standards (see paragraph 2). To emphasise this point, the Exposure Draft does not use ‘provision’ as a defined term to describe liabilities within its scope. Instead, it uses the term ‘non-financial liability’ (see paragraph 10). However, the Exposure Draft explains that an entity may describe some classes of non-financial liabilities as provisions in their financial statements (see paragraph 9).

(a) Do you agree that IAS 37 should be applied in accounting for all non-financial liabilities that are not within the scope of other Standards? If not, for which type of liabilities do you regard its requirements as inappropriate and why?

(b) Do you agree with not using ‘provision’ as a defined term? If not, why not?
EFRAG Draft Response for Discussion:

(a) We have previously pointed out in other contexts that some types of liability appeared not to fall within the scope of any IFRS.  For that reason, in principle we support the introduction of an appropriate default standard for non-financial liabilities. 

It is however important with a default standard that its implications for all the liabilities that will fall within its scope are carefully considered. It would, for example, have been useful had the Board identified the liabilities it thought would be affected by this widening in the scope of IAS 37 and explained why the revised standard was appropriate for them. We have not had much time ourselves to consider this issue, although we think one important example might be up-front payments; as we have already mentioned we have doubts about applying a legal lay-off approach to such liabilities. We recommend that the Board identify other liabilities which either may have been unintentionally captured by the new IAS 37 or may require an alternative accounting treatment to that set out in the proposals. 

(b) We agree with the Board's decision not to use ‘provision’ as a defined term.  We also note that it remains possible for entities to describe some classes of non-financial liabilities as provisions in their financial statements and we believe this should be made even clearer in the text of the final standard.
CNDC and CNR Response 

(a) We support in general terms the IAS 37 approach, because there are some liabilities not specifically covered by any IAS/IFRS. The present widening scope of IAS 37 represents a way to solve this issue and it avoids that any «non-financial liabilities» have not accounting treatment.

Notwithstanding, we think it would be more useful not to propose any examples of non-financial liabilities into the core standard (as reported in paragraph 4). As it usually happens in other Standards, those examples should be included in a specific Application Guidance or in the Illustrative Examples of the Standard. This would clarify that this list is not exhaustive and that these examples have a technical purpose.

Otherwise, if there is the opinion that this list in paragraph 4 should be maintained, it would be advisable  that the list includes also the references to the paragraph of the Standard and not just to the Standard. 

(b) In coherence with response (a), we support that provision is not the object of new IAS 37. Provision would be a subgroup of non financial liabilities. In this context it could be useful to have a specific definition especially because other Standard recognise specific provisions. 

Question 2 – Contingent liabilities

The Exposure Draft proposes to eliminate the term ‘contingent liability’. The Basis for Conclusions on the proposals in the Exposure Draft explains that liabilities arise only from unconditional (or non-contingent) obligations (see paragraph BC11). Hence, it highlights that something that is a liability (an unconditional obligation) cannot be contingent or conditional, and that an obligation that is contingent or conditional on the occurrence or non-occurrence of a future event does not by itself give rise to a liability (see paragraph BC30). The Basis for Conclusions also explains that many items previously described as contingent liabilities satisfy the definition of a liability in the Framework. This is because the contingency does not relate to whether an unconditional obligation exists. Rather it relates to one or more uncertain future events that affect the amount that will be required to settle the unconditional obligation (see paragraph BC23).

The Basis for Conclusions highlights that many items previously described as contingent liabilities can be analysed into two obligations: an unconditional obligation and a conditional obligation. The unconditional obligation establishes the liability and the conditional obligation affects the amount that will be required to settle the liability (see paragraph BC24).

The Exposure Draft proposes that when the amount that will be required to settle a liability (unconditional obligation) is contingent (or conditional) on the occurrence or non-occurrence of one or more uncertain future events, the liability is recognised independently of the probability that the uncertain future event(s) will occur (or fail to occur). Uncertainty about the future event(s) is reflected in the measurement of the liability recognised (see paragraph 23).

(a) Do you agree with eliminating the term ‘contingent liability’? If not, why not?

