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Kim Chiu Chua 
Singapore 

Email: kcchua@nus.edu.sg 
 
 
30 October 2016 
 
International Accounting Standards Board 
30 Cannon Street 
London EC4M 6XH 
United Kingdom 
 
By email to commentletters@ifrs.org and  
electronically to IFRS webpage go.ifrs.org/comment 
 
 
Dear Sirs 
 
Response to Exposure Draft ED/2016/1 
Definition of a Business and Accounting for Previously Held Interests 
 
I appreciate the opportunity to comment on the above-mentioned exposure draft (the “ED”). 
 
The comments provided in this letter are purely my personal views and they do not reflect 
those of the organisations with which I am associated in various capacities. 
 
My response in this letter is in respect of questions 1 and 3 only. For question 1, I will divide 
my comments into general and specific. 
 
 
Question 1 
 
The Board is proposing to amend IFRS 3 to clarify the guidance on the definition of a 
business (see paragraph B7-B12C and BC5-BC31). Do you agree with these proposed 
amendments to IFRS 3? 
 
In particular, do you agree with the Board’s conclusion that if substantially all the fair 
value of the gross assets acquired (ie the identifiable assets and non-identifiable 
assets) is concentrated in a single identifiable asset or group of similar identifiable 
assets, then the set of activities and assets is not a business (see paragraph B11A-
B11C)? 
 
Why or why not? If not, what alternative would you propose, if any, and why? 
 
 
General comments 
 
While I agree there is a need to clarify the existing guidance on the definition of a business, I 
feel the approach taken in the ED is not sufficiently principle-based. 
 
The ED continues to take the approach that an acquisition should be categorised as either an 
acquisition of assets or an acquisition of a business and these two are mutually exclusive. 
Under this approach, more clarifications are proposed around the two steps for testing how 
an acquisition should be categorised. I would refer to this as the “dichotomy” approach. 
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In practice, while some acquisitions are clearly for assets only and some acquisitions are 
clearly for assets with an accompanying business, between these two extremes there are 
many acquisitions along the continuum which are in the grey area. Increasingly, some 
acquisitions involving intellectual activities may be quite subtle. For example, an acquisition of 
a scientific process in progress may take the form of recruiting a top scientist or an acquisition 
of a highly valuable private banking customer portfolio (with a handful of ultra-high net-worth 
clients) may take the form of engaging a star relationship manager as an advisor. These pose 
new challenges to a rule-based approach to acquisition accounting. 
 
A more sustainable accounting model should be one that can accommodate all possible 
acquisition arrangements along the continuum without depending unduly on where the line of 
dichotomy is drawn. 
 
Business is evolving rapidly today and many new business models are emerging to disrupt 
the traditional businesses. While it is expedient to define a business as one consisting of three 
elements and to refine, from time to time, the language used to describe the three elements, 
this definition of business is likely to become inadequate when new and innovative forms of 
business not envisaged by today’s definition enter the market and become the new normal. 
 
When that happens, what may be economically a business acquisition may be reported as an 
asset acquisition or vice versa following a literal interpretation of the rules that had not 
anticipated all possible forms of acquisition.  
 
More importantly, there are currently fundamental differences between accounting for an asset 
acquisition and accounting for a business acquisition which may motivate entities to structure 
an acquisition to get around the detailed tests and examples in IFRS 3. 
 
My proposed alternative approach is for the Board to eliminate the current fundamental 
differences between accounting for an asset acquisition and accounting for a business 
acquisition and treat an acquisition of assets as potentially comprising the sum of the following: 
 

(1) Identifiable tangible assets (net of tangible liabilities)  
 
(2) Identifiable intangible assets and contingent assets (net of contingent liabilities) 
 
(3) A set of activities forming some elements of a business 

  
My proposed alternative is one where we regard item (3) above as incremental to items (1) 
and (2) and I refer to this as an “incremental” approach. 
 
Under the current accounting practice, the third component above is known as “goodwill” and 
I have no issue with this terminology. 
 
Under my proposed incremental approach, as a principle an entity should report the same 
carrying amounts for identifiable tangible assets (net of tangible liabilities) and identifiable 
intangible assets and contingent assets (net of contingent liabilities) irrespective of whether 
the acquisition contains no, a small or a large component comprising a set of activities forming 
some elements of a business. This is because if two different prospective acquirers negotiate 
with the seller to acquire items (1) and (2) with different scope and post-acquisition 
arrangements relating to item (3), they should have the same accounting treatment for items 
(1) and (2). They should not have different carrying amounts upon initial recognition for items 
(1) and (2) just because one arrangement is categorised as an acquisition of a business and 
another as an acquisition of assets. They should not have to structure the acquisition to get 
around the detailed tests and examples in IFRS 3 to achieve the preferred accounting 
treatment. 
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Currently there are a number of areas where the accounting rules for an acquisition of assets 
and an acquisition of a business are significantly different and reporting entities might structure 
an acquisition to avoid what they consider to be the accounting “pitfalls”. It is imperative for 
the Board to address these fundamental rule-based differences to prevent biased financial 
reporting. 
 
