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BUSINESS COMBINATIONS PHASE II

In January 2008 we—the International Accounting Standards 
Board—completed the second phase of the business combinations 
project.

The objective of the project, which we undertook with the US 
Financial Accounting Standards Board (FASB), was to develop 
a single high quality standard of accounting for business 
combinations that would ensure that the accounting for M&A 
activity is the same whether an entity is applying IFRSs or 
US generally accepted accounting principles (GAAP).  

The result of the project is that we have issued a revised version 
of IFRS 3 Business Combinations and an amended version of IAS 27 
Consolidated and Separate Financial Statements.  The FASB has issued 
SFAS 141(R) Business Combinations and SFAS 160 Noncontrolling 

Interests in Consolidated Financial Statements.

Why we undertook the project

A business combination is the acquisition of one business by another, and is part of 
what is commonly referred to as M&A (mergers and acquisitions) activity.  
Business combinations are an important feature of the capital markets.  In 2006 there 
were more than 13,000 M&A transactions worldwide.*  Just under half, with a combined 
value of €1.03 trillion (US$1.49 trillion), were completed by entities that apply US GAAP.  
Most of the rest, worth about €1.26 trillion (US$1.82 trillion), were completed by entities 
that apply International Financial Reporting Standards (IFRSs) or are moving to IFRSs.  
Over the last decade the average annual value of corporate acquisitions worldwide 
has been the equivalent of 8–10 per cent of the total market capitalisation of listed 
securities.

The project was designed to unify M&A accounting across the world’s major capital 
markets.  When we started the project we were observing rapidly accelerating 
movement of global capital fl ows—there has been a fi ve-fold increase in the volume of 
transatlantic deals between 2003 and 2006.  

Investors and their advisers assess how the activities of the acquirer and its acquired 
business will combine, which is challenging enough when entities use the same 
accounting.  It is more diffi cult to make comparisons when acquirers are accounting 
for acquisitions in different ways, whether those differences are a consequence of 
differences between US GAAP and IFRSs or because IFRSs or US GAAP are not being 
applied on a consistent basis.

* On average, about 75–80 per cent of the transactions involved public companies with the rest 
being private equity transactions.

Overview

Last year there 
were more than 

13,000 M&A 
transactions with 

a combined value 
of more than 

€2 trillion.  
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Why the business combinations project will 

lead to improved fi nancial reporting

We think the revised IFRS 3 and the amended IAS 27 will improve fi nancial reporting 
for those using IFRSs because:

the new versions address defi ciencies in the existing IFRS 3 and IAS 27 without 
changing the basic accounting; and

by rewriting IFRS 3 we have been able to unify M&A accounting across the 
world’s major capital markets.  

The revised IFRS 3 reinforces the existing IFRS 3 model but remedies problems that have 
emerged in its application.  The revised IFRS 3 will allow entities to choose to measure 
non-controlling interests using the existing IFRS 3 method or on the same basis as 
US GAAP.

The revised IFRS 3 is also more succinct than its predecessor, with a greater emphasis 
on laying out the principles for the application of the acquisition method to business 
combinations. 

As a result of the project, the FASB has made fundamental changes to its accounting for 
business combinations, most of which bring US accounting into line with the existing 
IFRS 3 and IAS 27.  Other improvements we made will change both IFRSs and US GAAP.  
These improvements are based on our experience with IFRS 3 and IAS 27 and the US 
experience with SFAS 141.  We have learned from each other.  

•

•

1. Only restructuring costs that the acquirer  
 is obliged to incur are recognised
2. Each asset and liability in a partial 
 acquisition is measured at 100% of its 
 fair value
3. Gains on a bargain purchase are income
4. In-process R&D is an asset
5. The date of acquisition is when 
 control is achieved
6. Allowing retrospective adjustment

1. Simplified measurement of goodwill  
 in a step acquisition
2. Acquisition-related costs are expenses
3. Contingent consideration recognised  
 at the acquisition date

Revised IFRS 3
US SFAS 141(R)

Initial recognition of a 
business combination Subsequent accounting

US SFAS 141 US ARB 51The starting point for 
US GAAP 

IFRS 3

Non-controlling (minority) interests 
are part of the equity of the group

Acquisitions or disposals of 
non-controlling interests are 

equity transactions

Amended IAS 27
US SFAS 160

IAS 27The starting point for the IASB

Improvements 
the boards agreed together

Aligned M&A accounting 
requirements

Changes the FASB made to 
align US GAAP with IFRSs 
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Next steps

There are still some differences between the revised IFRS 3 and SFAS 141(R).  Most of 
those differences are because of differences between other IFRSs and US GAAP.  We have 
designed the revised IFRS 3 with the intention that any future work on removing those 
differences will not cause us to have to make major revisions to IFRS 3.  Rather, our 
focus will be on, eventually, removing the exceptions to the principles in IFRS 3.

In December 2007 we added to our agenda a project to consider one of the exceptions—
the accounting for business combinations under common control.  This is an area that 
preparers, regulators and auditors have asked us to address.  

We will continue to monitor IFRS 3 and IAS 27 (which is part of an active agenda item 
dealing with consolidated fi nancial statements) both informally and through the more 
formal process of post-implementation review.
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Project history

The business combinations project became part of our initial agenda when the IASB was 
formed in 2001.  Accounting for business combinations had been identifi ed previously 
as an area of signifi cant divergence within and across jurisdictions.  Extensive work 
on the topic had been undertaken in the previous decade by national standard-setters, 
notably the group of national standard-setters and our predecessor, IASC, known as   
the G4+1.  

By the time the IASB was formed, the FASB had fi nalised SFAS 141 Business Combinations, 
which removed the merging (or pooling) of interests method and replaced amortisation 
of goodwill with a goodwill impairment test.  We received numerous requests from 
around Europe and Australia to make similar changes to the accounting for goodwill 
because entities applying IFRSs believed themselves to be at a disadvantage to those 
using US GAAP.  

We decided to split the project into two phases.  The fi rst phase would be short-term, 
addressing pooling of interests and goodwill impairment and amortisation in a 
replacement of IAS 22 Business Combinations.  The second phase would take a broader 
look at business combination accounting.  We started the two phases at about the same 
time, which meant that they ran in parallel until the fi rst phase was completed.  

We worked with the FASB on the second phase.  We concluded that sharing our 
resources and debating the issues together was the best way for each to improve the 
application of the acquisition method and to ensure a level playing fi eld by eliminating 
as many as possible of the differences between IFRS 3 and SFAS 141.

Before the fi rst phase had been completed we had already fi nished our analysis of the 
initial measurement of identifi able assets acquired and liabilities assumed in a business 
combination; the recognition of liabilities for terminating or reducing the activities 
of an acquiree; and the accounting for bargain purchases.  We decided to incorporate 
those decisions in the original IFRS 3, which was issued in March 2004, bringing the 
fi rst phase of the project to a conclusion.  The changes we incorporated in IFRS 3 moved 
IFRSs ahead of US GAAP.

As we explained in the basis for conclusions on the original IFRS 3, the second phase of 
the project would address the aspects of M&A activity for which there was no guidance.  
We were also examining the requirements that we had carried forward from IAS 22 into 
IFRS 3 without reconsideration.  The continuation of our work in the second phase of 
the project gave both boards the opportunity to address those parts of IFRS 3 and IAS 27 
(and the US equivalents) that we knew required additional work.  It also provided the 
FASB with the opportunity to catch up with the decisions already incorporated in IFRSs.  
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Changes to the IFRSs

The revised IFRS 3 and amended IAS 27 incorporate many changes from the exposure 
drafts that we made as a result of debating the proposals in the light of comments 
we received during our consultations.  The main changes that the revised IFRS 3 and 
amended IAS 27 will make to the existing requirements or practice are described below. 

Step and partial acquisitions

The requirement to measure at fair value every asset and liability at each step in a step 
acquisition for the purposes of calculating a portion of goodwill has been removed.  
Instead, goodwill is measured as the difference at acquisition date between the value 
of any investment in the business held before the acquisition, the consideration 
transferred and the net assets acquired.  

For a business combination in which the acquirer achieves control without buying 
all of the equity of the acquiree, the remaining (non-controlling) equity interests are 
measured either at fair value or at the non-controlling interests’ proportionate share 
of the acquiree’s net identifi able assets.  Previously, only the latter was permitted.  
Allowing this choice was a change from the proposal that was made in response to 
concerns expressed by many respondents.

Transparency and comparability

Acquisition-related costs must be accounted for separately from the business 
combination, which usually means that they are recognised as expenses (rather than 
included in goodwill).

An acquirer must recognise at the acquisition date a liability for additional 
consideration (contingent consideration).  Changes in the value of that liability after 
the acquisition date are recognised in accordance with other IFRSs, as appropriate, 
rather than by adjusting goodwill.  The disclosures required to be made in relation to 
contingent consideration have been enhanced.

New guidance to address diverging practice

We added requirements to specify that changes in a parent’s ownership interest in 
a subsidiary that do not result in the loss of control must be accounted for as equity 
transactions, remedying a defi ciency in the existing IAS 27.

We clarifi ed the requirements for how the acquirer accounts for some of the assets and 
liabilities acquired in a business combination that had been proving to be problematic—
replacing the acquiree’s share-based payment awards; being indemnifi ed by the seller; 
rights, such as franchise rights, that the acquirer had sold to the acquiree previously 
and are part of the business combination; embedded derivatives; cash fl ow hedges; and 
operating leases.

Other improvements

We brought within the scope of IFRS 3 business combinations involving only mutual 
entities and business combinations achieved by contract alone.  This ensures that the 
accounting for an important part of M&A activity for which there have been no IFRS 
requirements will be consistent with the accounting for other M&A activity.  

The revised IFRS 3 and 

amended IAS 27
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We removed an inconsistency in the existing IAS 27 by requiring that an entity must 
attribute a share of any losses to the non-controlling interests even if this results in the 
non-controlling interests having a defi cit balance. 

We added requirements to specify how, upon losing control of a subsidiary, an entity 
measures any resulting gain or loss and any investment retained in the former 
subsidiary.

Eliminating the differences between IFRSs and 

US GAAP

The changes described above were also changes that the FASB made to US GAAP.

Changes to US GAAP 

The changes made by the FASB to US GAAP are more fundamental than the changes 
we have made to IFRSs.  Among the more signifi cant of the changes it has made, all of 
which bring US GAAP into line with existing IFRSs, are:

classifying non-controlling interests as equity.

requiring restructuring charges to be accounted for as they are incurred, rather 
than allowing these to be anticipated at the time of the business combination.

requiring in-process research and development (IPR&D) to be recognised as a 
separate intangible asset, rather than immediately written off as an expense.  

aligning the acquisition date with the date defi ned in the existing IFRS 3 
(at present US GAAP uses the agreement date). 

recognising a gain on a bargain purchase in income (rather than by allocating it 
to some of the assets acquired).  

Remaining differences

We were not able to eliminate all differences between the existing IFRS 3 and IAS 27 
and their US GAAP equivalents.   

Different conclusions 

We reached decisions different from those reached by the FASB in relation to two 
matters—the measurement of non-controlling interests and three disclosure items.  
The revised IFRS 3 permits an acquirer to measure the non-controlling interests 
in an acquiree either at fair value or at their proportionate share of the acquiree’s 
identifi able net assets whereas SFAS 141(R) requires the non-controlling interests in an 
acquiree to be measured at fair value.  

