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Dear Sirs

Discussion paper: Accounting for Business Combinations under Common Control
(‘BCUCC?)

We appreciate the opportunity to comment on the European Financial Reporting Advisory
Group’s (EFRAG) Discussion Paper on Accounting for Business Combinations Under Common
Control. The views expressed in this letter are those of KPMG Europe LLP, which comprises
the KPMG member firms of Germany, the United Kingdom, Switzerland, Belgium (excluding
the Belgian audit practice), Spain, the CIS, Turkey, the Netherlands, Luxembourg, Norway,
Saudi Arabia, and Jordan..

We strongly support EFRAG’s work to inform and stimulate international debate in this area.
We believe that, in the [FRS environment as it has stood for some many years, such transactions
occupy far too a significant an amount of professional debate and time. We therefore believe
that the benefits of an IFRS on BCUCC would significantly outweigh the costs. We should
welcome the TASB’s undertaking a project on this subject and on the related matter of
transactions involving newly incorporated companies (so called “newcos”).

Whilst the EFRAG paper provides a detailed discussion of BCUCC and the divergent views that
might exist in practice, there are a number of important issues that it does not consider. For
example, it does not address the scope of BCUCC transactions; separate financial statements are
scoped out; there is no discussion of newco formations (which do not involve businesses
combinations but which involve similar problems to such transactions); there is no
consideration of the entries that may arise in respect of the investment in the transferor on the
occasion of a hive up; there is no consideration of legal mergers (and similar transactions) and
whether that affects the considerations; the paper does not discuss demergers or the issues raised
by IFRIC 17; or the accounting in the books of the transferor. In many respects these questions
(particularly in respect of individual company financial statements) are the more difficult issues
in the EU because it is relatively unusual for intermediate companies (being under common
control) to prepare consolidated financial statements (because of exemptions from presenting
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consolidated accounts if they are prepared by a higher parent). Instead those companies prepare
only separate financial statements.

We believe that the IASB’s starting point in considering this topic should be to identify the most
significant issues caused by BCUCC/ newcos in practice in order to scope their project properly.
We believe that the scope of the EFRAG paper should be expanded to articulate and analyse the
full population of practical issues that arise commonly in practice. We do not agree with
EFRAG’s using IAS 8 as the basis for the paper. If the IASB were to take on a project to
consider this topic, the point would be to start from a “clean sheet of paper” by considering what
is the better answer. Similarly, we do not believe that all of the approaches documented in the
EFRAG paper are appropriate interpretations of IAS 8 and the current standards.

We believe that a business combination under common control has two key features that makes
applying IFRS 3 to its accounting difficult:

m IFRS 3’s starting point in accounting for a business combination is determining the acquirer
based on who obtains control. However, that is difficult if both entities are controlled by the
same party before and after the combination.

m BCUCCs may not be (and, in some countries, very often are not) transacted at an arm’s
length fair value, in which case the pricing includes an element that is a non-reciprocal
transfer of value to or from owners (or to or from the entity’s own investees). This raises a
question of whether bifurcation and grossing up of the transaction price should be permitted
or required (and whether doing so is consistent with the accounting for other common
control transactions).

IFRS 3 business combination accounting does not, therefore, always naturally “work” in a
common control environment.

In addition to the features that make accounting for a BCUCC difficult, it could be argued that
applying ‘normal’ business combination accounting might not be merited in case of a BCUCC.
Although a BCUCC faces the same problem as a business combination (one aggregate price for
a collection of assets and liabilities that are worth more than the sum of their parts), as discussed
above, many BCUCC are not transacted at an arm’s length fair value. Should one then make
the acquiring company accountable for the fair values by imposing fair values in its financial
statements? Moreover, one could question whether applying business combination accounting
is merited in case of BCUCC, given that the ultimate control has not changed and given that it
works a major discontinuity upon the numbers reported to the entity’s shareholders.

