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Dear Readers,

In the light of increasing M&A activities in this region, we feature in this issue an article focusing on the
requirements of 2 new Accounting Rules: Business Combination (IFRS 3) and Impairment of Assets (IAS
36). Importantly, compliance will result in greater Income Statement volatility of a company following an
acquisition. In addition, there are corporate governance, accounting information disclosure and independent

valuation implications which should be noted by management.

Hong Kong is continuing with its effort to enhance investors' confidence through quality financial reporting.
Legislative proposals have been put forward to consider the establishment of a Financial Reporting Council
(FRC) along the line of the Public Company Accounting Oversight Board in the US and the FRC in the UK.
If formed, this independent statutory body will serve to strengthen the regulatory oversight of auditors and

corporate reporting concerning listed companies and collective investment schemes.

It would not be fitting of me not to leave the last word to the Macau casino industry which is currently attracting
serious international investments. While complex valuations are part of our daily life, one of our most interesting
recent assignments has been the business enterprise valuation of the Galaxy Casino which enabled us to make
full use of American Appraisal's extensive global experience in the gaming, entertainment and hospitality

industries. We look forward to continuing to serve the needs of our clients and their advisers in these industries.

Patrick Wu
President & Managing Director
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New Accounting Rules and M&A Activities

Merger and acquisition activities in the Asia Pacific region continue to increase in 2005.
The anticipated strong economic growth in China also added fuel to the buying spree
in this region. However, before jumping on the bandwagon for acquisitions, are you
aware of the two new accounting standards relating to acquisition activities? Specifically,

they are: -

¢ International Financial Reporting Standard No. 3 (IFRS 3) — Business Combination

* International Accounting Standard No. 36 (IAS 36) — Impairment of Assets

If you consider these are just another set of accounting standards for compliance
purposes, you may run into the risk of trivializing the issue. The truth is - these standards
can have a significant impact on the income statement and balance sheet of the company

upon completion of the acquisition. The key items in these standards include: -

* Goodwill that arises from the acquisition is now calculated in a more vigorous way.
Also, the company needs to identify intangible assets that can be separated from
goodwill.

* Goodwill does not amortize. After the initial identification, the goodwill is subject
to annual impairment testing under IAS 36.

 Other intangible assets are treated individually as to amortization. Depending on
the life and nature of the intangible assets identified, they may subject to amortization

(over the economic life) or annual impairment testing (if their lives are indefinite).

A direct effect of the above is that the income statement of the company may become
more volatile after the acquisition. In addition, the intangible assets acquired are now
shown on the balance sheet, thus investors have more insight on what the company
has bought and assess for themselves as to whether it is a good deal. Therefore, to
avoid surprises after an acquisition, it is worthwhile to take a closer look on how the

value of goodwill and intangible assets are recorded in an acquisition.

These two accounting standards are no strangers to us. Except for some subtle differences,
these international accounting standards follow the same ideas in the Statement of
Financial Accounting Standard (SFAS) 141 and SFAS 142, which govern United States
GAAP reporting (The US standards became effective on June 30, 2001 and were
discussed in our past issues). The underlying idea is to improve the relevance and
reliability of accounting information, as well as corporate governance in acquisition

transactions.
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Intangible Assets Valuation

Many acquisitions include the purchase of significant intangible assets within the target
companies. An intangible asset needs to be separately identified apart from goodwill

if it satisfies one of the following criteria: -

—_

. It is separable, i.e. it is capable of being separated or divided from the entity and
sold, transferred, licensed, rented or exchanged, either individually or together with
arelated contract, asset or liability; or

2. It arises from contractual or other legal rights.

According to our experience, intangible assets identified in business combinations

generally fall into the following five categories: -

* Market-related
* Customer-related
* Artistic-related
* Contract-based

* Technology-based

From a valuation perspective, three common methods can be employed to value intangible

assets: -

This involves identification of cash flow stream attributable
to a particular intangible asset. A discounted cash flow
analysis is performed with a discount rate matching the risk
characteristic of that asset.