Legacy differences between other IFRSs and US GAAP

Other differences remain because of the boards’ decision to provide guidance for 
accounting for business combinations that is consistent with other IFRSs or US GAAP.  
Many of those differences are being considered in current projects or are candidates 
for future convergence projects, which is why the boards allowed those differences to 
continue at this time. 

The boards have different defi nitions of control, because of differences between our 
consolidations standards.  As a consequence it is possible that a transaction that is a 
business combination in accordance with the revised IFRS 3 might not be a business 
combination in accordance with SFAS 141(R).  We have a separate project to replace 
IAS 27 and expect, as a fi rst step, to publish a discussion paper in 2008.  

•

•

•

•

•

The changes 
made by the 

FASB to 
US GAAP are 

more fundamental 
than the changes 
we have made to 

IFRSs.
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The revised IFRS 3 carries forward the defi nition of fair value from the existing version, 
which is based on an exchange value.  US GAAP defi nes fair value as an exit value.  We 
have a separate project in which we are considering the defi nition of fair value and 
related measurement guidance.

The boards have very similar requirements for recognising and measuring assets 
and liabilities arising from contingencies, both initially and after the acquisition. 
However, differences between the criteria for initial recognition (IFRS 3 has a ‘reliable 
measurement’ threshold whereas SFAS 141(R) has a ‘more likely than not’ threshold for 
non-contractual liabilities) might to lead to some differences in application.  We have 
an ongoing project to amend or replace the relevant IFRS—IAS 37 Provisions, Contingent 

Liabilities and Contingent Assets.

Our consultation process

Our public consultations on business combinations have been extensive and spanned 
several years.  The letters we received commenting on our exposure drafts were not 
our only source of feedback.  As well as taking part in the round-table meetings, our 
staff and individual Board members attended and gave presentations at numerous 
conferences and seminars and met many individuals and representatives of 
organisations.

Consultations leading to the exposure drafts 

Although exposure drafts are the most obvious part of our process of public 
consultation, our consultations on this project began much earlier.  By the time we 
published the exposure drafts we had debated the proposals at 28 of our public Board 
meetings and three joint public meetings with the FASB.  We also held meetings 
with our Standards Advisory Council (in public) and with industry groups and other 
interested parties to benefi t from their insight and expertise on specifi c issues, 
including industry-related questions.  We undertook an extensive series of fi eld visits as 
part of the fi rst phase of the project, visiting 44 entities in seven countries.*  Those fi eld 
visits helped inform the second phase of the project.

Because the project was conducted jointly with the FASB we were able to share staff and 
other resources.  The FASB set up a business combinations resource group comprising 
accounting, auditing, analyst, valuation and related fi nancial reporting experts in 
business combinations.  We consulted the FASB’s resource group members on various 
issues throughout the project and took part in meetings with them in April and August 
2003.  In 2004 FASB and IASB staff undertook fi eld visits to fi ve companies that had 
recently completed a business combination.

Exposure drafts

In June 2005 we published a joint exposure draft with the FASB to replace the 
original IFRS 3 and FASB Statement No. 141 Business Combinations (SFAS 141).  We also 
published related proposed amendments to IAS 27 and the FASB published a proposed 
statement to replace Accounting Research Bulletin No. 51 Consolidated Financial Statements 
(ARB 51).  The exposure drafts were open for comment for four months, ending on 
28 October 2005.  

Post-exposure draft consultation

In October and November 2005 we hosted, jointly with the FASB, fi ve public round-table 
meetings, which were held in the FASB’s offi ces (in Norwalk, Connecticut) and in 
London.  Representatives of over 50 leading organisations from around the world 
participated in the discussions. 

* Australia, France, Germany, Japan, South Africa, Switzerland and the United Kingdom.
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Throughout 2006 and the fi rst half of 2007, we debated the issues raised by respondents 
to the 2005 exposure drafts and by participants in the round-table meetings.  We also 
continued to consult the Standards Advisory Council, our Analysts Representative 
Group and other experts.  We had 13 public decision-making meetings, plus three joint 
public meetings with the FASB.  The FASB held a similar number of meetings, in all of 
which our staff took part.  

The staff and Board members continued to make public presentations about the 
project, which gave the opportunity for those attending to provide us with additional 
comments and input.  In addition, the project staff held many private meetings with 
respondents, to follow up matters raised in their comment letters.  

The staff fi eld tested aspects of the proposals, to help them assess whether revisions to 
the exposure drafts were addressing the matters raised by respondents.  This process 
included completing a case study in which participants were asked to account for a 
business combination.   They were provided with a purchase agreement and other 
pertinent information about the businesses and were asked to identify the assets 
acquired and liabilities assumed and to measure them at fair value.  This fi eld test 
involved the participants spending up to 300 hours of staff time completing the case 
study.

The staff also analysed fi nancial statements and M&A data, including undertaking 
simulations to assess the likely fi nancial reporting effect of the proposals.

Drafting 

In April 2007 we instructed our staff to prepare the revisions and amendments for our 
formal voting procedures.  Those drafts were sent to selected external technical experts 
for review.  

Post-implementation review

The standards issued in January 2008 will be subject to a post-implementation review 
two years after they have become mandatory.  Such reviews are limited to important 
issues identifi ed as contentious during the development of the pronouncement and 
consideration of any unexpected costs or implementation problems encountered.  

We will also continue informal consultations throughout the implementation of the 
revised IFRS 3 and the amended IAS 27.

The standards will 
be subject to a 

post-implementation 
review.
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Background

Feedback

We and the FASB received comment letters on the exposure drafts of 2005 from 287 
respondents.*  In our deliberation process we, together with the FASB, considered 
the matters raised in the comment letters along with matters raised through our 
other consultations.  The result is that the revised IFRS 3 and the amended IAS 27 
are different from those proposed in the exposure drafts.  Among the more notable 
changes were:

We decided not to proceed with the full goodwill model, which has a ‘whole 
of business’ emphasis.  Instead, we shifted the focus back to the components 
of business combination transactions, being the consideration transferred 
and the assets, liabilities and equity instruments of the acquiree. 

In response to concerns expressed by respondents, we allow preparers 
to choose between measuring non-controlling interests as their 
proportionate interest in the net identifi able assets of the acquiree (which 
is the requirement in the original IFRS 3) and fair value (which is the 
new requirement in US GAAP).  This will allow preparers to select the 
measurement basis most appropriate to their circumstances.

In response to concerns expressed by respondents, we have added a 
requirement to present a schedule that will make it easier to assess the 
interests the parent shareholders have in the group.    

We also ensured that the fi nal documents are drafted in a style familiar to the IFRS 
community.  

The sections that follow provide a more detailed explanation of the matters raised 
by respondents, and how our thinking was infl uenced in developing the fi nal 
standards.

Effect analysis

Before we issue new requirements, or make amendments to existing IFRSs, we 
consider the costs and benefi ts of what we are proposing.  This includes assessing 
the costs incurred by preparers of fi nancial statements and the costs incurred by 
users of fi nancial statements when information is not available.  We also consider 
the comparative advantage that preparers have in developing information, when 
compared with the costs that users would incur to develop surrogate information.

One of the main objectives of developing a single set of high quality global 
accounting standards is to improve the allocation of capital.   We therefore also 
consider the benefi t of better economic decision-making as a result of improved 
fi nancial reporting.

We expect our standards to have economic effects, and we expect those effects will 
be benefi cial for some entities and detrimental to others.  A change in fi nancial 
reporting requirements might affect the cost of capital for individual entities if, for 
example, the fi nancial reporting requirements change the absolute or relative level 
of information asymmetry associated with those entities.  

* About 70 of the letters were ‘form’ letters from organisations of co-operatives.

•

•

•

Feedback 
and effect analysis
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Our evaluations of costs and benefi ts are necessarily qualitative, rather than 
quantitative.  This is because quantifying costs and, particularly, benefi ts is inherently 
diffi cult.  Although other standards setters undertake similar types of analysis, there 
is a lack of suffi ciently well-established and reliable techniques for quantifying this 
analysis.  

Our assessment is also on the likely effect of the new requirements.  The actual 
effects will not be known until after the new requirements have been applied.  
We encourage academic researchers to perform empirical research into the way 
information mandated by our standards is incorporated into economic decisions.  
These studies, which focus on the role of accounting information in the capital 
markets, provide us with insights into how accounting information is incorporated 
into share prices.  Other studies focus on how changes to IFRSs affect the behaviour of 
parties, such as management.  We expect to consider relevant research as part of our 
post-implementation review.   

Some jurisdictions that incorporate IFRSs within their legal framework require, or 
elect to prepare, some form of regulatory impact assessment before a new IFRS, or 
an amendment to an existing IFRS, is brought into law.  The requirements vary from 
jurisdiction to jurisdiction, and in some cases have broader policy factors in mind than 
the effect on preparers and users.    

It is unlikely that we could prepare an assessment that meets the needs of every 
jurisdiction.  What we can do, however, is provide jurisdictions with input to their 
processes.  We can, for example, document what we learned during the development 
of an IFRS about the likely costs of implementing a new requirement and the ongoing 
costs.  We gain insight on the costs and benefi ts of standards through our consultations, 
both via consultative publications (discussion papers, exposure drafts etc) and 
communications with interested parties (liaison activities, meetings etc). 

Our expectation is that the assessment that follows will assist jurisdictions in meeting 
their requirements.

Assessing who bears the costs

Who bears the costs is important.  For example, an acquirer might choose to measure 
non-controlling interests at their proportionate interest in the net identifi able assets of 
the acquired business, rather than at fair value.  If analysts want to use the fair value of 
the non-controlling interests in a valuation, for example, each analyst will incur costs 
estimating that fair value.  Allowing a lower cost option for preparers can shift the 
costs to analysts and other users—assuming, in this example, that the analyst prefers to 
measure non-controlling interests at fair value.  It is also likely that the estimate of fair 
value made by each analyst will be less reliable than the estimate made by the acquirer.  
The analyst will not have access to as much information about the subsidiary.  If the 
analyst prefers to measure non-controlling interests at their proportionate interest in 
the subsidiary, then requiring them to be measured at fair value imposes a cost on the 
preparer with no benefi t to the users.  

In assessing the effect of IFRS 8 Operating Segments the Australian Accounting Standards 
Board stated:

There is no universally accepted methodology for quantitatively measuring costs 
and benefi ts of information presented in fi nancial reports. The costs of providing 
fi nancial information are incurred, in the main, by reporting entities, but extend 
in various direct and indirect ways to the users of general purpose fi nancial 
reports. There is no guarantee that the costs are borne ultimately by those who 
derive the benefi ts.*

* Australian Accounting Standards Board, Regulation Impact Statement, AASB 8 Operating Segments.
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Effect on the fi nancial reports

We have assessed how the changes to IFRS 3 and IAS 27 will affect the fi nancial 
statements, in terms of how the elements are measured and information available to 
users. 

Sometimes disclosure requirements will place into the public domain information 
prepared by the entity that users have not been able to observe directly.  The user might 
have been estimating this information on the basis of other sources.  The disclosure 
could, therefore, reduce information uncertainty.   This can have the effect of changing 
the way users view the business, perhaps affecting the cost of capital.  We think that 
changes to the disclosure or measurement requirements that reveal new information to 
users are appropriate because it should lead to a more effi cient allocation of resources 
within a capital market.  