The key question is whether the above features are sufficient to mean that the application of
IFRS 3 is sometimes or always inappropriate or whether it should be mandated in some or all
cases. We do not believe that it is appropriate or beneficial for the DP to conclude on that
question. Instead, the EFRAG paper should inform the IASB of the issues in practice, serve as a
call to the TASB to add the issue to its agenda, and set out a description of the possible routes
that the IASB may pursue in attempting to develop a solution to that key question, so as to
enable an IASB project to make quick progress.
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We believe that, once they have added the issue to their agenda, the IASB should consider the
nature of separate or consolidated financial statements for an entity within a group. Are these
either:

m the accounts of a reporting entity in its own right; or
m a “home” for some assets, liabilities and activities of the larger group reporting entity?

The second would impose higher-group numbers in all BCUCC. The first still leaves matters
open for further debate.

Having determined the nature of such financial statements, the IASB needs to establish clear
positions on which method(s) are appropriate in different situations, with clear principles to
distinguish between situations in which different approaches may or should be applied. In this
respect, we do not believe that the EFRAG paper should conclude one way or another.
However, we do not believe that the paper has explored the full range of ways forward. In our
view, these are: ‘

m apply IFRS 3 accounting (EFRAG’s view 1);
m apply predecessor accounting (EFRAG’s view 2);
m apply fresh start accounting (also EFRAG’s view 2). We do not support this view;

m specify a dividing line, with IFRS 3 applied on one side and predecessor accounting applied
on the other side;

m recognise that such a dividing line must exist, but do not specify where it lies, leaving it to
companies to resolve individually (EFRAG’s view 3). We do not support this view;

m allow a free choice, transaction by transaction, as between IFRS 3 and predecessor
accounting, '

Regarding EFRAG’s view 3, we find it counter-intuitive that, if an accounting standard setter
has been unable to resolve how to divide these transactions into two types for different
treatment, instead companies should be required to attempt this apparently impossible feat.
Accordingly we do not support view 3. Furthermore, it follows that if some dividing line is
appropriate but one cannot identify what it is, then another alternative for consideration is to
give companies a free choice.

Whilst the ideal way to approach this question would be for the IASB first to update the
Framework to reflect the nature of separate financial statements, we do not believe that in the
meantime no work at all should be done on BCUCC. Rather, we believe that the standards level
work should progress in tandem and both should inform each other.

I trust that the above is clear but, should you have any queries, please do not hesitate to contact
Mike Metcalf (on +44 (0) 207 694 8081).
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Yours faithfully

Lwe, LLP

KPMG LLP
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- Appendix: Response to questions raised in the EFRAG document
Question 1.1 — Concerns about BCUCC transactions

Do you think that the concerns have been accurately described in relation to the issues
arising from accounting for BCUCC transactions? If not, please could you suggest other
significant concerns that have not been addressed?

We believe that the EFRAG paper provides a good summary of many of the issues surrounding
BCUCC transactions. However, there are a number of common issues that the paper does not
address. In the EU, relatively few entities that are under common control prepare consolidated
accounts (because of the exemption from preparing them available to subsidiaries that are
included in the accounts of a higher parent). We therefore believe that issues surrounding the
accounting for BCUCC transactions in the EU often arise in the separate financial statements of
the transferor or the transferee. The DP scopes out separate financial statements. As an
example, in our experience, one of the most common BCUCC transactions which gives rise to
difficulties in practice in both the transferor and transferee separate financial statements is the
hive-up of a trade and assets from a subsidiary to a parent. The EFRAG paper does not consider
the accounting in the transferor or transferee’s financial statements.

Similarly, the paper does not discuss newco formations, which in our experience often give rise
to similar questions and divergences of views, the treatment of any entries to equity that may
arise on a BCUCC, or the scope of BCUCC (for example, can the exemption be applied to the
transfer of an investment in a subsidiary in company-only accounts).

A number of practical issues also arise, for example whether and when it is appropriate to
restate comparatives when applying the predecessor basis of accounting and which book values
should be used if applying predecessor accounting.

We attach a compendium of different common control and newco transactions giving a more
complete explanation of the issues that arise.

Question 1.2 — The approaches in practice

In your experience, what approaches are typically applied by preparers in practice for
BCUCC transactions and what justification is provided to support their application of these
approaches?