(b) Do you agree that when the amount that will be required to settle a liability (unconditional obligation) is contingent on the occurrence or non-occurrence of one or more uncertain future events, the liability should be recognised independently of the probability that the uncertain future event(s) will occur (or fail to occur)? If not, why not?
EFRAG Draft Response for Discussion:

(a) Credits that are recognised in the balance sheet (except for equity) are liabilities.  Therefore, either a contingent liability is a particular type of liability, or it is something that would have been a liability had something been slightly different.  We realise that the term is currently used in both ways, which is confusing  Therefore, we principally agree with eliminating the term ‘contingent liability’ because we believe it will add to the clarity.

(b) We can see some merits in the concept of unconditional and conditional rights and obligations at least from a theoretical point of view. As mentioned we are, however, concerned about the serious practical implications. The main weakness of the proposal in our view is the remaining uncertainty about what is the obligating event. We refer to the Illustrative Examples section of the proposed ED and in particular to Example 1 Disputed lawsuit and Example 2: Potential lawsuit: 

a) considering example 1 the text states that the past event is the start of legal proceedings since until then the entity was not aware that it had sold harmful food. However, in reality, even after the start of legal proceedings the entity does not actually know whether it has sold harmful food.

b) considering example 1 the text says that the past event for the unconditional obligation is the start of legal proceedings, because up to this point the entity was not aware that it can be found guilty. In contrast, example 2 suggests that there is a stand ready obligation when the entity knows that it has done something wrong that will result in a litigation. We could think of a slightly different - but still realistic - example 2, where the hospital didn’t think it had made a mistake but suspected nevertheless that the patient’s family would litigate. We fear the provided guidance is not sufficient to determine the obligating event then. 

We agree with the dissenting Board member that in the absence of a clear definition of the conditions for recognising when an unconditional (stand ready) obligation exists, the practical implications of the new approach are very unclear (AV5). In order to ensure that the proposal is workable the Board has to develop an unambiguous and clear principle. 

We remind the Board that the question of the obligating event is mentioned as one of the cross-cutting issues in the conceptual framework project.
CNDC and CNR Response

We do not really understand the need to delete the concept of «contingent liability». The probability criterion is a good method to define when and how to carry out a liability linked to “probable future events”. The criterion adopted by this ED embodies the probability that a specific event happens in the liability. We believe that this is not relevant because it does not represent the value of the liability itself. The adopted criterion is not compliant with the qualitative characteristics of the IASB’s Framework, especially with the liability concept (paragraphs 31-38). 

Question 3 – Contingent assets

The Exposure Draft proposes to eliminate the term ‘contingent asset’. As with contingent liabilities, the Basis for Conclusions explains that assets arise only from unconditional (or non-contingent) rights (see paragraph BC11). Hence, an asset (an unconditional right) cannot be contingent or conditional, and a right that is contingent or conditional on the occurrence or non-occurrence of a future event does not by itself give rise to an asset (see paragraph BC17).

The Basis for Conclusions also explains that many items previously described as contingent assets satisfy the definition of an asset in the Framework. This is because the contingency does not relate to whether an unconditional right exists. Rather, it relates to one or more uncertain future events that affect the amount of the future economic benefits embodied in the asset (see paragraph BC17).

The Exposure Draft proposes that items previously described as contingent assets that satisfy the definition of an asset should be within the scope of IAS 38 Intangible Assets rather than IAS 37 (except for rights to reimbursement, which remain within the scope of IAS 37). This is because such items are non-monetary assets without physical substance and, subject to meeting the identifiability criterion in IAS 38, are intangible assets (see paragraph A22 in the Appendix). The Exposure Draft does not propose any amendments to the recognition requirements of IAS 38.

(a) Do you agree with eliminating the term ‘contingent asset’? If not, why not?

(b) Do you agree that items previously described as contingent assets that satisfy the definition of an asset should be within the scope of IAS 38? If not, why not?
EFRAG Draft Response for Discussion:

(a) We agree with eliminating the term ‘contingent asset’ for the reasons explained under our response to Question 2.