A disclosure requirement might require entities to disclose information that is helpful 
to their competitors.  In such cases, the competitive advantage an entity enjoys could be 
reduced.  This is a cost to the entity—sometimes referred to as proprietary costs.  

It is not possible for us to assess how a change in the disclosure or measurement 
requirements in this IFRS will affect individual entities.  Therefore, our assessment of 
the effect on the fi nancial statements is descriptive rather than judgemental.  

Preparation costs

Preparation costs include the costs of collecting and processing information, 
seeking independent expertise and professional advice and auditing.  Changes in 
the recognition or measurement requirements in an IFRS could increase or decrease 
preparation costs.  For example, it is likely to be more costly to measure the fair value 
of non-controlling interests than it would be to measure the non-controlling interests’ 
proportional interest in the net assets of the acquired business.

Sometimes a change in the requirements of an IFRS will cause entities to change their 
accounting systems.  In other cases the requirements have ongoing cost implications.  
For example, changing an IFRS in a way that aligns its requirements more closely with 
how management accounts for a transaction is likely to reduce ongoing costs.  

If the requirements in an IFRS are not clear, or there is no guidance, the preparer will 
often have to seek independent advice and engage with its auditors to resolve the 
uncertainty about how to account for a particular type of transaction.  These costs 
should decrease if the requirements in the revised IFRS are clearer.

Analysis costs

Analysis costs include the costs of extracting data, identifying how the data have been 
measured and adjusting data for the purposes of including them in, for example, a 
valuation model.  The more work a user has to do to get the data into a form suitable 
for its purposes the higher the analysis costs.  

Comparability

Users prefer to have information that is comparable.  By comparable, we mean the 
ability of a user to compare information from reporting period to reporting period for 
an individual entity and between different entities in a particular reporting period.  
Comparability is, generally, achieved by having clear principles that lead to similar 
transactions or events being accounted for in a similar way.  

Usefulness

In making our decisions we have endeavoured to identify the information requirements 
of those who use the information.  We have assumed that users think information is 
useful if it helps them to assess the future cash fl ows of the entity.  Comment letters 
and our interactions with our user advisory groups have confi rmed that this is an 
appropriate basis for making this assessment.  
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Relative costs and benefi ts

In assessing the effect of the revised IFRS 3 and the amended IAS 27 our main focus 
has been on the likely costs and benefi ts of the new requirements relative to the 
requirements they are replacing.  

We have taken this approach for two reasons.  First, it is inherently diffi cult to measure 
costs and benefi ts in absolute terms.  Business combinations can vary signifi cantly in 
size and complexity and how the changes we have made to the accounting will affect a 
particular entity or user can also vary to the same extent.  It would not be meaningful 
to try to assess the average effect.  Second, the project is revising the accounting for 
business combinations.  Because we have requirements in place we think that it is 
appropriate to focus on the likely effect of a change rather than its absolute effect.  

Assessment of the likely effect

For each of the revisions to the original IFRS 3 and the amendments to IAS 27 we 
assessed the likely effect on preparers and users.  The sections that follow provide our 
assessment of the more signifi cant revisions.  For example, a decrease (increase) in 
preparation costs is described as having a positive (negative) effect.   

In some cases there might be no effect, or we assess the effect as being small.  For 
example, if analysts are reviewing the statement of comprehensive income and making 
their own adjustments to the reported amounts, we have assessed the cost of making an 
additional adjustment as being small if the information is disclosed.  In such cases we 
assess the changes as being neutral.  

General comments from respondents

Some respondents expressed surprise that the proposed revision of IFRS 3 was so 
different from the existing version.  Those respondents appear not to have been 
expecting a major rewrite of IFRS 3, particularly so soon after the IFRS had been issued.  
Some respondents thought the documents were too long and detailed.  

We think that this reaction is partly attributable to the style of the exposure draft and 
to the inclusion of illustrative examples in the application guidance.  The drafting 
changes gave a false impression that the changes to the requirements were also 
extensive.  

Rather than try to piece together a blend of IFRS 3 and SFAS 141 we had decided that a 
new common standard should be drafted.  As a result, the drafting differences between 
the proposed and existing IFRS 3 were far more extensive than the technical differences.  
And it did not help that the proposed revision to IFRS 3 was published only 15 months 
after the original IFRS 3 was issued.  

It was also clear that many respondents do not welcome change.  We observed that any 
change from current practice was more likely to be criticised than retaining current 
practice.  For example, many respondents applying US GAAP objected to the changes to 
US GAAP being proposed in relation to the classifi cation of non-controlling interests, 
restructuring charges, IPR&D, bargain purchases and the acquisition date.  Yet few IFRS 
respondents commented on those matters because they were not changes to existing 
IFRS requirements.

Not all the responses were negative.   Some respondents welcomed the additional 
guidance we proposed for the initial recognition of leases and identifi cation of what 
is part of a business combination.  Many respondents supported the elimination of 
differences between IFRSs and US GAAP. 
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Initial measurement of goodwill and 

non-controlling interests

Full goodwill

The focus of changes in M&A accounting standards over the last twenty years has been 
to provide better guidance on identifying what the acquirer is paying for and how to 
measure those items.  However, the most diffi cult area is acquisitions in which the 
acquirer gains control of the business but does not buy all of the shares (or equity) 
of the business.  In those cases there will be others who are also shareholders in the 
business (minority or non-controlling equity interests).

The model that underpins the existing version of IFRS 3 is that because the acquirer has 
control of a business it recognises 100 per cent of each asset and liability, even if it does 
not own 100 per cent of the shares.  The rationale is that by controlling a business an 
entity is able to control each of the assets and liabilities.  IFRS 3 already requires each 
of those assets and liabilities to be measured at fair value at the date the acquirer gains 
control.  In contrast, US GAAP requires each asset to be measured partly on the basis 
of fair value and partly on the basis of its carrying amount before the business was 
acquired. The FASB is changing to the original IFRS 3 model. 

Goodwill is the one exception to this basic approach.  Even though the acquirer 
controls the whole business, few accounting standards have required all of the goodwill 
to be recognised.  The common practice has been to recognise only the acquirer’s 
proportionate interest in the goodwill.  This is the approach in the original IFRS 3. 

In the exposure draft we proposed that the acquirer should be required to treat 
goodwill like other assets.  That would mean that all of the goodwill would be 
recognised, rather than just the proportion attributable to the controlling party.  
To implement that principle the exposure draft suggested a different emphasis for 
accounting for a business combination.  The idea was that the acquirer should start by 
measuring the fair value of the business as a whole.  The goodwill could then be derived 
by measuring the difference between the fair value of the business and the sum of the 
net assets acquired and liabilities assumed.  This approach is commonly referred to as 
the full goodwill method because it focuses on measuring the full value of the goodwill.  

Respondents’ comments—full goodwill

The proposal was not well received.  Many respondents stated that the proposal placed 
too much emphasis on estimating the fair value of the business and that this estimate 
can be unreliable.  Some respondents did not believe that goodwill is an asset and 
others believed that the full goodwill approach is inconsistent with their view that the 
fi nancial statements should focus on the parent’s shareholders.

Our response—a change in focus

In response to the concerns raised by respondents, and in the light of our own 
analysis, we decided not to continue with a focus on the fair value of the business 
as a whole or, as a consequence, the full goodwill method.  Instead, we shifted 
the focus back to the components of business combination transactions, being 
the consideration transferred and the assets, liabilities and equity instruments 
of the acquiree.  Any difference between the consideration transferred and the 
components of the business would be attributed to goodwill (or a gain on a bargain 
purchase).  This is the same approach as that in the existing IFRS 3.
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Step acquisitions

The exposure draft proposed simplifying the accounting for goodwill in a step 
acquisition (ie an acquisition in which an entity obtains control of a business in two 
or more steps).  The original IFRS 3 required entities to measure the fair value of each 
asset and liability at each step for the purposes of measuring the portion of goodwill 
attributable to that step.   The exposure draft proposed that the measurement of 
goodwill should be calculated as a residual on the basis of the fair values of the assets 
and liabilities at the acquisition date.  The exposure draft also proposed that any 
interest in the investment held immediately before the acquisition should be measured 
at fair value and any related gain or loss recognised in profi t or loss.

Respondents’ comments   

Most respondents supported the change to the measurement of goodwill.  

Our response 

The revised IFRS 3 incorporates the change proposed. 

Respondents’ comments   

Some respondents agreed that the previously held investment should be measured at 
fair value before being recognised but believed that the gain or loss from the initial 
measurement of the retained investment should not be recognised in profi t or loss.  
They argued that, by analogy with available-for-sale fi nancial assets, the gain or loss 
should be recognised in other comprehensive income. 

Our response 

We considered requiring any gain or loss to be reported as other comprehensive 
income.  However, achieving control of an entity causes the group to derecognise 
the previously held investment.  Recognising any related gain or loss in other 
comprehensive income would be inconsistent with the accounting for the 
derecognition of other assets.

Financial statement effect  

The acquirer might recognise a gain or loss associated with any differences between the 
fair value of previously held interests and their carrying amounts.  It is more likely that 
the acquirer will recognise a gain than a loss because of the impairment requirements 
in IFRSs.  

... we decided 
not to continue 
with a focus on 
the fair value of 
the business as 
a whole or, as a 

consequence, 
the full goodwill 

method.
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Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Signifi cantly 
reduced 
preparation 
costs

Positive Preparation costs should be reduced signifi cantly.  
This is because applying the original IFRS 3 to a step 
acquisition requires every asset and liability to be 
measured at fair value when each step is taken.  The 
new requirements eliminate this requirement for all 
steps before the acquisition date.

The acquirer must measure the fair value of any 
interest held before obtaining control.  That requires 
one additional valuation, at a time when the acquirer 
is measuring all of the assets.  The more steps the 
acquirer has taken, the more signifi cant the reduction 
in preparation costs.

Users

Assessment Effect Analysis

Minimal effect 
on analysis 
costs

Neutral Users tell us that if they are using an earnings-based 
model to value the entity they will adjust any gain or 
loss associated with the previously held interest out of 
reported earnings.

We are told that the marginal cost of making that 
adjustment is low because analysts and investors are 
already reviewing the fi nancial statements and making 
other adjustments.  

Increased 
comparability

Positive Goodwill will be measured on the same basis, rather 
than as an accumulation of past costs. 

Recognising the gain or loss on derecognition of the 
previously held investment ensures consistency with 
the derecognition of investments by other means.

Increased 
usefulness

Positive Goodwill will represent the additional amount the 
acquirer has paid over the value of the net identifi able 
assets of the business to gain a controlling interest at 
the date control was achieved.  Previously, goodwill was 
an accumulation of cost differences at each step.

  

Non-controlling interests

Our decision not to continue with a full goodwill model did not allow us to avoid the 
problem of how to measure non-controlling interests.  A non-controlling interest is a 
component of equity in the acquirer’s consolidated fi nancial statements.  We concluded 
that the usefulness of information about a non-controlling interest would be improved 
if the revised standards specifi ed a basis for measuring non-controlling interests that 
provides information to investors. 