We are aware of two main approaches that are typically applied in practice:

m The predecessor approach. This treatment is justified on the basis that there has been no
change of ultimate control, rather like the old uniting-of-interests accounting. It is also
sometimes suggested or queried whether another ground is that the entity in question is just a
carve-out of a larger group.

m The acquisition method (applying IFRS 3 by analogy). This treatment is justified by seeing
the reporting entity as the transferee and that since all other normal accounting rules apply in
the accounts of this entity (eg, if a single asset — whether inventory, property or an
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intangible, etc — is acquired under common control), it is difficult to see what objection could
be made to the application of IFRS 3 too.

In our experience, fresh-start accounting is generally not used in practice and we do not believe
that it can usually be justified under the current accounting standards. That this approach is not
appropriate in practice is consistent with recent IFRIC reasons for rejection.

In relation to the transfer of a subsidiary in the separate financial statements, a third possibility
also arises. The transferee could use the transferor’s book value, the price paid (exchange
amount) or the fair value of the investment. In the first and last cases there is also a distribution
made/ received or a contribution made/ received booked in order to complete the entries. The
corresponding models are seen in the transferor.

Question 2.1 — The scope of the project

Are there any issues not included in the scope of the DP that, in your view, need to be
addressed in developing an approach to accounting for BCUCC in the consolidated financial
statements of the transferee?

In considering the consolidated financial statements of the transferee, we believe that the DP
should also consider the treatment of any differences between the amount paid and the amount
at which the business acquired is initially recorded, ie whether and when entries should be
recorded as a distribution made/ received or a contribution made/ received. Tt might also be
helpful to consider the effect of the transaction on any NCI. We also believe that a project to
consider BCUCC will necessarily have to re-consider many of the issues contemplated by
IFRIC 17. As discussed above, we have attached a compendium illustrating the major issues
that we believe that the DP should consider.

Question 2.2 — Separate and individual financial statements of the transferee

Do you believe that there are any specific issues to be addressed in the initial recognition and
measurement of BCUCC in the separate and individual financial statements? If so, please
explain what those issues are and how they should be addressed?

Yes. In our view, the accounting for BCUCC in separate financial statements presents
particular difficulties which often arise in practice. These difficulties include the scope of the
BCUCC exemption (ie does it apply to investments in subsidiaries, associates and JVs?) and the
accounting for the acquisition or disposal of a trade and assets under common control. In
respect of the latter, specific questions arise in respect of the accounting for distributions and
capital contributions and the treatment of investments in subsidiaries that might otherwise
become impaired after a BCUCC at an undervalue. For further details, please see the
attachment to this letter.
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Question 2.3 - Disclosures

Are there any specific issues you think need to be addressed when considering what
information about a BCUCC should be disclosed in the notes to the financial statements of
the transferee?

No. In our view, the IASB should not be encouraged to develop a lengthy list of disclosure
requirements for BCUCC. Instead, having concluded on the accounting for the BCUCC, the
TIASB should consider whether any of the information needs of users are not otherwise met
through the financial statements. Only if there are specific gaps that are not covered by the
general IAS 1 disclosure requirements should new disclosure requirements be created.

Question 3.1 — Addressing the information needs of primary users

Do you agree that an important step is to understand the information needs of users in the
financial reporting of a BCUCC transaction? If not, how else would you set out an approach
that satisfies the objective of financial reporting?

We believe that the starting point in determining the appropriate accounting for BCUCC in
separate financial statements (or the consolidated financial statements of a sub-group) should be
to determine the nature of those financial statements. Such financial statements could be seen as
being either:

m the accounts of a reporting entity in its own right (a set of standalone accounts); or

m a “home” for some assets, liabilities and activities of the larger group reporting entity (a
carve-out from the group accounts).

The latter would impose higher-group numbers in all BCUCC. The former still leaves matters
open to further debate. That debate is not is much about user’s needs, but about whether the
features of a BCUCC warrant something other than an IFRS 3 treatment: does the shareholder
perspective (or call it the point of view of the principal user of the accounts, the controlling
party) suggest that change-of-control accounting (IFRS 3) would force an unjustifiable effort
and/or change in the accounts and what is reported to that shareholder?

Question 3.2 — The transferee is a reporting entity

Do you agree that, to be consistent with existing IFRS, the entity perspective should be
dominant when considering BCUCC? If not, why not?