(b) We agree that contingent assets that meet the definition of an asset should be within the scope of IAS 38, hence draft revised IAS 37 exclusively deals with the (non-financial) liability side.

CNDC and CNR  Response 

As expressed in the response to the Question 2, we believe not appropriate to delete the probability criterion and therefore the concept of contingent asset.

We disagree with the basis for conclusions adopted to justify the carrying out of contingent assets. As far as the reimbursement’s example (see BC 12) is concerned, entities should recognise each rights arising from insurance contracts. This would imply the existence of assets connected to unconditional rights whose occurrence could be only extremely rare. This could to an «unfaithful representation» of the entities’ total assets for the user of financial statements.

Question 4 – Constructive obligations

The Exposure Draft proposes amending the definition of a constructive obligation to emphasise that an entity has a constructive obligation only if its actions result in other parties having a valid expectation on which they can reasonably rely that the entity will perform (see paragraph 10). The Exposure Draft also provides additional guidance for determining whether an entity has incurred a constructive obligation (see paragraph 15).

(a) Do you agree with the proposed amendment to the definition of a constructive obligation? If not, why not? How would you define one and why?

(b) Is the additional guidance for determining whether an entity has incurred a constructive obligation appropriate and helpful? If not, why not? Is it sufficient? If not, what other guidance should be provided?

EFRAG Draft Response for Discussion:

(a) It seems clear from the Basis for Conclusions paragraphs BC57 and BC60 that the Board’s intention was to create a higher threshold for the recognition of constructive obligations. However, it is not clear from the wording‘…they can reasonably rely on…’ that that has been achieved. Since it would be inappropriate just to rely on the Basis of Conclusions we suggest the Board provides additional explanation and clarification of the proposed concept and removes uncertainty as to whether the objective to increase the threshold has been achieved..

(b) Yes, subject to our comment under (a) we regard the additional guidance as appropriate and helpful.

CNDC and CNR Response 

(a) We agree with the amendments to the definition of constructive obligation. We agree with EFRAG that the Board’s intention to create higher threshold could be explained in a better way.

(b) We believe that additional guidance is appropriate and useful. This guidance could represent part of the Application guidance or of the Illustrative examples.

Question 5 – Probability recognition criterion

The Exposure Draft proposes omitting the probability recognition criterion (currently in paragraph 14(b)) from the Standard because, in all cases, an unconditional obligation satisfies the criterion. Therefore, items that satisfy the definition of a liability are recognised unless they cannot be measured reliably. 

The Basis for Conclusions emphasises that the probability recognition criterion is used in the Framework to determine whether it is probable that settlement of an item that has previously been determined to be a liability will require an outflow of economic benefits from the entity. In other words, the Framework requires an entity to determine whether a liability exists before considering whether that liability should be recognised. The Basis notes that in many cases, although there may be uncertainty about the amount and timing of the resources that will be required to settle a liability, there is little or no uncertainty that settlement will require some outflow of resources. An example is an entity that has an obligation to decommission plant or to restore previously contaminated land. The Basis also outlines the Board’s conclusion that in cases previously described as contingent liabilities in which the entity has an unconditional obligation and a conditional obligation, the probability recognition criterion should be applied to the unconditional obligation (ie the liability) rather than the conditional obligation.

So, for example, in the case of a product warranty, the question is not whether it is probable that the entity will be required to repair or replace the product. Rather, the question is whether the entity’s unconditional obligation to provide warranty coverage for the duration of the warranty (ie to stand ready to honour warranty claims) will probably result in an outflow of economic benefits (see paragraphs BC37-BC41).

The Basis for Conclusions highlights that the Framework articulates the probability recognition criterion in terms of an outflow of economic benefits, not just direct cash flows. This includes the provision of services. An entity’s unconditional obligation to stand ready to honour a conditional obligation if an uncertain future event occurs (or fails to occur) is a type of service obligation. Therefore, any liability that incorporates an unconditional obligation satisfies the probability recognition criterion. For example, the issuer of a product warranty has a certain (not just probable) outflow of economic benefits because it is  providing a service for the duration of the contract, ie it is standing ready to honour warranty claims (see paragraphs BC42-BC47).