Our consultations with groups of those who use fi nancial statements for making 
(or making recommendations about) investment decisions suggested that information 
about the acquisition-date fair value of a non-controlling interest would be helpful in 
estimating the value of shares of the parent company, not only at the acquisition date 
but also at future dates.  The fair value helps users to estimate the amount the acquirer 
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would need to pay to acquire the remaining non-controlling interests.  Measuring 
non-controlling interests at their acquisition-date fair value is also consistent with the 
way in which other components of equity are measured.

Respondents’ comments—concerns about measuring non-controlling 
interests

Our discussions with respondents indicated that the change in focus from assessing 
the value of the business as a whole to assessing the values of the components of the 
business did not alleviate all of their concerns.  They were particularly worried about 
how to measure the fair value of the non-controlling interests and the cost of doing so.

Our response—we are allowing a choice of measurement

After an extended debate we decided to allow an acquirer to choose between 
the two methods of measuring non-controlling interests by using the method 
required by the original IFRS 3, or measuring at fair value.  US GAAP will require 
non-controlling interests to be measured at fair value.  

Introducing a choice of measurement basis for non-controlling interests was not our 
fi rst preference.  In general, we think that alternative accounting methods reduce 
the comparability of fi nancial statements.  However, we were not able to agree 
on a single measurement basis for non-controlling interests because neither of 
the alternatives considered (fair value and proportionate share of the acquiree’s 
identifi able net assets) was supported by enough Board members to enable a 
revised standard to be issued.

We decided to permit a choice of measurement basis for non-controlling interests 
because we concluded that the benefi ts of the other improvements to, and the 
convergence of, the accounting for business combinations developed in this project 
outweigh the disadvantages of allowing this particular option.  We plan to include 
an assessment of the option in the post-implementation review of the revised 
IFRS 3.

Financial statement effect

Reported goodwill and non-controlling interests will, normally, be higher if the 
acquirer elects to measure non-controlling interests at fair value.

Entities that elect to measure non-controlling interests at fair value will be revealing 
more information about the value of those interests than entities that measure them at 
their proportionate interest in the net identifi able assets.

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

The effect on 
preparation 
costs will vary

Neutral Entities that elect to measure non-controlling 
interests at fair value will incur higher preparation 
costs (through the use of independent expertise and 
audit costs) than entities that measure them at a 
proportionate interest in the net identifi able assets.  

Entities measuring non-controlling interests at their 
proportionate interest in the net identifi able assets have 
higher ongoing costs associated with administering 
impairment assessments.
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We have assessed this as being neutral because entities 
have discretion whether to incur the costs or use the 
alternative measurement basis. 

Users

Assessment Effect Analysis

The nature of 
the costs of 
analysis will 
change and 
depend on 
how entities 
measure non-
controlling 
interests

Neutral There are two competing factors.  On the one hand, a 
choice of measurement usually forces analysts to make 
adjustments to standardise the information, which 
is costly.  On the other hand, many analysts value the 
whole entity and then deduct their estimate of the fair 
value of the non-controlling interests to get to the value 
of the parent’s shares.  The cost of making that estimate 
is likely to be reduced for entities that elect to measure 
non-controlling interests at fair value.  It is on that basis 
that we assess the effect on costs as being neutral.

There is a 
reduction in 
comparability

Negative Allowing a choice reduces comparability for two 
items—goodwill and non-controlling interests.  The 
mitigating factor is that it is relatively easy to calculate 
non-controlling interests as a portion of identifi able net 
assets and, therefore, get to a common measurement 
base (it is not as easy to adjust the other way and would 
be costly to do so).  

Usefulness Neutral Users tell us that information about the acquisition-date 
fair value of non-controlling interests would be helpful 
in estimating the value of shares of the parent, not 
only at the acquisition date but also at future dates.  
For those entities choosing to measure non-controlling 
interests in this way we assess that users will have 
more useful information.  However, we have assessed 
the effect as being neutral because measuring 
non-controlling interests at fair value is an option.

Changes in the relative proportion of the 

controlling and non-controlling interests

After a parent has control of a business (subsidiary) the parent might increase its 
holding by buying additional shares from the non-controlling interests, or reduce its 
holding by selling some shares.  A parent’s relative interest in a subsidiary will also 
change if the subsidiary issues shares to a party other than the parent.  IAS 27 did not 
deal with accounting for any of these transactions.  At least six methods were being 
applied in practice.  

The controlling and non-controlling shareholders are all equity holders.  The exposure 
draft proposed that transactions between these equity holders should be accounted for 
on the same basis as any other transaction between equity holders—within equity.  Not 
only is this one of the simplest of the six methods but, more importantly, it is the only 
method that leads to the appropriate reporting of income and equity.  All of the other 
methods cause problems with how one or more of the components in the statement of 
fi nancial position or statement of comprehensive income are measured.

Respondents’ comments—little agreement on the preferred accounting

Few disagreed with the need to address the shortcomings in IAS 27 with regard to 
accounting for changes in non-controlling interests.  However, respondents’ views on 
the preferred approach were as diverse as the practice that had developed.
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Our response—we retained our proposals

We decided to retain the accounting proposed in the exposure draft.  We rejected 
the alternative approaches, which lead to assets being stated at inconsistent 
values or income being counted twice, as unacceptable.  

The business combinations project page on our Website includes some examples 
illustrating why we have concluded that the accounting in the amended IAS 27 
provides the most useful information about these transactions.* 

Respondents’ comments—non-controlling interests are a special class 
of equity and the fi nancial statements should focus on the shareholders in 
the parent

Although most respondents agreed that non-controlling interests are not a liability, 
some stated that non-controlling interests are a special class of equity that should 
be treated differently from the equity of the owners of the parent.  They noted that 
non-controlling interests represent equity claims that are restricted to particular 
subsidiaries, whereas the controlling interests are affected by the performance of the 
entire group.  Therefore, non-controlling interests bear risks and benefi t from the rights 
of the group to a degree different from owners of the parent entity. 

Many respondents perceived that by accounting for the purchase, or creation, of 
non-controlling interests as a transaction within equity we were moving towards an 
accounting model that focuses on the reporting entity to the detriment of the parent’s 
shareholders.  Those respondents believe that such a move hinders the ability of a user 
to assess the fi nancial position and performance of an entity from the perspective of the 
owners of the parent.  Those respondents stated that:

the primary purpose of consolidated fi nancial statements is to provide useful 
information for the principal users of consolidated fi nancial statements—ie the 
owners (current and potential) of the parent entity.

non-controlling interests have information needs that are different from those 
of controlling interests.  The information needs of non-controlling interests 
are best served by the fi nancial statements of the entity in which they have an 
interest.   

the parent entity perspective provides the most relevant information for users 
of consolidated fi nancial statements.  Owners of a parent entity are interested in 
information about the fi nancial performance and position of the group from the 
parent’s perspective to evaluate the stewardship of the entity’s management and 
the return on the entity’s invested capital.

Our response

We agree (and have always done so) with those respondents who commented 
that the owners of the parent are important users of the consolidated fi nancial 
statements and that the effects of transactions between the parent and the 
non-controlling interests should be clear.  But we do not agree that the accounting 
we proposed obscures the fi nancial performance of the parent.  

Our Framework includes defi nitions of liabilities and equity.  On the basis of those 
defi nitions, we concluded in our 2003 revision of IAS 27 that non-controlling 
interests are a separate component of equity.  The amendments to IAS 27 refl ect 
the consequences of that classifi cation.  We therefore decided to retain the basic 
proposals in the exposure draft.  

* See the resources section at the end of this document for information about how to access the 
site.

•

•

•
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Notwithstanding that the accounting is consistent with the Framework we decided  
to improve the disclosures by requiring entities to present a separate schedule 
showing the effects on the equity of the parent entity of transactions with the     
non-controlling interests.

We also know that the concerns of some respondents are more fundamental than 
disclosure and stem from their belief that we should adopt a parent perspective 
in business combination accounting and consolidations more generally.  
The accounting for changes in non-controlling interests is consistent with our 
Framework.  Therefore, we did not comprehensively debate the economic entity 
and parent entity perspectives as part of our business combinations project.  
We will, however, consider these matters in the proposed discussion paper on 
consolidations and, possibly, a forthcoming discussion paper on the conceptual 
framework.

Respondents’ comments—equity might be destroyed by these 
requirements

Some respondents disagreed with the proposed accounting because they were 
concerned about the effect on reported equity of the subsequent acquisition of 
non-controlling interests by the parent.  Those respondents seemed to be particularly 
concerned about the effect on the reported leverage of an entity that acquires 
non-controlling interests and whether this might, for example, cause those entities to 
have to renegotiate loan agreements.

Our response

We analysed the reported equity of the 600 largest listed entities in Europe 
at 31 March 2007.  Our analysis suggests that the concerns expressed by 
respondents about the possible widespread, and substantial, erosion of equity as 
a consequence of buying the non-controlling interest are not supported by the data 
we observed.  

We stress, however, that even if we had concluded that there was a high 
probability that the accounting we were proposing was likely to cause equity to 
be reduced signifi cantly we would not have made a different decision about the 
accounting.  We know that the proposed accounting for subsequent acquisitions 
of non-controlling interests results in a reduction in equity.  All acquisitions of an 
entity’s own equity result in a reduction of that entity’s reported equity.  Even a 
simple cash dividend increases the leverage of an entity.  Therefore, it should not 
have been surprising to respondents that acquiring non-controlling interests would 
also affect the leverage of an entity.  Such an outcome is a fair representation of 
the fact that resources have been transferred outside the group and the equity has 
been reduced.

If acquiring non-controlling interests causes the equity of a group to decrease to a 
very low level, or even become negative, the underlying reason for that outcome 
will have been a difference between the carrying amount of the equity being 
acquired and the amount paid.

Financial statement effect

Because many different methods are being used by entities presently applying IFRSs, it 
is diffi cult to assess the effect on the fi nancial statements.  The most likely effect will 
be that goodwill and equity will be lower in the case of an acquisition.  For a disposal, 
some entities will no longer be able to recognise a gain.  

The new disclosure requirements are likely to increase the amount of information 
revealed about transactions between controlling and non-controlling interests.
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Many respondents were concerned about the effect on reported equity of the 
accounting for acquisitions of non-controlling interests.  Although we remain confi dent 
that the accounting is robust, we did some empirical analysis to assess the concerns of 
these respondents.

We assessed the 600 companies in the Dow Jones STOXX 600.*   As a fi rst step we assessed 
the relative level of non-controlling interests to total equity (which includes the 
non-controlling interests).  The basic statistics are reported in the table below.  

The data reveal that 26 per cent of the STOXX companies do not have non-controlling 
interests.  A further 25 per cent of the STOXX companies have non-controlling interests 
equivalent to less than 1 per cent of equity.  Hence, approximately 50 per cent of the 
IFRS entities examined have non-controlling interests of less than 1 per cent of equity.    

We analysed the fi nancial statements of the 22 companies with the largest percentage 
of non-controlling interests relative to total equity, to get a better understanding of 
the reasons why their non-controlling interests were a relatively higher portion of 
total equity than other entities.  The two main reasons for non-controlling interests 
constituting a high proportion of total equity appear to be:

underperformance of those parts of the group in which there are no 
non-controlling interests; and

the investment strategy of the parent entity—entities that fund a lot of their 
operations using non-controlling equity providers.  