We agree with the statement, in paragraph 8 of chapter 3 of the EFRAG document, that “the
implications of applying the [entity and proprietary] perspectives are not well defined in the
accounting literature; and the perspectives themselves appear to defy precise definition.”
Without fully understanding the perspectives or their implications, we are unable to conclude
which should be dominant when considering BCUCC. As stated above, we believe that the
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nature of the financial statements of an entity within a group is the first critical determining
factor in deciding the most appropriate accounting.

Question 3.3 — Applying the logic of the IAS 8 hierarchy to help develop an approach on how
to account for BCUCC

Do you agree with applying the ‘logic’ of the IAS 8 hierarchy in developing an approach to
accounting for BCUCC transactions? If not, what alternative would you propose and how
would you reconcile that approach with existing IFRS?

We do not agree with applying the ‘logic’ of the IAS 8 hierarchy in developing an approach to
accounting for BCUCC transactions. This is not the approach that the JASB would use to
develop new guidance in this area and we do not believe that all of the approaches suggested in
the EFRAG paper are appropriate interpretations of IAS 8 and the current accounting literature.

Instead, we believe that the IASB should develop guidance in this area by starting from first
principles. As discussed above, we believe that the starting point for this analysis should be to
understand the nature of financial statements of an entity within a group. The TASB should then
seek to update the Framework to reflect the nature of those financial statements (including in
particular separate financial statements) and (in parallel) develop a new standard that is
consistent with the revised Framework.

Questions 3.4 and 3.5 — Initial recognition and measurement

Do you agree that if and when an analogy to IFRS 3 is considered to apply, it is appropriate
to assume that fair value at initial recognition provides information that is more decision-
useful than values based on previously recognised amounts or any other measurement
attribute? If not, please explain why?

If TFRS 3 is applied, then it follows, without further consideration, that fair values are
employed. That is IFRS 3 accounting. The key question is whether it is appropriate in the first
place. After all, it might often be said that fair values are more decision useful, but that does not
justify every item in the financial statements being kept at fair value at all times. A fundamental
question in BCUCC is whether some or all of such transactions justify fair values.

Do you agree that if the analogy to IFRS 3.does not apply, defining an appropriate
measurement attribute should be guided by an analysis of the information needs of users? If
not, why not?

If IFRS 3 is not applied, then the question of alternative values is hardly a wide open field.
Moreover, there ought to be a link between the logic for whether or not to apply IFRS 3 and, if
not, the logic for the values applied instead. For example, if one were to conclude that IFRS 3
should not apply because the financial statements of an individual entity within a group are just
a carve out of the higher group’s consolidated financial statements, then this logic itself drives
the values — those of the higher group. That is not to say that we express any opinion on that
particular logic, or that there are not other logics that would also justify those values; but we
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only illustrate that the rationale for the model should also be a significant driver of the details of
the application of the model. '

Questions 4.1 and 4.2 — The unique features of a BCUCC transaction

Do you agree with the main features of a BCUCC identified above? If not, what other
features would you highlight?

If one concludes that the financial statements of an entity within a group are those of a reporting
entity in its own right, then it is necessary to identify the features of a BCUCC that make its
accounting difficult in the financial statements of that reporting entity. Whilst we agree with
many of the features of a BCUCC described in the DP, we believe that it is helpful to consider
the features of a BCUCC from two angles:

m What are the key features that makes accounting for a business combination under common
control difficult and why does business combination accounting not always naturally “work”
in a common control environment?

~w Might applying normal business combination accounting lack merit in the case of a
BCUCC? '

We believe that these features also make it a challenge to draw dividing lines. We explain this
in our answer to Questions 5.6-5.8.

Why does business combination accounting not always naturally “work” in a common control
environment?