Do you agree with the analysis of the probability recognition criterion and, therefore, with the reasons for omitting it from the Standard? If not, how would you apply the probability recognition criterion to examples such as product warranties, written options and other unconditional obligations that incorporate conditional obligations?

EFRAG Draft Response for Discussion:

Although the current fair value element of IAS 37 is admittedly not in full conformity with the Framework, we think that the current IAS 37 approach has more or less proven to be practicable. Therefore we wonder why the fundamental change of concept is needed.

We believe that moving the probability from recognition criteria to measurement is not in line with existing Framework.  If changes to existing concepts are being considered, we think they should first be discussed in the context of a debate on the Framework. In this context we draw your attention to paragraph BC112 of current IFRS 3, where the Board committed itself to deal with the revision of the probability criterion in the context of a project on the conceptual framework.

Furthermore, if the Board is to propose that a conceptual change is to be reflected in an IFRS, we believe it essential that, at the same time or earlier, it should propose a change to the Framework itself.
As explained in our introductory comments we are concerned that the population of liabilities that have to be considered for recognition, measurement and disclosure will increase. We fear that in the end useful information as currently provided in the notes will in the future be substituted by unreliable and vague fair value information in the balance sheet.

From a practical standpoint we prefer the current approach of IAS 37 and note that the existing US literature seems much more understandable than the draft revised IAS 37, which is extremely hard  to read.
CNDC and CNR Response

We do not believe that the probability recognition criterion should be deleted. If there is uncertainty about the amount and the timing of the resources that will be required, carrying out a relating liability would mean go against the reliability characteristics and the accrual basis of accounting as well. The preparer could have too much subjectivity judgement to determine the amount carried out in the financial statements and this decision could imply to modify the judgment on the financial performance. 

Question 6 – Measurement

The Exposure Draft proposes that an entity should measure a non-financial liability at the amount that it would rationally pay to settle the present obligation or to transfer it to a third party on the balance sheet date (see paragraph 29). 

The Exposure Draft explains that an expected cash flow approach is an appropriate basis for measuring a non-financial liability for both a class of similar obligations and a single obligation. It highlights that measuring a single obligation at the most likely outcome would not necessarily be consistent with the Standard’s measurement objective (see paragraph 31).

Do you agree with the proposed amendments to the measurement requirements? If not, why not? What measurement would you propose and why?

EFRAG Draft Response for Discussion:

As explained in our introductory comments we see major practical difficulties with the recognition and also with the measurement requirements. For example:

· The current IAS 37 is based on the principle that a single obligation may be measured by the most likely outcome, which is a practical measurement approach.  This already causes difficulty because it can be impossible to get reliable information about which outcome is the most likely outcome. Under the proposals, reliable probability and expected cash flow information will be needed and that is likely to be even more difficult to obtain.

· The Board has already decided in the context of its revenue recognition project that there are major practicality difficulties with the legal lay-off approach to liabilities. Those difficulties will not arise just when revenue recognition issues are involved.

Because of these concerns, we have looked to the Basis for Conclusions for persuasive reasons – in addition to remove inconsistencies between the measurement of single and portfolio obligations - why the approach is being proposed.  Such reasoning is however lacking. We would have expected that the Board as a first step  further explores why exceptions to the basic measurement principles seem to be necessary (e.g. insurance liabilities or performance obligations in the context of revenue recognition) before simply proposing to reinforce the basic principle.

In our view, the proposals should be postponed until the conceptual questions have been thoroughly studied.
CNDC and CNR Response

We agree only partially with the IASB’s requirements on the non-financial liabilities measurement.

We agree in general terms to measure the entities obligations to their current value, defined in this circumstance as «the amount that an entity would rationally pay to settle the present obligation or to transfer it to a third party on the balance sheet date».