The observed proportion of non-controlling interests as a percentage of equity is lower 
than the comment letters suggested.  That said, the data we used are for the largest 
Europe-based IFRS entities.  It is possible that smaller entities have relatively more, or 
less, non-controlling interests.  We are also told that many countries that have reduced 
the degree of public ownership in their economies to become more reliant on private 
capital tend to have companies with high proportions of non-controlling interests.  
We do not have data to be able to assess these factors.    

We also performed further simulations based on the data of those 22 companies as 
if the non-controlling interests were acquired.  These are the companies for which 
acquiring non-controlling interests should have the largest effect on equity.

For each of the 22 companies we collected market capitalisation data and calculated 
the market-to-book ratio.  The reported non-controlling interests was then multiplied 
by this ratio to give a proxy for the fair value of the non-controlling interests.  Using 
the ratio in this way assumes that the market-to-book ratio is the same for all segments 
of the group, including those segments in which there are non-controlling interests.  
The actual multiple is unlikely to be the same, and the resulting measure is not likely 

* The Dow Jones STOXX 600 Index represents large, mid and small capitalisation companies across 
18 European countries: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Iceland, 
Ireland, Italy, Luxembourg, the Netherlands, Norway, Portugal, Spain, Sweden, Switzerland and 
the United Kingdom.

•

•

Reported non-controlling interests as a percentage 

of total equity

Number of observations 600

Mean 4.3%

Mode 0.0%

20th percentile 0.0%

40th percentile 0.4%

Median 0.8%

60th percentile 1.8%

80th percentile 6.5%
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to be the same as the fair value of the non-controlling interests.  Nevertheless we 
think that using the market to book ratio for the controlling interest as the ratio of 
non-controlling interests market to book is suffi cient for the purposes of our analysis.    

We then assumed that the parent acquired all of the non-controlling interests, paying 
out an amount equal to our fair value proxy.  The result is a hypothetical measure of 
what the reported equity might be if all of the non-controlling interests were acquired 
by the parent.  

As would be expected, equity was reduced in all cases.  This is neither a surprise nor a 
concern.  Acquiring non-controlling interests should reduce the reported equity of a 
group—because assets are transferred out of the entity to the non-controlling interests 
holders (for example, cash paid to acquire the shares). This is the outcome we expect 
for any transaction with owners.  A cash dividend has the same effect on leverage as 
acquiring non-controlling interests.  

Our analysis also tells us that concerns about the possible widespread, and signifi cant, 
erosion of equity as a consequence of buying out the non-controlling interests are not 
supported by the data.  We do know that some companies would report signifi cantly 
lower, or negative, equity if they bought out all of their non-controlling interests.  
However, those entities will have chosen to change the way they are fi nanced.  
The parent is acquiring the right to receive the share of the returns from the assets 
and liabilities previously allocated to the non-controlling interests.  The parent already 
controls the net assets but does not have rights to all of the returns of those assets.  
The parent is not investing in more assets, it is securing the rights to the returns from 
the assets it already controls and it is presently sharing with the non-controlling 
interests.

Many entities choose to buy out the other shareholders even if doing so reduces 
reported equity.  One of the entities we looked at reported non-controlling interests 
equal to 75 per cent of total equity.  It also reported total equity (including non-
controlling interests) as a proportion of total assets of 7 per cent, compared with an 
industry average of 45 per cent.  The main reason for the relatively low level of total 
equity appears to be that the entity held treasury shares at the year-end equal to 
22.6 times the carrying amount of reported equity.  The ability to reacquire such a 
signifi cant portion of its own shares is a sign of fi nancial strength of the company, yet 
the effect is that reported equity is reduced.  

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Reduced 
preparation 
costs

Positive Preparation costs should be reduced.  This is an area in 
which IAS 27 did not provide any guidance.  We are told 
that preparers incur costs seeking professional advice 
on how to account for these transactions.  The cost of 
calculating the information for the method we are 
requiring is low, relative to the alternative methods—it 
does not require any fair value measurements of assets 
or liabilities.  
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Users

Assessment Effect Analysis

Reduced 
analysis costs

Positive Costs of analysis are likely to be reduced for two reasons.  
First, the accounting will be consistent, which should 
reduce the costs of standardising the information.  
Second, most analysts adjust earnings for any gains 
reported on disposals of non-controlling interests.  That 
adjustment will no longer be necessary.   

Comparability Positive The comparability of the information should improve 
signifi cantly.

Usefulness Positive The improved comparability and the application of 
what we think is the correct accounting should result 
in signifi cant improvements in the usefulness of 
the information about acquisitions and disposals of 
non-controlling interests.

Fair value

The exposure draft included a requirement to measure the fair value of the business 
as a whole for the purposes of calculating goodwill.  That requirement would not 
have increased the number of assets or liabilities measured at fair value, although the 
requirement to measure the fair value of the business would have been new.   

Respondents’ comments—too much fair value

Many respondents expressed a concern that the proposals would lead to a signifi cant 
increase in the use of fair value measurement.  

Our response

As has been explained already, we decided not to proceed with the full goodwill 
method and, accordingly, there will no longer be a requirement to fair value the 
business as a whole.

The requirement to measure at fair value each asset acquired and liability assumed 
in a business combination was in IAS 22, which was issued in 1983.  Hence, the 
principle of measuring the components of a business at fair value, which was 
maintained in the original IFRS 3, is not new.  

We understand why respondents might have perceived that the proposals included 
more use of fair value, given the focus in the exposure draft on the fair value of the 
business as a whole.  

The changes to the fair value requirements will affect only contingent consideration 
arrangements and step acquisitions.  Whether an entity will need to make 
additional, or fewer, fair value measurements will depend on the circumstances of 
the acquisition, as the examples that follow illustrate. 

For those business combinations in which the acquirer purchases all of the 
shares in a business in one transaction, and does not enter into any contingent 
consideration agreements, the fair value requirements in the revised IFRS 3 will be 
the same as those in the version it is replacing.  This is the most common type of 
business combination.  

For those business combinations in which the acquirer achieves control by 
acquiring shares in steps the revised IFRS 3 is likely to reduce the fair value 
measurement requirements.  This is because, despite being required to measure 

The requirement 
to measure at fair 
value each asset 

acquired and 
liability assumed 

in a business 
combination was in 
IAS 22, which was 

issued in 1983.
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at fair value the investment held immediately before achieving control, the acquirer 
will not have to measure the fair value of each asset and liability at each step.  The 
greater the number of steps the acquirer takes before achieving control the more 
signifi cant the relief provided by the revised IFRS 3.

For partial acquisitions, in which the acquirer does not own all of the equity of a 
business but controls the business, the revised IFRS 3 will not change the fair 
value requirements.  The acquirer might elect to measure non-controlling interests 
at fair value, but this is not a requirement.

Other improvements to IFRS 3

Acquisition-related costs

The original IFRS 3 required fees paid in relation to a business acquisition to be 
included in the cost of the acquisition.  The result is that they were measured as part 
of goodwill.  These costs are not an asset, yet they could remain in the statement of 
fi nancial position indefi nitely.  

The new requirement, which is what we proposed in the exposure draft, is that fees 
paid for professional services in relation to a business combination will generally have 
to be recognised as an expense at the time of the acquisition, and the amount disclosed.  
This will also be a change for US GAAP, which had the same requirements as the 
original IFRS 3.

Feedback on the proposal was mixed.  Some preparers appeared to be unhappy about 
the effect on earnings of recognising those costs as an expense.  Analysts tell us that 
they generally treat those costs as a ‘one-off’ and therefore make adjustments for items 
such as this if they use earnings as the basis of their valuation of a business.

Respondents’ comments—recognising acquisition costs as an expense 
is a result of moving to a fair value model

Some respondents disagreed with the proposal because they think that recognising 
acquisition-related costs as expenses is a consequence of moving to a fair value model.  
They argued that other IFRSs require assets to be measured initially at cost and that this 
approach should be retained in the revised IFRS 3.  

Our response

We disagree with these respondents.  We have IFRSs that defi ne the elements of 
cost for the purposes of initial recognition.  Excluding acquisition-related costs from 
the cost of an asset is valid in a cost accumulation model.  Put simply, the Board 
does not accept that fees paid in relation to an acquisition are an asset or part of 
an asset.

Respondents’ comments—recognising acquisition costs as an expense 
is inconsistent with other IFRSs 

Some respondents agreed with the proposal but would have preferred us to address 
matters that affect several standards, such as transaction and acquisition costs, 
more broadly rather than to amend each standard as it becomes part of an active 
project.  Others disagreed with the proposal because they believed it will introduce 
new inconsistencies with how we measure assets in accordance with other IFRSs, 
particularly IAS 16 Property, Plant and Equipment.

Our response—we retained our proposals

We know that there are some inconsistencies in how our standards measure 
assets and liabilities.  Some items include transaction costs and others exclude 
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transaction costs on initial, and sometimes subsequent, recognition.  We 
considered whether we should amend other standards, such as IAS 16 and IFRS 5 
Non-current Assets Held for Sale and Discontinued Operations but decided that 
it would not be appropriate to do so without separately exposing such a proposal.  
Nevertheless, we see merit in considering smaller issues that affect many IFRSs, 
and will keep this in mind when we consider future projects.  

Having said that, we disagree with those respondents who think that we are 
creating a new problem.  The original IFRS 3 required assets to be measured at 
fair value, not fair value plus transaction or acquisition costs.  The revised IFRS 3 
does not change how those individual assets should be measured.  We are 
now requiring those costs to be recognised as expenses rather than included in 
goodwill.

Respondents’ comments—inability to assess return on assets 

Some respondents believed that recognising acquisition costs as expenses would make 
it impossible to assess the return on the total investment in the new subsidiary.  They 
argued that the acquisition costs need to be included in goodwill to ensure that the 
total outlay is refl ected in the statement of fi nancial position.

Our response—we disagree

This argument implies that the initial investment is in some way ‘preserved’ in the 
statement of fi nancial position.  This is not the case now, or under any business 
combinations standard we know.  A group will start depreciating assets, selling 
inventory etc as soon as the new subsidiary becomes part of the group.  This 
means that the initial ‘investment’ amount changes as soon as the parent takes 
control of the new subsidiary.  

Entities will be recognising through income the expenses associated with acquiring 
a business.  It is the (net) assets that will generate returns for the acquirer.  Those 
returns will have to be enough to recover the costs related to the acquisition.  

A user can identify the total outlay in the year the acquisition takes place by looking 
at the information that IFRS 3 (original and revised) requires entities to disclose.

Financial statement effect

The acquirer is likely to recognise a lower profi t in the year of an acquisition than 
it would by applying the original IFRS 3.  The difference is likely to average around 
1½ per cent of the total acquisition cost. 
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Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Preparation 
costs

Neutral There is no change in preparation costs.  

Users

Assessment Effect Analysis

Analysis costs Neutral Users tell us that if they are using an earnings-based 
model to value the entity they will adjust these costs 
out of earnings.  

We are told that the marginal cost of making that 
adjustment is low because analysts and investors are 
already reviewing the fi nancial statements and making 
other adjustments.  

Comparability Neutral There is no effect on the comparability of the 
information because the accounting for acquisition 
costs appears to be consistent.

Usefulness Neutral Some users tell us that they prefer these costs to be 
recognised as an expense and disclosed.  They think that 
this is preferable to including these costs in goodwill.  
Others tell us they are indifferent because they do not 
pay much attention to either goodwill or acquisition 
costs.  