Income Approach

This method usually applies to intangible assets that are
vital to the future success of the company (e.g. programming
technology for a software development company).

Cost Approach

This is a replacement cost analysis aiming to assess the cost
to rebuild a particular intangible asset.

Market Approach This looks for market transactions for similar intangible
assets. This method is generally not applicable due to the

unique nature of many intangible assets.

Impairment Test

As mentioned above, goodwill and other intangible assets of indefinite live are now
subject to an annual impairment test. Such impairment test must be performed at the
"Cash Generating Unit" (CGU) level. Technically, the CGU to which goodwill is
allocated for the impairment test must represent the smallest unit for internal management

control purposes.

Such definition is a bit vague and can have different interpretations. At one end of
the spectrum, CGU can be as large as an operating segment. While at the other end
of the spectrum, a CGU may consist of one single legal entity only. Thus, the under-
performance of a particular unit will require an impairment charge, and cannot be offset

by other units.
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In addition, the initial value of goodwill is directly related to the financial forecast of
the CGU. Therefore, if such forecast turns sour in future years after the acquisition,
it will likely lead to a goodwill impairment. In the worst case, the entire goodwill will
be written off which will certainly have a negative impact on the income statement of

the parent company for the year in question.

Under the new accounting standards, more work is required in the identification of
intangible assets and their economic lives in an acquisition. It requires the buyer to
have a better understanding of both the acquired business and the intangible assets
driving the value of that business. To meet this new challenge, management will need
a combination of up-to-date valuation techniques, and a good understanding of the
business model and the accounting rules. That translates to the need for a close working
relationship with the transaction team of company management, valuation specialists,

accountants and other advisors in an acquisition exercise.

Article prepared by Ricky Lee, Assistant Vice President and Simon Tsang, Manager, Financial Valuation Group,

American Appraisal China Limited.
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Upcoming Event
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Mergers & Acquisitions Summit China 2005
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June 15-16, 2005
Mergers & Acquisitions Summit China 2005, Beijing

Mr. Patrick Wu, President & Managing Director of American Appraisal China Limited,
has been invited to speak at the conference, on the topic of "Asset & Business Valuation
for M&A in China", on June 16, 2005.

The event is organized by C5, a leading international conference organizer. The Summit
will bring together senior government officials, companies that have been involved in
recent M&A transactions, banks that have financed the transactions, and leading M&A
lawyers and consultants. These experts will give information and insights, based on
their own experiences.

For more information, please visit C5's website: www.c5-online.com

Successful Main Board Listings for Fast-growing Hong Kong
Fashion Retailers
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IT bauhaus

LT (999) Bauhaus (483)
American Appraisal conducted the required valuations for the listings of I.T
Limited (999) and Bauhaus International (Holdings) Limited (483). We wish I.T
and Bauhaus much success following their listings on the Main Board of the Hong
Kong Exchange.
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1. Mr. Patrick Wu, Managing Director, American e A porca RO
Appraisal China Ltd. spoke for the opening i s (IFRS

2. Mr. Con Conway, Representative for the Hong
Kong Institute of Directors
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Event Review
March 16, 2005

Briefing on International Financial Reporting Standards (IFRS)
Recent Developments in Valuation, Business Combinations, Impairment and Impacts
on Corporate Governance

The date of January 1, 2005 has passed and the Hong Kong financial reporting standards
have now converged with International Financial Reporting Standards (IFRS). These
new standards impact the way all companies approach the reporting of business

combinations, valuation of assets, impairment and corporate governance.

To shed light on these complex issues, the Hong Kong Institute of Directors and
American Appraisal China Ltd. co-organized a seminar on this important topic on
March 16, 2005. An international team specializing in valuation, financial reporting
standards and business combinations delivered a presentation on this topic.

CFOs and Senior Management of local and multi-national corporations were invited
to join the event. We demonstrated the impacts of the new IFRS on corporate governance
and approaches to business combination, including the effects on reported earnings
and fair value reporting on balance sheet.