There are three points here:

m JFRS 3’s starting point in accounting for a business combination is determining the
acquirer based on who obtains control. However, that is difficult if both entities are
controlled by the same party before and after the combination. In a BCUCC, the
fundamental point is that, from a shareholder perspective, control has not changed at all.

m In addition, the non-arms-length pricing of the transaction means that it includes an
element that is a non-reciprocal transaction between an acquiring company and its
owners, or between an acquiring company and other companies that it owns. Many
intra-group transactions may have some element of this in them. However, the amount
is perhaps larger in case of BCUCC. Moreover, the application of normal business
combination accounting can sometimes force the amount into the accounts and treat it
in an anomalous way. Eg, if the fair value of the identifiable net assets exceeds the
consideration paid, then business combination accounting puts the credit in the income
statement; if the vendor was the company’s parent (or fellow subsidiary) then — unless
the marriage value really is negative — that would represent a capital contribution
received, made apparent by the fair value measurement but reported in the wrong place.
This raises a question of whether bifurcation and grossing up of the transaction price
should be permitted or required (and notes that this would require a valuation of the
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business); if so, can this approach be logically cohfined to BCUCCs (rather than
extended to all intra-group transactions)?

®m  Finally, in the case of newco transaction, there is no business combination. So when
attempting to apply business combination accounting, one finds one’s self estopped
from doing so, or concluding that the pre-existing business(es) is (are) the acquirer and
applying business combination mechanics to the shell newco acquiree, which is hardly
an application of business combination accounting at all.

Does applying normal business combination accounting lack merit in the case of a BCUCC?

The normal rule for most initial recognition transactions is cost. Even under IAS 39 the
practical effect is usually the same. For a business combination, no individual item has a cost as
the items were not purchased individually and the total cost is (usually) more than the sum of
the parts (goodwill, or marriage value). So business combination accounting puts everything in
at fair value with goodwill as the residual. This was devised for third-party business
combinations where control changes hands. It is difficult to object to applying fair value when
control has been acquired and there is no figure for the acquirer’s cost of each item. A BCUCC
faces some of the same problems: one aggregate price for a collection of assets and liabilities
that are, in reality, worth more than the sum of their parts. However, if, as is likely, the BCUCC
is not transacted at an arm’s length fair value, then the price paid may not reflect the fact that
they are worth more than the sum of the parts. Indeed, it may not even reflect the sum of the
parts. If the company has not paid fair value for the business, should one really make the
company accountable for the fair value of the net assets by imposing fair values in its financial
statements?

Moreover, one could question whether applying business combination accounting is merited in
the case of BCUCC, given that the ultimate control has not changed and given that it works a
major discontinuity upon the numbers reported to the entity’s shareholders.

The fundamental question that a BCUCC gives rise to could therefore be stated: do the above
factors imply that it is not worth imposing the cost of carrying out business combination
accounting (implying a permitted-but-not-required approach) or may the discontinuity imply
that applying IFRS 3 accounting is inappropriate altogether (a not-permitted approach)?

Do you agree that a BCUCC can be different to a business combination under IFRS 3? If so,
describe examples you have encountered in practice that verifies this. If not, please explain
why? '

We describe the differences above. In addition, we have summarised some of the most common
categories in the attachment to this letter, together with the individual questions to which they
give rise and how those questions may be cast in different lights in different cases.
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Question 4.3 — Understanding the information needs of users about BCUCC transactions

Do you agree with the analysis that has been performed in relation to the information needs
| of users? If not, why not?

In our view, BCUCC can be undertaken for a wide range of purposes and involve a wide range
of entities. We therefore agree that it is not possible to consider BCUCC as one homogenous
set of transactions. Instead, we would encourage EFRAG and the IASB to consider the key
features that distinguish common BCUCC transactions and the nature of separate financial
statements (or consolidated financial statements of an intermediate company) to determine
which forms of accounting may be appropriate for different BCUCC.

Questions 4.4 and 4.5 — Identification of an acquirer

Do you think that with BCUCC it may be difficult in some circumstances to identify an
acquirer (View A) or do you believe that an acquirer can always be identified (View B)?

As discussed above, we believe that identifying an acquirer is often one of the more difficult
aspects of accounting for a BCUCC using IFRS 3. This is because IFRS 3 determines the
acquirer based on the combining entity that obtains control (including by looking to the
positions of the shareholders of the combining entities — eg, as is done to identify a reverse
acquisition). However, in a BCUCC, all combining entities are ultimately under the control of
the same party before, during, and after the transaction.