Contingent consideration

As part of a business combination arrangement, an acquirer might agree to make an 
additional payment to the former owners of an acquiree (or have the right to a refund) 
depending on a particular outcome.  For example, the acquirer might agree to pay more 
if specifi ed sales or profi t targets are met, or a seller might agree to refund some of the 
purchase price if the acquiree breaches a regulation before the acquisition date.  These 
arrangements are commonly referred to as contingent consideration.  

The original IFRS 3 required contingent consideration to be included in the cost of a 
business combination at the acquisition date, but only if the additional payment or 
refund is probable and can be measured reliably.  Subsequent changes in the estimate 
of the amount of contingent consideration are accounted for as adjustments to the cost 
of the business combination and thus affect the amount of goodwill recognised.  There 
are no specifi c disclosure requirements related to contingent consideration, in relation 
to either the initial agreement or subsequent payments.  

We concluded that the delayed recognition of this part of the consideration is 
unacceptable.  The acquirer has entered into an agreement obliging it make additional 
payments and this is part of the consideration exchanged at the acquisition date.  
The existing requirements fail to represent fairly the consideration exchanged at the 
acquisition date.  

We proposed that the acquirer should be required to recognise the obligation to 
make additional payments as part of the business combination.  That liability should 
be recognised at its fair value at the acquisition date.  After the acquisition date the 
acquirer would account for changes in the fair value of the liability in accordance 
with other applicable standards (which will usually require changes in the fair value 
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to be recognised in income).  We also proposed requiring the acquirer to disclose the 
maximum potential amount of future payments under a contingent consideration 
agreement.

Respondents’ views were mixed.  Although the majority of respondents did not support 
the proposals, a signifi cant minority did.  There was more support for requiring a 
liability to be recognised at the acquisition date than there was for the subsequent 
accounting. 

Respondents’ comments—reliability

Respondents who disagreed with the requirement to recognise a liability, measured at 
its fair value, as part of the business combination argued that doing so would fail to 
provide users of fi nancial statements with information about the ultimate settlement 
amount of that obligation.  Many respondents were also concerned that it might not be 
possible to measure the acquisition-date fair value of contingent consideration reliably.  
They emphasised that some contingent consideration arrangements are a consequence 
of the inability of the acquirer and the seller of the acquiree to agree on the fair value 
of the acquiree.  They argued that the lack of agreement means that it would not be 
possible to measure the fair value of any additional payment reliably.   

Our response

The total consideration transferred will include any adjustments made as a result 
of contingent consideration.  The principle is that the consideration should be 
recognised at fair value.  

We think that it is inappropriate to allow an acquirer to keep this liability off the 
statement of fi nancial position because of a difference in expectations.  

When we published the exposure draft we thought that it is more informative to 
recognise the fair value of the liability and supplement this with a requirement to 
disclose the maximum potential amount of future payments under a contingent 
consideration agreement.  The revised IFRS 3 now requires an estimate of the 
range of outcomes of contingent consideration to be disclosed.

We know that measuring the fair value of some contingent consideration can be 
diffi cult, but delaying the recognition of some assets acquired or liabilities incurred 
in a business combination would cause the acquirer’s fi nancial statements to be 
incomplete and diminish the usefulness of the information provided.

Respondents’ comments—subsequent accounting

Most respondents disagreed with the subsequent accounting for contingent 
consideration.  Many of those respondents stated that changes in the fair value of the 
liability confi rm the acquisition-date fair value of the acquiree.  They argue, therefore, 
that goodwill should be adjusted by the change in the fair value because it is an 
adjustment to the purchase price for the acquiree.  

Our response

We think that this description of contingent consideration is an oversimplifi cation.  
Many contingent consideration agreements are motivated by a wish to share 
some of the future performance risk.  Rather than refl ecting valuation uncertainty 
at the date of the acquisition, the deferred settlement might be designed to 
share future outcomes.  If the business does not perform as expected there will 
be an adjustment to the deferred settlement, perhaps through a profi t-sharing 
arrangement.  

By obtaining control of the business, the acquirer has the ability to infl uence its 
performance.  In many cases the changes in the fair value of consideration relate 
to post-combination events and changes in circumstances related to the combined 
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entity.  In such circumstances, subsequent changes in the fair value of contingent 
consideration should be refl ected in the combined entity’s fi nancial performance.  
They are not related to the acquisition-date value of assets acquired or liabilities 
assumed in the business combination.  

This accounting effect is the consequence of entering into a contingent 
consideration agreement related to the occurrence or non-occurrence of future 
events.  Some contingent consideration arrangements that are recognised as a 
liability will have characteristics similar to those of a derivative.  The subsequent 
measurement of contingent consideration is consistent with the subsequent 
accounting for derivatives in accordance with IAS 39.  

Also, a change in the fair value of contingent consideration will often be offset by 
a corresponding change in the value of specifi c assets or liabilities to which the 
contingent consideration agreement relates.  For example, the acquirer might have 
agreed to the payment of additional consideration upon favourable settlement of 
a legal action in which the acquiree is involved.  If, after the acquisition date, a 
favourable settlement is obtained, two effects occur.  First, the acquiree recognises 
a gain from the release of the liability for the legal action.  Second, the acquirer 
recognises a loss from the increase in the fair value of contingent consideration. 

Respondents’ comments—incentives to manipulate results

Some respondents argued that the proposed subsequent accounting for contingent 
consideration would generate counter-intuitive results because the acquirer would 
recognise a gain from a decrease in contingent consideration caused by a deterioration 
of the fi nancial condition of the acquiree.  Some respondents thought that this 
also created incentives for an acquirer to overstate contingent consideration at the 
acquisition date because any subsequent decrease in fair value would be recognised as a 
gain in the acquirer’s statement of comprehensive income.

Our response 

We know that those incentives might exist.  However, we think that the accounting 
principle should not be compromised because of concerns about accounting 
abuse.  

It is intuitive, for such arrangements, that a poorer than expected performance of 
the acquired business is shared with the previous owners through a reduction in 
the additional consideration payable.  By specifying the basis for how the liability 
has been measured the acquirer will also be stating its expectations about the 
performance of the acquiree.  Presumably, the acquirer will need to explain 
to users why that expectation has not been met.  In some circumstances, the 
poorer than expected performance could lead to an impairment expense being 
recognised.

We are aware that the majority of respondents disagreed with the revised 
accounting treatment for contingent consideration after the acquisition.  Thus, 
we will monitor the application of the revised standard and include this aspect of 
IFRS 3 in the post-implementation review.

Financial statement effect

Entities will be revealing more information about these types of arrangements than 
was required by the original IFRS 3.

At the date of acquisition, some acquirers will recognise a liability for contingent 
consideration that would not have been recognised by applying the original IFRS 3.  
That amount would also be refl ected in a higher acquisition date measure of goodwill. 
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After the acquisition date, any change in the fair value (or difference upon settlement) 
will be reported in the statement of comprehensive income.  Applying the original 
IFRS 3 would generally see any additional payment added to goodwill and there would 
have been nothing recognised in the statement of comprehensive income.  

If the amount, if any, paid to settle the contingent consideration liability is equal to the 
initial fair value, the accounting outcome would be the same by applying either the 
revised or the existing IFRS 3.  

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Increased 
preparation 
costs

Negative It is likely that signifi cantly more contingent 
consideration arrangements will be recognised at the 
date of acquisition, which will require new fair value 
measures.  There are ongoing requirements to measure 
any liability at each reporting date until the liability is 
settled.

Users

Assessment Effect Analysis

Reduced 
analysis costs

Positive Analysis costs are likely to be lower as a result of the 
change, mainly because of the increased disclosure 
requirements.  It will also be easier to monitor the 
settlement of these arrangements. 

Comparability Positive The information should be more comparable because 
all contingent consideration arrangements will be 
accounted for in the same way. 

Usefulness Positive We made the decision to change the accounting 
for contingent consideration because we think the 
resulting information provides a better measure of 
the consideration for which the acquirer is liable.  
It also ensures that the accounting for the business 
combination is more complete at the acquisition date.  
On this basis we think the accounting will improve the 
usefulness of the fi nancial statements.

Users, however, have told us that they are concerned 
that acquirers will have an incentive to overstate the 
liability.  By doing so the acquirer is able to recognise 
a gain associated with a reduced obligation if the 
combined entity does not perform as well as expected.  
Therefore, the users are more sceptical about whether 
the information will be more useful.

Despite the scepticism of some users, we have assessed 
the effect on usefulness as positive because of the 
improved accountability and enhanced disclosure.

Extending the scope to include mutual organisations 

A mutual entity is an entity other than an investor-owned entity that provides 
dividends, lower costs or other economic benefi ts directly and proportionately to its 
owners, members or participants.  Common examples of mutual entities are credit 
unions, mutual insurance companies and co-operatives.  Combinations of mutual 
entities were excluded from the scope of the original IFRS 3.  
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At present, a combination of mutual entities is accounted for either in accordance 
with the acquisition method or the pooling of interests method.  As a consequence, 
the accounting for combinations of mutual entities is not consistent, either within 
that sector or with other business combinations.  Therefore, we proposed removing the 
scope exemption for combinations of mutual entities.

Respondents’ comments

Respondents that commented on the proposal were mostly mutual entities or their 
representative organisations.  The majority of respondents disagreed that combinations 
of mutual entities should be included in the scope of the revised IFRS 3 because they 
believe that mutual entities have particular characteristics that distinguish them from 
other business entities.

Many respondents stated that combinations of mutual entities are economically 
different from business combinations of investor-owned entities.  They believed that 
situations exist in which a combination of mutual entities should not be accounted for 
in accordance with the acquisition method.  In their view, in the case of a ‘merger of 
equals’, the pooling of interests method or the so-called ‘fresh start’ method provides     
more faithfully representational information.

Our response

We know that mutual entities have some characteristics that set them apart 
from investor-owned businesses.  However, they also have many common 
characteristics.  As do other businesses, mutual entities strive to provide their 
members with a fi nancial return or other economic benefi ts.  A mutual entity often 
does that by focusing on providing its members with its products and services at 
lower prices.

We think that the economic motivation for combinations of mutual entities, such 
as to provide their constituents with a broader range of, or access to, services and 
cost savings through economies of scale, are not suffi ciently different from those of 
other entities to justify different accounting for business combinations.  Regardless 
of the intentions of the combining entities, the general result of a combination 
involving only mutual entities is that one entity obtains control of another entity.  

Applying the fresh start method suggests that none of the combining entities is 
viewed as having survived the combination as an independent reporting entity.  
Rather, the combination is viewed as the transfer of the net assets of the combining 
entities to a new entity that assumes control over them.  It is possible that there 
are combinations of mutual entities for which the fresh start method would provide 
better information than the acquisition method.  However, we have yet to conduct 
a comprehensive review of the fresh start method and such a review is not part of 
our active agenda.  

Respondents’ comments

Some respondents stated that co-operatives do not fi t within the defi nition of a mutual 
entity.  They argued that co-operatives are different from mutual entities and those 
differences justify a different method of accounting for combinations of co-operatives.