Topics of the Conference included:

* Opening speech by Mr. Patrick Wu, President & Managing Director, American
Appraisal China Limited

* "Corporate Governance in the Hong Kong Context", by Mr. Con Conway,
Representative for the Hong Kong Institute of Directors

* "Corporate Governance and Legislative Review — Global", by Mr. Richard Siladi, Senior
Vice President, American Appraisal Associates, National Director, Financial Valuation

* "International Financial Reporting Standards, Review of Selected Standards", by
Mr. Ingo Schneemann, Managing Director, American Appraisal Germany

* "[AS Convergence, Emerging Issues and Fair Value", by Mr. Gerald Mehm, Senior
Vice President, American Appraisal Associates

 "Intangible Asset Identification and Measurement", by Mr. Ricky Lee, Assistant

Vice President, American Appraisal China Limited

The event drew much attention and attracted more than a hundred guests to participate,

including company directors and financial professionals, as well as the mass media.
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Mr. Richard Siladi Mr. Ingo Schneemann Mr. Gerald Mehm
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American Appraisal's Global Developments
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New Non-Executive Chairman and Managing Director of London Office Announced

American Appraisal's London office is pleased to announce the following new team members reflecting

our expansion in UK:

* Mr. John Barnsley as the new Non—Executive Chairman of American Appraisal UK

* Mr. Peter Sanders as the new Managing Director of American Appraisal UK

 Mr. Nick Bennet as the new Director of our Real Estate Advisory Group (REAG) Europe based in UK

¢ Prof. Roger Mills (Head of the Faculty for Finance & Accounting at Henley Management College)
as a new Special Adviser to American Appraisal's global offices

* Mr. Ray Heinz as the new Senior American Appraisal Associates (US) representative in London

A series of events will be held in London in the summer to celebrate these new appointments, including

a cocktail reception on June 8§ to introduce to UK clients and guests American Appraisal's Global and

UK teams. Please feel free to contact us for details of this function
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Recent Experience -

Valuation for Galaxy Casino

The casino business in Macau is expanding rapidly in
recent years. American Appraisal China Limited has the
opportunity to share this exciting development by taking
part in the business enterprise valuation of the Galaxy
Casino. American Appraisal has extensive global experience
in the gaming and entertainment industries and we look
forward to the prosperous development of the entertainment
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business in Macau.
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Beijing Office Expansion - Relocation and New Staff

Due to expansion, our Beijing office will be relocating to larger space, also in Beijing CBD, in the summer. In Business Development,
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we welcome Sherry Xie who brings with her extensive experience in the banking and securities industries; we also welcome Julian
Zhao who possesses an international accounting background, as an Analyst of the Business Valuation Group.
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Tel: (852) 2511 5200
Fax: (852) 2511 9626
Tony Ho: tho@american-appraisal.com

Fax: (86) 21-6335 0125

Beijing Office

JexCH

Unit 608, IBM Tower, Pacific Century Place,
2A Gong Ti Bei Lu, Chaoyang District, Beijing, PRC 100027 Guangzhou, PRC 510620
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Tel: (86) 10-6539 1334 /6539 1335

Fax: (86) 10-6539 1336

Sammy Lai: slai@american-appraisal.com

Guangzhou Office
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4 510620

Fax: (86) 20-3891 2878

Worldwide Network
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Tel: (86) 21-6335 0130/6335 0132

James Kwok: jkwok @american-appraisal.com

Tel: (86) 20-3891 2300/3891 2303

Tel: (86) 755-2655 1630
Fax: (86) 755-2655 1712
Tommy Wang: asianmailbox @american-appraisal.com

Room 2303, 23/E,, Citic Plaza, 233 TianHeBei Road,
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Joe Zhou: jzhou@american-appraisal.com

Austria, Canada, China, Czech Republic, France, Germany, Greece, Hungary, Italy, Japan, Portugal, Russia, Spain, Thailand, United Kingdom, United States
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For further details, please visit our website

IR — B A A TOERFI RO » G5 SRR A it

www.american-appraisal.com.hk
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