If you believe that an acquirer can always be identified in a BCUCC, do you think that an
analogy to IFRS 3 is not valid because the ultimate parent entity can direct the identification
of an acquirer so that the accounting outcome is not a faithful representation of the
underlying BCUCC transaction?

We strongly disagree with the assertion, in paragraph 89 of chapter 4, that “in any business
combination there is a possibility for the parties to select the accounting acquirer”. IFRS 3
defines the acquirer as the party that obtains control. We do not agree with the suggestion that
the acquirer could be influenced by, for example, altering the legal structure of the transaction.

Similarly, we do not believe that the ultimate parent entity can necessarily direct the
identification of an acquirer. Since we disagree with the assertion in the DP, we do not, agree
that analogy to IFRS 3 is invalid for this reason. Rather, the difficulty with applying IFRS 3 is
that described in our previous answer. The point that the DP is trying to draw out here may,
instead, be this: if there are difficulties in identifying the substance, then legal form might begin
to play some part in making that difficult determination.
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Question 4.6 — Obtaining control over one or more businesses

Do you agree with the analysis above that under IFRS 10 ‘control’ should be assessed from
the perspective of the reporting entity and not from that of the ultimate parent entity? If not,
why not? ’

IFRS 3 itself does not confine itself to identifying control from the point of view the reporting
entity. That is what IAS 27 does (now IFRS 10), rightly, because IAS 27 determines the scope
of entities included within a consolidation. However, IFRS 3 addresses a quite different
question: the manner in which those consolidated accounts are drawn up when there has been in
a change in the population of entities within them. In our view IFRS 3 looks to the shareholder
perspective to answer this question. Indeed, if it did not, then there would never be a reverse
acquisition.

Accordingly, the normal application of IFRS 3 to a BCUCC would involve the shareholder
perspective. As explained above, this is where one of the difficulties arises. One possibility for
a new approach to BCUCC would be, say, to move to a purely IAS 27 (“who owns whom™)
approach to cut through some of these difficulties, albeit as a trade-off for introducing structure-
based outcomes to some degree.

We just add this: that understanding the shareholder perspective is potentially (ie, if one views
an individual entity in a group its own reporting entity rather than a group carve-out) a
fundamental consideration about BCUCCs.

Question 4.7 — Acquisition of a business

Do you agree that the definition of a ‘business’ in IFRS 3 raises no particular issues for
BCUCC? If not, why not? "

We agree that the definition of a business in IFRS 3 raises no particular issues for BCUCC. We
. note, however, that the continuing difficulty with the definition of a business — eg, does it
embrace a single property? — could affect the scope of BCUCC:s.

Questions 4.8 and 4.9 — Applying the ‘mechanics’ of IFRS 3 - the recognition and
measurement principle

Do you think the absence of a market-based transaction can have consequences when
applying the recognition principle in IFRS 3 because of a lack of measurement reliability? If
s0, do you agree with the analysis? If not, why not?

The absence of a market-based transaction can indeed have consequences when applying IFRS
3 to BCUCC. However, this is not because of the lack of measurement reliability, because in -
any business combination one always has to compute fair values afresh and the price paid
merely gives rise to the residual balance (goodwill / gain on bargain purchase).
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Rather, the issue with valuation is that the price may mix a distribution/ contribution and the
question is whether it should be separated out. Please see our earlier comments about treating
any difference between that and the amount paid as a capital contribution / distribution.

In addition, the other issue with applying normal business combination accounting is that it
might not be merited in case of a BCUCC. That is, the issue is not concerned with the challenge
of valuation but with whether doing so is merited at all — given that the ultimate control has not
changed and given that it works a major discontinuity upon the numbers reported to the entity’s
shareholders.

Do you think it is appropriate to apply the measurement principle in IFRS 3 to BCUCC when
the analogy to IFRS 3 is valid? If not, why not?

Yes. We believe that, if an analogy to IFRS 3 is valid, then all of IFRS 3 should be applied.
We note that this view is consistent with recent IFRIC reasons for rejection.