We do not agree with the approach to determine two different criteria in the measurement of a single non-financial liability and a class of non-financial liabilities. This implies the definition and the application of a not consistent measurement approach. If, for example, an entity would have only two non-financial liabilities at the balance sheet date, it should adopt the expected cash flow basis approach. If another entity had only one of these obligations,  this would be carried out in the same circumstances at a different value.

As EFRAG observes, this approach could create many practical difficulties. The Basis for Conclusions do not offer good reasons to justify this decision.

Question 7 – Reimbursements

The Exposure Draft proposes that when an entity has a right to reimbursement for some or all of the economic benefits that will be required to settle a non-financial liability, it recognises the reimbursement right as an asset if the reimbursement right can be measured reliably (see paragraph 46).

Do you agree with the proposed amendment to the recognition requirements for reimbursements? If not, why not? What recognition requirements would you propose and why?

EFRAG Draft Response for Discussion:

Yes, we agree with the proposed amendments for reimbursements.

CNDC and CNR  Response

We agree with the proposal to carry out a right to reimbursement for some or all of the economic benefits that will be required to settle a non-financial liability.

We agree that a reimbursement is not carried out setting off the relating liability and that its amount can not exceed the amount of this liability.

As the current IAS 37 states, we would prefer - in coherence with the prudence principle and with the response to the Question 3 - that a reimbursement is recognised only if it is virtually certain.
Question 8 – Onerous contracts

The Exposure Draft proposes that if a contract will become onerous as a result of an entity’s own action, the liability should not be recognised until the entity takes that action. Hence, in the case of a property held under an operating lease that becomes onerous as a result of the entity’s actions (for example, as a result of a restructuring) the liability is recognised when the entity ceases to use the property (see paragraphs 55 and 57). In addition, the Exposure Draft proposes that, if the onerous contract is an operating lease, the unavoidable cost of the contract is the remaining lease commitment reduced by the estimated sublease rentals that the entity could reasonably obtain, regardless of whether the entity intends to enter into a sublease (see paragraph 58).

(a) Do you agree with the proposed amendment that a liability for a contract that becomes onerous as a result of the entity’s own actions should be recognised only when the entity has taken that action? If not, when should it be recognised and why?

(b) Do you agree with the additional guidance for clarifying the measurement of a liability for an onerous operating lease? If not, why not? How would you measure the liability?

(c) If you do not agree, would you be prepared to accept the amendments to achieve convergence?

EFRAG Draft Response for Discussion:

(a) We are uncertain of the full implications of the amendments, particularly the phrase ‘…as a result of the entity’s own actions…’. If it is the case that under the proposal an entity having entered a rental contract that becomes onerous because market prices have decreased would have to recognise a liability, we have to disagree, even if this is already the requirement under the current IAS 37. We recommend the Board clarify the intention of the proposal.
(b) Yes, subject to our response under (a).

(c) N/A.

CNDC and CNR  Response

(a) We agree that a liability for a contract that becomes onerous as a result of the entity’s own actions is recognised only when the entity has taken that action.

IASB should clarify that in the concept of «entity’s own actions» are to be included external events related to precedent contractual terms, agreements or actions linked to past operations.
(b) Yes, subject to our response under (a).

(c) N/A.

Question 9 – Restructuring provisions

The Exposure Draft proposes that non-financial liabilities for costs associated with a restructuring should be recognised on the same basis as if they arose independently of a restructuring, namely when the entity has a liability for those costs (see paragraphs 61 and 62).

The Exposure Draft proposes guidance (or provides cross-references to other Standards) for applying this principle to two types of costs that are often associated with a restructuring: termination benefits and contract termination costs (see paragraphs 63 and 64).

(a) Do you agree that a liability for each cost associated with a restructuring should be recognised when the entity has a liability for that cost, in contrast to the current approach of recognising at a specified point a single liability for all of the costs associated with the restructuring? If not, why not?

(b) Is the guidance for applying the Standard’s principles to costs associated with a restructuring appropriate? If not, why not? Is it sufficient? If not, what other guidance should be added?

EFRAG Draft Response for Discussion:

(a) Yes, we agree.