Our response

We know that there are differences between co-operatives and other types 
of mutual entities.  For example, the objective of a co-operative might include 
providing social and cultural benefi ts to its community in addition to the economic 
benefi ts provided to its members.  However, co-operatives generally provide direct 
and indirect economic benefi ts such as dividends, lower costs of services or other 
products to their members.  We concluded that differences in the amount of social 
and cultural benefi ts that an entity provides are not a suffi cient basis to justify 
excluding co-operatives from the defi nition of a mutual entity.
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Financial statement effect

For entities that are within the scope of the revised IFRS 3 but were outside the 
scope of the original IFRS 3, application of the acquisition method is likely to cause 
a fundamental change in the accounting for business combinations.  The resulting 
statement of fi nancial position of the acquirer, immediately after an acquisition, is 
likely to differ signifi cantly from the statement of fi nancial position that would have 
resulted from its previous accounting.  

Affected entities will be revealing information about the fair values of assets and 
liabilities that might not have been known to investors and analysts.  

In future periods, it is likely that the affected groups will report lower profi ts if 
they had been applying the pooling of interests method.  This happens because the 
acquisition method requires assets and liabilities to be measured at fair value whereas 
the pooling of interests method allowed the acquirer to use old carrying amounts.  If an 
asset with a carrying amount lower than its fair value was sold after the combination, 
the pooling of interests method would allow the group to recognise a gain.  By applying 
the acquisition method, any gains are likely to be smaller because some of that value 
will have been recognised at the acquisition date.  

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Signifi cantly 
higher 
preparation 
costs

Negative Mutual entities (and those entities entering ‘by contract 
alone’ arrangements) are likely to have signifi cantly 
higher preparation costs, because many have been 
applying the pooling of interests method, which does 
not require assets and liabilities to be remeasured.

Users

Assessment Effect Analysis

Reduced 
analysis costs

Positive The costs of monitoring different accounting should be 
reduced.

Signifi cant 
increase in 
comparability

Positive There will be a signifi cant increase in comparability 
in those combinations involving mutual entities or 
in which the combination is by contract alone.  The 
accounting will be on the same basis. 

Increased 
usefulness

Positive The quality of the information should improve because 
the accounting for an acquisition provides more useful 
information about the ability of the group to generate 
future cash fl ows.  

Classifying and designating assets acquired and liabilities 

assumed

The accounting for a lease differs according to whether it is classifi ed as a fi nance lease 
or as an operating lease.  The original IFRS 3 did not provide guidance on whether 
the classifi cation or designation of an asset or a liability could change in a business 
combination.  

When we developed the exposure drafts we were concerned that practice was diverging, 
as a result of the lack of guidance.  We proposed clarifying that the classifi cation of an 
acquired lease should not change in a business combination.  Therefore, if the acquiree 
had classifi ed a lease contract as an operating lease before the business combination 
the acquirer would continue to account for the contract as an operating lease. 
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Respondents’ comments

Respondents generally agreed with the proposed treatment of lease contracts and 
thought the guidance was helpful.  Some asked us to go further and to provide 
additional guidance on how to classify or designate other assets acquired and liabilities 
assumed in a business combination, such as fi nancial assets, embedded derivatives, 
cash fl ow hedges and insurance contracts.

Our response

We agree with those respondents who requested additional guidance and decided 
that the best way to address this was to develop a general principle for classifying 
and designating contracts.

The principle we developed is that the acquirer should classify and designate all 
items acquired in a business combination at the acquisition date in the context of 
the contractual terms, economic conditions and other pertinent factors at that date.  
We decided, however, that two exceptions to that principle should be leases and 
insurance contracts.   

We think that the new principle will provide clarity in an area of divergence in 
practice.  This should reduce compliance costs for preparers and benefi t users of 
fi nancial statements.

Financial statement effect

We are not able to assess the effect on the fi nancial statements.  Some asset or liability 
amounts might change, but that will depend on how entities have been accounting for 
these items when applying the original IFRS 3.

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Entity-specifi c Neutral Preparation costs should be reduced because we have 
provided guidance for matters on which preparers are 
likely to have sought professional advice.  However, it is 
possible that the new guidance will result in a change 
in accounting for some entities that results in more 
costs than their current practice. 

Users

Assessment Effect Analysis

Analysis costs Neutral The costs of analysis are unlikely to be affected.  

Comparability Neutral We are providing guidance that should lead to 
consistency in how these items are measured.  However, 
in some cases carry-over amounts are required that 
can reduce comparability between entities.  Overall, 
our assessment is that the information will be more 
comparable, but the improvements are likely to be 
small.

Usefulness Neutral Our assessment of the effect on the usefulness of the 
fi nancial statements is similar to our assessment of 
comparability. 
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Intangible assets

We made several changes in relation to intangible assets.  We removed the reliability 
threshold for recognising intangibles, clarifi ed that an assembled workforce must not 
be recognised, and provided additional guidance in relation to reacquired rights.  

Financial statement effect

Because preparers have been accounting for intangible assets in different ways there 
might be changes in how these assets are reported, but we are not able to assess how 
individual entities will be affected.    

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Preparation 
costs 

Neutral We are told by preparers and auditors that removing 
the reliability threshold will not cause additional 
intangible assets to be recognised.  Thus there should be 
no additional costs of preparation.  

Users

Assessment Effect Analysis

Analysis costs Neutral The costs of analysis are unlikely to be affected. 

Comparability Positive The information should be more comparable.

Usefulness Neutral The increased comparability and clarifi cation that an 
assembled workforce is not a separately recognisable 
asset should improve the quality of the information 
about intangible assets.  However, there is mixed 
evidence on the usefulness of recognising intangible 
assets acquired in the acquisition of a business. 

Contingent liabilities

The exposure draft proposed some improvements to the accounting for contingent 
liabilities.  The original IFRS 3 requires contingent liabilities to be measured at fair 
value at the acquisition date, although an acquirer is not required to recognise a 
contingent liability if its fair value cannot be measured reliably.  The exposure draft 
proposed removing that exception.

The exposure draft also proposed changes to the measurement of contingent liabilities 
after the acquisition date.  The original IFRS 3 requires entities to measure contingent 
liabilities at the higher of the amount at which they were initially recognised or the 
amount that would be required to be recognised in accordance with IAS 37.  
The exposure draft proposed that, after a business combination, an acquirer should 
measure contingent liabilities at the amount that an entity would pay to settle or 
transfer the liability at the reporting date.  This was consistent with the accounting 
for contingent liabilities occurring outside of a business combination proposed in the 
exposure draft of amendments to IAS 37 (which we published simultaneously with the 
business combinations exposure drafts).
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Respondents’ comments

Respondents generally disagreed with the proposed measurement of contingent 
liabilities after a business combination, expressing concerns about the ability to 
measure contingent liabilities reliably, ongoing costs of having to remeasure contingent 
liabilities at each reporting date and volatility in the statement of comprehensive 
income.    

Our response

We understand the concerns respondents raised, most of which we have been 
debating as part of our deliberations in the IAS 37 project.  We think that it is best 
to resolve the accounting for contingencies in that project.  We therefore decided 
that the revised IFRS 3 should carry forward the original IFRS 3 requirements, with 
one difference.  We now also require that the contingency must meet the defi nition 
of a liability.  As a consequence, some contingencies that would be recognised 
when applying the original IFRS 3 will not be recognised when applying the revised 
IFRS 3. 

Financial statement effect

Contingencies now must meet the defi nition of a liability to be recognised in a business 
combination.  As a consequence, some contingencies that would be recognised when 
applying the original IFRS 3 will not be recognised when applying the revised IFRS 3.  
This will also lower the amount of goodwill recognised in those business combinations.      

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Preparation 
costs are likely 
to increase for 
most preparers, 
but could be 
reduced for 
some.

Negative Preparers will have to determine whether contingencies 
assumed in a business combination satisfy the 
defi nition of a liability.

Those preparers who identify contingencies that are not 
liabilities will no longer be required to measure those 
items at fair value, which will probably reduce their 
preparation costs.   

Users

Assessment Effect Analysis

Analysis costs Neutral It is unlikely that the changes will have much effect on 
analysis costs.

Comparability Positive Entities will no longer be recognising possible liabilities 
acquired in a business combination as if they are 
existing liabilities of the entity.  Thus, the accounting 
for these items is the same whether they are part of or 
outside a business combination.

Usefulness Positive Users will have information about which contingencies 
are present obligations and which contingencies are 
possible obligations.  
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Other improvements to IAS 27 

Attribution of losses

The existing version of IAS 27 requires losses that exceed the non-controlling interests’ 
equity to be deducted from the controlling interest’s equity.  Any profi ts the subsidiary 
reports subsequently are allocated to the controlling interest until the non-controlling 
interests’ losses previously absorbed by the controlling interests have been recovered.

The amended IAS 27 requires all losses attributable to the non-controlling interests to 
be allocated to them, even if this results in the non-controlling interests having a defi cit 
balance.  We have made this change because the present accounting is inconsistent 
with our conclusion that non-controlling interests are part of the equity of the group.  

Respondents’ comments

Some respondents agreed with the proposal because they noted that controlling 
and non-controlling interests share proportionally in the risks and rewards of the 
investment in the subsidiary and the proposal was consistent with that view.  Others 
disagreed, arguing that, even though controlling and non-controlling interests are 
presented in equity, they have different economic characteristics and should not be 
treated the same way.  They highlighted that the non-controlling interests are generally 
not compelled to cover the defi cit and that if the subsidiary requires additional capital 
in order to continue operations the non-controlling interests would abandon their 
investments.  

Our response

Although it is true that non-controlling interests have no further obligation to 
contribute assets to the subsidiary, neither does the parent.  If the fi nancial position 
of a subsidiary subsequently improves, all owners of the subsidiary, including 
the non-controlling interests, will share in that recovery.  Non-controlling interests 
participate proportionally in the risks and rewards of the subsidiary.  

We will review the requirements for disclosures in consolidated fi nancial statements 
as part of our discussion paper on consolidations.   

Financial statement effect

When the losses attributable to non-controlling interests exceed their carrying amount, 
the new requirement will result in higher equity attributable to the controlling interest 
and a lower non-controlling interests balance than the previous version of IAS 27.     

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Preparation 
costs 

Neutral Although the new requirements are simpler to 
administer, any associated benefi ts are likely to be small 
and we therefore assess the effect on preparation costs 
as neutral. 
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Users

Assessment Effect Analysis

Analysis costs Neutral It is unlikely that the changes will have much effect on 
analysis costs.

Comparability Neutral The new requirements will not affect comparability. 

Usefulness Positive Users will be able to assess the portion of a defi cit that 
relates to non-controlling interests.  This should help 
them to assess the effect on the shareholders of the 
parent in terms of whether the parent will need to 
provide additional assistance to a subsidiary that is in 
defi cit.

Loss of control of a subsidiary

Sometimes a parent loses control of a subsidiary but retains an ownership interest.  
Depending on the degree of infl uence the former parent retains in the former 
subsidiary, the remaining investment is accounted for as a jointly controlled entity, 
an associate or a fi nancial asset in accordance with other applicable IFRSs.  Before we 
amended IAS 27, it required that at the date control is lost the carrying amount of 
the retained investment is the initial measurement for its subsequent accounting as a 
fi nancial asset.  

This accounting is not consistent with the general principle in IFRSs that when a 
fi nancial asset is recognised initially it should be measured at fair value.  When a 
parent entity loses control of a subsidiary the parent stops recognising the assets, 
liabilities and equity instruments and recognises, for the fi rst time, an investment.  
That is to say, this is the initial recognition of that investment.  