There are at least three major areas where accounting for an acquisition of assets is very 
different from accounting for an acquisition of a business. These three areas are (a) deferred 
taxation, (b) cost of asset, and (c) gain/loss at the date of acquisition. 
 
Deferred taxation 
 
When an entity acquires an asset at fair value and this cost is not tax deductible upon 
expensing (through depreciation, amortisation or disposal), there is a temporary difference 
between the accounting base and the tax base of the asset. IAS 12 requires no recognition of 
a deferred tax liability on the basis that the carrying amount of the asset would otherwise need 
to be grossed up by the same quantum to a pre-tax equivalent. IAS 12.22 has taken the 
position that reporting a deferred tax liability with simultaneous grossing up of the acquired 
asset makes the financial statements less transparent and presumably more difficult to 
understand. I support this position in favour of greater transparency and simplicity.  
 
However, more importantly, I am of the view that economically, the market participants must 
have embedded the deferred tax liability in the fair value of the asset and this is observable 
and well understood as the fair value at which the asset is traded. 
 
When an entity acquires the same asset in conjunction with the acquisition of a business, we 
would expect this asset to be stated initially at the same fair value as in a purely asset 
acquisition without involving a business. However, in the case of a business combination, IAS 
12.19 and 12.66 require the acquirer to report a deferred tax liability together with an 
incremental amount of goodwill, or if the goodwill is a negative value, a reduction of the bargain 
purchase gain. This leads to a lower net tangible asset due to the presence of a goodwill or 
a lower net asset due to a lower bargain purchase gain. 
 
This makes a big difference in certain acquisitions. For example, in an acquisition of an 
investment property (or a portfolio of investment property) that has a zero tax base, assuming 
a corporate income tax rate of 20-30%, an entity applying this method of business 
acquisition accounting will be seen paying a goodwill of 20-30% above the value of the 
physical asset compared to one applying asset acquisition accounting. This accounting 
anomaly was a deal breaker for some proposed transactions as it was very difficult to explain 
to the investors why the entity had to pay a huge goodwill. 
 
In subsequently years, the entity applying business acquisition accounting will unwind the 
deferred tax liability to profit or loss as it recovers the carrying amount of the asset compared 
with no such profit or loss item for the entity applying asset acquisition accounting. This 
makes the financial information less comparable across different entities and therefore less 
decision-useful. 
 
Cost at date of acquisition 
 
For an acquisition of a physical asset, IAS 16 allows the cost to include any costs directly 
attributable to bringing the asset to the location and condition necessary for it to be capable 
of operating as intended and examples of such directly attributable costs include professional 
fees. 
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For the acquisition of the same asset in conjunction with the acquisition of a business, IFRS 
3 requires any acquisition-related costs to be expensed off in the period in which the costs are 
incurred and the services are received.  
 
It is difficult to rationalise having different carrying amounts for the same asset depending on 
whether or not the asset is acquired in conjunction with the acquisition of a business. 
 
Gain/loss at the date of acquisition 
 
For an acquisition of a physical asset, the consideration paid is presumed to be the fair value, 
subject to subsequent impairment test. In the impairment test, the asset’s recoverable amount 
can be derived by reference to its value in use, which is the acquirer’s entity-specific value, 
instead of the market participants’ valuation. It is rare for an entity to have a day one gain or 
loss from an arm’s length transaction. 
 
For an acquisition of a business, the total purchase price has to be allocated across all 
identifiable assets and liabilities acquired, including intangible items, at fair value, with the 
residual being allocated to goodwill. The fair value for the acquisition is conceptually the 
market participants’ valuation and the reporting entity has to estimate this fair value usually in 
consultation with an “independent” valuation firm. An inherent issue here is that the successful 
acquirer is usually the highest bidder and its purchase price is more likely to be above the 
range of the other market participants’ consensus.  
 
When this is the case, the excess of the purchase consideration over the fair value is recorded 
as goodwill. On the other hand, if the fair value estimated by the acquirer (usually in 
consultation with an “independent” valuer) is higher than the purchase consideration, the entity 
will report a day one gain from bargain purchase based on one such “independent” valuation. 
 
In practice, most accountants are not so comfortable with reporting this day one gain in a 
business acquisition, compared with no day one gain in an asset acquisition. 
 
No conceptual merit 
 
Clearly the accounting for an acquisition of assets without involving a business and for an 
acquisition of assets in conjunction with a business are different in the three situations above. 
There appears to be little conceptual merit in having these fundamental differences. If these 
differences are eliminated, there will be less concerns in practice whether a particular 
acquisition is an asset acquisition or a business acquisition because either way the financial 
reporting outcomes will be similar. We may then be in a position to downplay the dichotomy 
and focus on the incremental set of activities forming some elements (need not be a full suite) 
of a business. 
 