Questions 5.1, 5.2 and 5.3 — View one: IFRS 3 can always be applied by analogy

We do not believe that it is clear from the current standards that IFRS 3 can always be applied
by analogy. Furthermore, whilst it is one approach, we do not believe that it is clear that
mandating its application to all BCUCC is necessarily appropriate.

Do you believe that the transaction price should be referenced against the fair value of the
business acquired and bifurcated (when the transaction price exceeds the fair value of the
business acquired) if the transaction price does not reflect a proxy for fair value? This
ensures the BCUCC transaction reflects two transactions: a) a contribution from
(distribution to) the ultimate parent entity, and b) a business combination.

We believe that a BCUCC may comprise two elements; a distribution or capital contribution
with the parent and the payment for a business combination. We agree that it may be
appropriate to bifurcate the two. However, we do not believe that the measurement of this
bifurcation at fair value can necessarily be mandated under the current standards.

If IFRS 3 is applied by analogy, we believe that it should be applied in its entirety by analogy.
We therefore believe that the consideration transferred should also be measured at its fair value.
Where the consideration transferred is not a market price, we believe that it could be appropriate
to record a capital contribution / distribution for the difference if applying IFRS 3 to account for
the BCUCC.

We note that, in some situations, a trade and assets may be hived up to a parent for nil
consideration. If the parent records the trade and assets at fair value with the credit in equity, it
will be presented as a capital contribution from its shareholders, yet the parent has not
undertaken a transaction with its shareholders. In a sense, it’s a revaluation that would bypass
comprehensive income. We believe that this is one of the questions that should be considered
by an TASB project to consider BCUCC.
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Do you believe that goodwill and/or identifiable intangible assets should not be recognised
in the balance sheet of the acquirer on the basis that they cannot be reliably measured?

IFRS 3 establishes a principle that identifiable intangible assets can be measured at fair value.
If intangible asset recognition is possible for a normal business combination, there is no
additional obstacle, in terms of practicality, for doing the same in a BCUCC. So far as goodwill
is concerned this will drop out as a residual from the valuation of the identifiable net assets
against either the actual price paid or, following the question above, the fair value of the
business as substituted for the price paid. Either way the goodwill depends at least in part of the
fair value of the business (as an upper limit so as not to overvalue it in the first case, and directly
in the second). We believe that the fair value of a stake in a business can generally be measured
reliably. We therefore believe that the goodwill that arises on a business combination (even
under common control) can generally be measured reliably.

Do you believe that where the consideration transferred is lower than the fair value of the
net assets acquired the difference should reflect a contribution from the ultimate parent
entity or recognised as income?

Generally, we do not believe that it is appropriate to record as income gains or losses that arise
as a result of the initial recognition of assets and liabilities at fair value when the consideration
transferred is not at fair value because the transacting entities are under common control. Any
debit or credit arises as a result of a non-reciprocal transfer of value to or from owners (or to or
from the entity’s own investees). However, as noted above, when there is a hive-up at below
market value, there is not a transaction with the parent’s shareholders and so it is not obvious
that there is a capital contribution received or distribution made by the company.

Questions 5.4 and 5.5 — View two: It is not appropriate to apply IFRS 3 by analogy

Do you think that the BCUCC should be viewed as a ‘transfer’ of a business rather than an
acquisition of a business when the analogy to IFRS 3 can never be applied?

We believe that one way of accounting for a BCUCC is to recognise that there is no change in
the group or in control. There are, of course, two fundamentally different ways of getting to that
conclusion, as noted earlier (the entity has no status except as part of the group reporting entity,
or that it is a reporting entity in its own right but control, from a shareholder perspective has not
changed).

Applying this approach, we believe that a predecessor basis of accounting could be applied. We
do not believe that a fresh start basis of accounting is ever appropriate under the current
standards and we are not convinced that mandating a fresh start basis of accounting will meet
users’ needs for most types of BCUCC.

We do not believe that it is clear that prohibiting the use of IFRS 3 for all BCUCC is necessarily
appropriate (for example, if there is a significant NCI involved and the transaction price is not
fair value).

mv/mjm/ce/815 14
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Do you believe that all the arguments and views presented are valid when it is not
appropriate to apply an analogy to IFRS 37

As discussed above, we do not believe that a fresh-start basis of accounting is appropriate for
most types of BCUCC., ‘

Questions 5.6, 5.7 and 5.8 — View three: The analogy to IFRS 3 may apply

Do you agree that the approaches outlined in Appendix 3 are unlikely to result in decision,
useful information? If not, why not?