Therefore, we proposed that any investment the parent retains in a former subsidiary 
after control is lost should be measured initially at fair value, regardless of whether the 
retained investment is classifi ed as an associate, a jointly controlled entity or a fi nancial 
asset.  At the date when control is lost, the difference between the fair value and 
carrying amount of the retained interest should be recognised in profi t or loss.  

Respondents’ comments

Even though some respondents agreed with the proposal, most respondents disagreed 
that the former parent should account for the retained investment at fair value and 
recognise a gain or loss in profi t or loss.  They believed that the principles for gain or 
loss recognition in the Framework would not be satisfi ed for the retained investment 
in the subsidiary because there was no transaction that justifi ed recognising a value 
change. 

Our response

We think that measuring the investment at fair value is consistent with our 
conclusion that the loss of control is a signifi cant economic event.  The 
parent-subsidiary relationship ceases to exist and an investor-investee relationship 
begins that differs signifi cantly from the former parent-subsidiary relationship.  
Therefore, the new investor-investee relationship is recognised and measured 
initially at fair value at the date when control is lost.
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Measuring a retained investment at fair value will impose some additional costs on 
preparers of fi nancial statements related to the valuation itself.  However, those 
additional costs should be relatively small because in most cases when control is 
lost the former parent will have just sold shares and therefore has an exchange 
transaction that will assist it in measuring the fair value of the shares it has 
retained.  

We also think that measuring the retained investment at fair value provides more 
relevant information to users of fi nancial statements and is consistent with the 
proposals for step acquisitions.  Therefore, we decided to affi rm the accounting 
proposed in the exposure draft.

Respondents’ comments

As with a gain or loss associated with a previously held investment in a step acquisition, 
some respondents argued that the gain or loss should be recognised in other 
comprehensive income.

Our response

Including any such gain or loss in other comprehensive income would be 
inconsistent with the fact that the nature of the investment has changed 
fundamentally—from having control over the assets and liabilities of the business 
to a non-controlling investment.  We therefore retained the proposed accounting.

Financial statement effect

Entities that retain a non-controlling interest in a former subsidiary are likely to 
recognise a larger gain than they would by applying the current IAS 27.  This is because 
of the requirement to measure that retained investment at fair value.  In such cases, the 
deemed cost of the investment in the former subsidiary will also be higher, by the same 
amount.

The fair value of the retained interest might be new information, but it is likely that 
similar information is already being disclosed.

Cost and benefi t assessment

Preparers

Assessment Effect Analysis

Preparation 
costs 

Neutral The parent will need to make one new fair value 
measurement.  However, in many cases that 
measurement is being made at the same time that 
the parent has sold some of the shares in the former 
subsidiary.  

Therefore, we think that these costs will be relatively 
low.  The new guidance on how to measure a gain or 
loss on disposal should reduce audit costs and the costs 
of seeking professional advice. 

On this basis we have assessed the likely effect on 
preparation costs as marginally negative. 
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Users

Assessment Effect Analysis

Analysis costs Neutral Most analysts are already adjusting out of earnings any 
gain or loss related to the loss of control of a subsidiary.  
Changing the amount of that adjustment does not 
affect the costs of analysis.

Comparability Positive Comparability should improve because entities will 
be measuring the gain or loss on a consistent basis.  
The initial measurement of the shares in the former 
subsidiary will also be on a consistent basis. 

Usefulness Positive We assess the increased comparability and the more 
relevant basis for establishing the deemed cost of the 
investment as combining to improve the usefulness of 
the information. 
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General assessment

Business combinations are not as pervasive as acquisitions of, say, property, plant and 
equipment.  Some entities never acquire another business.  Therefore, the likely effect 
of the requirements in IFRS 3 and IAS 27 will depend on the level of this type of activity 
and the details of the transaction.  For example, step and partial acquisitions tend to be 
more complex than acquisitions of all of the equity of a business.  

Preparers

The original IFRS 3 established the accounting for the acquisition of a business and 
specifi ed what information must be disclosed about the acquisition.  In general, 
neither the original or revised IFRS 3 create ongoing accounting or disclosure burdens.  
Rather, if an asset is recognised as part of a business combination the accounting and 
disclosure requirements after that initial recognition are governed by other IFRSs.   Our 
assessment is that the revised IFRS 3 and the amended IAS 27 will not cause preparers 
to change their accounting systems.

Many of the changes we have made to IFRS 3 and IAS 27 are designed to address areas 
for which practice is divergent, principally because of an absence of guidance in 
IFRSs.  Our assessment is that these changes will reduce preparation costs by providing 
preparers with clearer principles.  

Users

Our assessment is that the changes to the accounting for business combinations 
will lead to signifi cant benefi ts to users.  The accounting requirements in IFRSs and 
US GAAP will be substantially the same, making it easier to compare the fi nancial 
statements of entities undertaking acquisitions whether they apply IFRSs or US GAAP.  
Most of the changes that have led to this outcome have been made to US GAAP.  The 
changes to IFRSs have, in contrast, been relatively small.  

Some of the changes to IFRS 3 and IAS 27 have been made to address divergent practice.  
That is to say, we are addressing diffi culties in comparing business combinations, and 
subsequent accounting, within IFRSs.

Taken together, our assessment is that the project will lead to signifi cant improvements 
in the comparability of business combinations accounted for in accordance with IFRSs 
and between IFRSs and US GAAP.   

Typical business combinations

As we noted earlier, how the changes to IFRS 3 will affect an entity will depend on the 
terms of the acquisition agreement.  In this section we provide an overall assessment of 
the likely effect of the requirements on two types of business combination—100 per cent 
acquisitions and step acquisitions.  In this analysis we have included comments about 
changes that the FASB has made to US GAAP.

100 per cent acquisition 

Approximately 88 per cent of business combinations that occur in jurisdictions 
applying IFRSs involve the acquisition of all of the equity of the target entity in 
one transaction.   In such cases there is no previously held investment and no 
non-controlling interests.  This type of acquisition is, therefore, the most common 
business combination.  As a fi rst step, we assume that the acquisition does not 
include a contingent consideration agreement.
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The acquirer is likely to recognise an expense for acquisition costs, which we are 
told are approximately 1½ per cent of the acquisition price.  Some of the assets or 
liabilities assumed might be accounted for differently as a consequence of the revised 
IFRS 3 providing clearer recognition principles for items such as leases and embedded 
derivatives.  

Preparers Users

Acquisition costs There is no change in preparation 
costs. 

There are minimal additional 
assessment costs. 

There is no effect on the 
comparability of the information. 

Clarifi cation 
of initial 
recognition 
principle

Effect on preparation
costs is entity-specifi c.

Overall, our assessment is 
that the information will be 
more comparable, but the 
improvements are likely to be 
small.

US GAAP 
changes

n/a Improved comparability in 
relation to restructuring charges, 
bargain purchases and in-process 
R&D.

Overall effect Overall, our assessment is that preparation costs are likely to be 
reduced as a consequence of the amended requirements.

Comparability within IFRSs should improve marginally. 

The most signifi cant improvement in comparability will be 
between IFRS and US GAAP compliant fi nancial statements.  The 
changes made to US GAAP will make the accounting for business 
combinations more comparable.

100 per cent acquisition—contingent consideration agreement

For those acquisitions that include a contingent consideration agreement the 
preparation costs will increase because the associated liability will need to be measured 
at fair value—both initially and at each subsequent reporting period.  

Users will have more comparable, more timely and more helpful information about the 
contingent consideration arrangements.  

Step and partial acquisitions

Approximately 12 per cent of business combinations that occur in jurisdictions 
applying IFRSs involve the acquisition of only a portion of the equity.  In a step 
acquisition, the acquirer owns some of the equity in the target before it achieves 
control.  In a partial acquisition, after achieving control the acquirer does not own all 
of the equity.  That is to say, there are non-controlling interests.  

Step acquisition

Assuming that there are no non-controlling interests, the fi nancial statement effects 
are the same as for a 100 per cent acquisition.  In addition, however, the goodwill 
recognised is likely to be different from that reported in accordance with the original 
IFRS 3 and the acquirer might also report a gain, or loss, associated with measuring 
previously held interests at fair value.
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Preparers Users

Acquisition costs As with a 100 per cent acquisition

Clarifi cation of 
initial recognition 
principle

As with a 100 per cent acquisition

Previously held 
interest

Increased preparation costs, 
because of the requirement to 
measure the previously held 
interests at fair value.

More useful information and 
improved comparability.

Measurement of 
goodwill

Reduced preparation costs, 
because of the removal of the 
requirement to measure each 
asset and liability when each 
tranche of shares was acquired.

More consistent measurement of 
goodwill.

US GAAP changes n/a Improved comparability 
in relation to all assets,  
restructuring charges, bargain 
purchases and in-process R&D.

Overall effect Overall, our assessment is that preparation costs are likely to be 
reduced as a consequence of the amended requirements.  In some 
cases this reduction will be signifi cant.  

Comparability within IFRSs should improve marginally. 

The most signifi cant improvement in comparability will be 
between IFRS and US GAAP compliant fi nancial statements.  
The changes made to US GAAP will make the accounting for 
business combinations more comparable.

Partial acquisition

The fi nancial statement effects are the same as for a 100 per cent acquisition.  
In addition, the goodwill and non-controlling interests recognised will be different 
from that reported in accordance with the original IFRS 3, if the acquirer chooses to 
measure non-controlling interests at fair value.  

Preparers Users

Acquisition costs As with a 100 per cent acquisition

Clarifi cation of 
initial recognition 
principle

As with a 100 per cent acquisition

Measurement of 
non-controlling 
interests 

Additional preparation costs 
if the acquirer chooses to 
measure non-controlling 
interests at fair value.  Entities 
measuring non-controlling 
interests as their proportionate 
interest in the net identifi able 
assets have higher ongoing 
costs associated with 
administering impairment 
assessments.

More useful information if fair 
value is used.  Comparability 
is not affected because it is 
relatively easy to calculate the 
non-controlling interests as 
their proportionate interest in 
the net identifi able assets of the 
acquiree.
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Preparers Users

US GAAP changes n/a Improved comparability in 
relation to restructuring charges, 
bargain purchases and in-process 
R&D.

Overall effect Overall, our assessment is that, with the exception of measuring 
non-controlling interests, preparation costs are likely to be 
reduced as a consequence of the amended requirements.  
The benefi t of any reduced preparation costs will be mitigated if 
the acquirer measures non-controlling interests at fair value.   

Comparability within IFRSs should improve marginally, although 
the choice given to acquirers for measuring non-controlling 
interests could reduce comparability.

The most signifi cant improvement in comparability will be 
between IFRS and US GAAP compliant fi nancial statements.  
The changes made to US GAAP will make the accounting for 
business combinations more comparable.
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Resources
Additional information about the project is available on the Business Combinations 
project page of our Website, at www.iasb.org/business-combinations.

 The project page gives access to:

the exposure drafts published in June 2005.

the letters we received in response to our request for comments on the exposure 
drafts.

audio recordings of the public meetings we held to discuss the project and 
written summaries of the decisions we made at those meetings.

examples demonstrating the different approaches in practice to accounting for 
acquisitions and disposals of non-controlling interests, including an assessment 
of why the accounting in the amended IAS 27 is the most appropriate of these 
methods.

•

•

•
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