Specific comments 
 

1. In B8A, the first screening test proposed by the ED to assess whether a transaction is 
an acquisition of a business is whether substantially all of the fair value of the gross 
assets acquired are concentrated in a single asset or group of similar assets. If the 
answer is yes, the transaction is at one end of the continuum representing an asset 
acquisition. In my view, this level of screening should also be capable of identifying a 
transaction that is clearly an acquisition of a business. The existence of a substantial 
amount of goodwill in an asset-light (identifiable tangible and intangible assets) 
acquisition or the existence of a substantial amount of additional consideration 
contingent upon post-acquisition business performance should be strong indicators 
that the transaction is an acquisition of a business. These factors should be considered 
along with the proposed first screening test to identify clear-cut transactions at the 
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other end of the continuum. In practice, it may be obvious that both the acquirer and 
the seller are negotiating a substantial goodwill due to the existence and strength of a 
business. In the ED, the role of goodwill (in the sense of more than an insignificant 
amount) is somewhat obscure when it is relegated under the topic of evaluating 
whether an acquired process is substantive in B12. 

 
2. The ED does not propose any substantive amendment to the existing B11 which 

states: “Determining whether a particular set of activities and assets is a business 
should be made based on whether the integrated set is capable of being conducted as 
a business by a market participant (emphasis mine). Thus, in evaluating whether a 
particular set is a business, it is not relevant whether a seller operated the set as a 
business or whether the acquirer intends to operate the set as a business 
(emphasis mine).” In the context of the two sentences combined, “a market participant” 
seems to mean a party other than the acquirer. If so, this rule may not work well where 
the successful acquirer is the only market participant who is capable of conducting the 
integrated set as a business and has included a business (goodwill) value in the 
purchase price. How do the financial statements reflect faithfully the entity’s acquisition 
of a set of activities and assets with which the acquirer actually operates a business 
when the accounting standard forces it to report the transaction as an asset acquisition 
just because other market participants are incapable of conducting a business with the 
integrated set? In my view, the accounting standard should permit the acquirer to 
account for a business acquisition based on its own plans and facts even when all the 
other market participants are behaving differently. I am of the view that the rationale 
set out in BC14 is flawed. For example, if three market participants buy the same 
financial asset and one buys it to invest, one buys it to trade and one buys it to hedge 
risk, we cannot expect them to account for the financial asset similarly based on a so-
called “fact-driven assessment”. The crucial fact is not the common nature of the 
financial asset but the manner in which the asset is used by the respective acquirer. It 
is in fact normal for different entities to account for similar transactions differently based 
on their own facts and circumstances. 

 
3. The proposed B12B introduces the existence of either a “unique or scarce” process or 

“an organized workforce” as a test of buying a business. I am of the view that this is 
unnecessarily restrictive. Many processes in a business is neither unique nor scarce. 
For example, the processes in a restaurant business acquired are hardly unique or 
scarce. In addition, “organised workforce” seems to imply a team of people but an 
individual scientist or an individual trader might be the only crucial element in a 
business without an “organised workforce”. 

 
4. BC18 states “The Board believes that, in most cases, the proposed guidance on 

substantive processes and this screening test would lead to the same conclusion.” 
This seems to suggest that these are two alternative tests that would lead to the same 
conclusion. To me, the first test is to screen out clear-cut cases while the proposed 
guidance on substantive processes provides a finer screen to evaluate borderline 
cases. I am of the view that the rationale of the approach should be articulated more 
clearly. 

 
5. The ED does not propose any amendment to the existing B42 which states “The 

acquirer does not recognise a separate asset or liability if the terms of an operating 
lease are either favourable or unfavourable when compared with market terms.” It is 
not clear why the standard should deliberately prescribe an accounting treatment that 
contradicts the economic substance. In my view, if an operating lease contains 
extremely favourable pricing from an old tenancy agreement, it should be a 
presumption that this would be priced into the acquisition consideration and the 
acquirer should operate the acquired business with a “refreshed” level of lease 
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expense. It is not appropriate for an accounting standard to require the acquirer to 
report a depressed level of lease expense based on the circumstances of the seller of 
the business. 

 
 

Question 3 
 
To address diversity of practice regarding acquisitions of interests in businesses that 
are joint operations, the Board is proposing to add paragraph 42A to IFRS 3 and amend 
paragraph B33C of IFRS 11 to clarify that: 
 

(a) On obtaining control, an entity should remeasure previously held interests in 
the assets and liabilities of the joint operation in the manner described in 
paragraph 42 of IFRS 3; and 

 
(b) on obtaining joint control, an entity should not remeasure previously held 

interests in the assets and liabilities of the joint operation. 
 
Do you agree with these proposed amendments to IFRS 3 and IFRS 11? If not, what 
alternative would you propose, if any, and why? 
 
Comment 
 
I only have a minor suggestion about the wording of the last sentence in B33C. For greater 
clarity, the sentence, “In such cases, previously held interests in the assets and liabilities of 
the joint operation are not remeasured.” should be reworded to “In such cases, the joint 
operator or the other participating party does not remeasured previously held interests in the 
assets and liabilities of the joint operation.” 
 
 
I hope my response is helpful and would be happy to provide any clarification if required. 
 
 
Yours faithfully 
 
 
 
Kim C Chua 
 
 
 
 
 
 
 
 