We agree with the statement that BCUCC represent a diverse group of transactions. In our
view, the IASB should undertake a project to identify typical BCUCC transactions, understand
the nature of financial statements of an entity within a group and conclude on which approach or
approaches are most appropriate for each type of transaction.

We believe that, if the IASB concludes that more than one approach may be appropriate, it
should clearly identify which factors need to be present in order for one approach to be used
rather than another or to state clearly that there is a free choice. After all, if the standard-setter
were unable to complete a one-off exercise to devise guiding principles, then every company
should not be left to do this itself every time it undertakes a BCUCC.

The problem of drawing a line between different categories of BCUCC transactions can be
illustrated by considering two transactions that are a little different and considering which
accounting appears most comfortable in each. For example:

®m An acquirer creates a newco in its group as a vehicle to acquire an entity from a vendor. It
seems difficult to see why that newco should not employ business combination accounting
(with itself as the acquirer, following its own shareholders’ perspective). On the other hand,
if the vendor group did a reorganisation to bring all of what it wanted to sell neatly under a
newco, and then began looking for buyers — one of whom subsequently buys it — it seems
difficult to object to predecessor-basis accounting in newco. Where is the dividing line?

m A group puts a newco on top of a subsidiary and demerges that newco to its shareholders. It
is difficult to argue against that newco’s using the old group’s book values in respect of the
subsidiary (even though the subsidiary might have different numbers, eg dating back to when
it was acquired in the first place), as this is what will achieve continuity for the shareholders.
On the other hand, suppose that the group just demerged the subsidiary without a newco; the
subsidiary just keeps its own numbers (eg, in the way that acquired entities don’t adopt push-
down accounting) — and so a discontinuity is reported to shareholders. Where is the dividing
line?

mv/mjm/ce/815 15
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Do you believe that the diversity in the information needs of users when compared to a
business combination and the cost constraint in financial reporting provide justification to
consider whether or not the recognition and measurement principle in IFRS 3 are
appropriate when accounting for BCUCC?

As discussed in our answer to question 3.1, we believe that the IASB should consider the nature
of separate and consolidated financial statements of entities within a group as the first stage of
determining which methods of accounting are appropriate for BCUCC. If the IASB concludes
that separate financial statements show the results as a reporting entity in its own right rather
than a carve-out of a higher-group entity, then the key question that it will need to consider will
be whether the cost of applying fair value accounting, and the discontinuity in the numbers
presented to the shareholders that it will cause, can be justified. In doing so, we note that the
discontinuity in numbers may not only affect the figures reported. In some cases (for example,
hedge accounting) it may introduce a discontinuity in the manner of accounting for some assets,
liabilities or contracts.

Do you believe that all the arguments presented in relation to view three are valid or are
there others that you would consider?

Generally, we found the arguments presented for view 3 to be confusing and were not
convinced how it was intended to be applied. Whilst we agree that it may be appropriate to
conclude that IFRS 3 accounting is required in some scenarios, permitted in others and
prohibited in others, the paper has not convinced us where those lines should be drawn.

In our view, the goal of the paper should be to encourage debate and to encourage the TASB to
consider the various options that it might want to think about in undertaking its own project. We
do not believe that it should attempt to reach a conclusion as to which approach the IASB
should or should not adopt or where the above lines should be drawn.
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Common control and similar transactions

This attachment sets out a number of common scenarios and rehearses the issues that
arise in respect of them. The object is merely to explore the different issues. This
attachment is not intended to convey any views of KPMG LLP.

The issues that arise are numbered and are not repeated for each scenario unless they
cast the matter in a different light.

At the end of the exploration of the individual scenarios is a table of all scenarios and
issues. In that table a “\” indicates that an issue is applicable to the scenario in question.
A “V+” indicates that the scenario may draw out a different aspect of the issue.
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D, including trade and
assets of E and F
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