(b) Yes, we believe the guidance is appropriate.
CNDC and CNR Response

(a) We agree that restructuring costs are carried about when the definition of liability has been satisfied. The IAS 37 is a principle based accounting standard as the other IAS/IFRS. We think that the Board could have only referred to other applicable Standards, modifying, whereas appropriate, their content.

(b) We believe that IAS 37 could refer to other IAS/IFRS, which could be meaningful to the accounting for restructuring operations, such as: IAS 16, IAS 38, IAS 40.

ED OF PROPOSED AMENDMENTS TO

IAS 19 Employee Benefits

Question 1 – Definition of termination benefits

The Exposure Draft proposes amending the definition of termination benefits to clarify that benefits that are offered in exchange for an employee’s decision to accept voluntary termination of employment are termination benefits only if they are offered for a short period (see paragraph 7). Other employee benefits that are offered to encourage employees to leave service before normal retirement date are post-employment benefits (see paragraph 135).

Do you agree with this amendment? If not, how would you characterise such benefits, and why?

EFRAG Draft Response for Discussion:

We agree with the amendment. We realise that the proposed amendment is purely based on a timing element, which can be a decisive factor in some cases. The difference in accounting for termination benefits and post-employment benefits is significant. Nevertheless, we want to emphasise that timing is only one input factor and overall the substance of the arrangement offered should be considered rather than the form.
CNDC and CNR Response 

The timing element introduced by IASB to qualify the benefits offered in exchange for an employee’s decision to accept voluntary termination of employment as termination benefit is, at the moment, an effective but not very clear criterion. According to the Exposure Draft, the same benefits, which are not offered for a short period are qualified as post-employment benefits (see paragraph 135). This different classification could imply very different accounting data and, therefore, should be subject to a consistent technical classification.

The reason which justifies this amendment is that the benefits are payable in exchange for the employees’ service; this explanation is not completely satisfying. If the offer is maintained for a long period, this is not in itself a sufficient condition to change the qualification of the benefits, because the event that gives rise to an obligation for termination benefits is the termination of employment rather that the employee service.

The timing element could be a good criterion to justify the different classification between termination benefits and post employment benefits but it should be supported in a better way. IASB could emphasize the purpose of the underlying corporate decision to cease a specific employee or employees contract in advance, because of individual decisions or restructuring operations.

Question 2 – Recognition of termination benefits

The Exposure Draft proposes that voluntary termination benefits should be recognised when employees accept the entity’s offer of those benefits (see paragraph 137). It also proposes that involuntary termination benefits, with the exception of those provided in exchange for employees’ future services, should be recognised when the entity has communicated its plan of termination to the affected employees and the plan meets specified criteria (see paragraph 138).

Is recognition of a liability for voluntary and involuntary termination benefits at these points appropriate? If not, when should they be recognised and why?

EFRAG Draft Response for Discussion:

Yes, we agree.

CNDC and CNR Response 

We agree with the amendment of the IASB regarding the recognition of termination benefits, even if we underline the observation made in the response n. 1.

Question 3 – Recognition of involuntary termination benefits that relate to future service

The Exposure Draft proposes that if involuntary termination benefits are provided in exchange for employees’ future services, the liability for those benefits should be recognised over the period of the future service (see paragraph 139).

The Exposure Draft proposes three criteria for determining whether involuntary termination benefits are provided in exchange for future services (see paragraph 140).

Do you agree with the criteria for determining whether involuntary termination benefits are provided in exchange for future services? If not, why not and what criteria would you propose? In these cases, is recognition of a liability over the future service period appropriate? If not, when should it be recognised and why?
EFRAG Draft Response for Discussion:

Yes, we agree.

CNDC and CNR Response 
We agree with the amendments proposed by the IASB even if we underline that the proposed recognition of involuntary termination benefits is consistent with IAS 19 only if these benefits are provided in exchange for employee’s future service.
*** end of document ***
� See IASB update June 2005, page 3: „The Board reiterated its view that the legal lay-off amount was the most relevant measure of a performance obligation. However, it acknowledged concerns about the practical problems and measurement uncertainties that might arise in applying this approach. 
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