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IFRS 3 — Business Combination Steps

Identifying a business combination

Most company acquisitions are classified as business combinations. However, transactions involving purchase of
unrelated entity or groups of assets require further analysis to determine whether:

— What was acquired constitutes a business ?

— control has been obtained ?

Step 1

Identifying the acquirer

The party identified as the accounting acquirer will most often be the legal owner. However, IFRS 3 requires an in-
substance approach to identify the party that obtained control. This approach looks beyond the legal form of the
transaction and considers the rights of the combining entities and their former owners.

Step 2

Determining the acquisition date

It is the date the acquirer obtains control of the acquiree, usually the closing or completion date of the transaction.

Step 3

Recognizing and measuring identifiable assets
acquired and liabilities assumed

This is the most complex and time-consuming step which requires the acquirer to:

— Recognize identifiable assets acquired and liabilities assumed at the acquisition date, including some intangible
assets that may not have been previously recognized in the acquiree’s financial statements

— Measure identifiable assets acquired and liabilities assumed at fair value, with a few exceptions

— Determine the applicability of some specific recognition and measurement provisions

— Classify or designate the assets acquired and liabilities assumed.

Recognizing and measuring any non-controlling
interest (NCI)

The acquirer has a choice to measure present ownership-type NCI at either fair value or the proportionate interest
in the acquiree’s recognized identifiable net assets. When making the choice, several factors should be considered.
Decisions made at the time of the business combination cannot be revisited. The measurement of NCI affects the
amount of goodwill that can be recognized, and it can also impact post-combination reported results.

Determining the consideration transferred

Consideration transferred can include cash and other assets transferred, incurred liabilities and equity interests
Issued by the acquirer. Some consideration may be deferred or be contingent on future events. In addition,
consideration transferred in exchange for the acquired business may be different from the contractual purchase
price if the overall transaction includes elements that are not part of the business combination exchange. For
example, the following must be accounted for separately from the business combination:

Acquisition-related costs, including:
— Reimbursement of those incurred by the acquiree or the former owners
— Those paid directly to third parties
— The effective settlement of a pre-existing relationship between the acquirer and acquiree.

Step 4

Recognizing and measuring goodwill or a gain
from a bargain purchase

Goodwill or gain from a bargain purchase is measured as a residual amount.




Purchase Price Allocation (PPA)

Purchase price allocation (PPA) is a practice in which an acquirer
allocates the purchase price into the assets and liabilities of the target
company acquired in the transaction. The PPA helps to accurately
reflect value drivers for an acquired business and help financial
statement users understand what each part of the purchased business
IS worth.

The PPA analyses how the purchase price paid, also called
consideration, in an acquisition, needs to be allocated to the assets
acquired (both tangible and intangible) and the liabilities assumed. A
large component of the PPA s the identification and assignment of the
fair market value of all tangible and intangible assets and liabilities
assumed In a business acquisition as at the date of closing. The
difference between the purchase price and the sum of assets and
liabilities Is then recognized as goodwill, the residual value that the
company expects to monetise in the future from assets that do not exist
today, such as growth prospects or synergy effects. For identifiable
Intangible assets, some assets might have a finite remaining useful lite
limited by either contract or typical lite cycles in the sector, while others
may effectively have an indefinite life. Estimating the remaining useful
lite will include consideration of legal, technological, functional and
economic factors. Hence, some intangible assets will be subject to
amortization, while others will not.
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Balancing the Balance Sheet - Different Perspectives 47 7 7w

> Historical Cost (or Fair Value) Balance Sheet:

> Economic Balance Sheet:




Economic Basis of Intangible Assets TR

> Intangible assets represent an intellectual advantage

> Intellectual property can be exploited to achieve a competitive advantage
In the marketplace

> A greater % of global market capitalization is derived from intangible
assets, think Apple, IBM, BMW, Liverpool FC, Amazon, Google

> Economic advantage Is realized through enhanced margins, for example:

 Those without possession of the intellectual property must pay for its use through
licenses or royalty fees (franchising model)

1 Relationships with customers already exist, so marketing and selling costs are lower
(clients’ list and relationship)

4 An assembled workforce keeps hiring and training costs lower with higher efficiency
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The use of an intangible asset does not have physical limitations
d Multiple users

 Market size 1s only limiting factor

The value of the intangible asset increases as the number of users increases
 Adobe

J Facebook
J Whatsapp
1 Bein Sport
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An asset Is identifiable if it either

 Is separable, that Is, capable of being separated or divided from the entity and sold,
transferred, licensed, rented, or exchanged, either individually or together with a related
contract, identifiable asset, or liability, regardless of whether the entity intends to do so; or

A Arises from contractual or other legal rights, regardless of whether those rights are
transferable or separable from the entity or from other rights and obligations.

Source: IFRS 3, IVSC IVS 210 Intangible Assets, FASB ASC 805



Recognition of an Intangible Asset

Definition of Intangible Asset
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Categories of Intangible Assets
. Q —
Marketing-related i Customer-related &

Trade names | Customer lists or contracts
Internet domain names Order backlog

Non-competition agreements Non-contractual customer relationships

—_ : = BPE
Artistic-related 2 Contract- based |- Technology- related &fc
Plays Licensing and royalty agreements Patents
B00KS Leasing agreements Computer software
MusIC Supply contracts Databases




There are three main valuation approaches..

Cost
Approach

Market

Approach
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The choice of valuation
approach depends on
the nature of the asset
being valued.



The
Market

Approach
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d Under the market approach, the fair value
of the asset reflects the price at which
comparable asset is purchased under
similar circumstances.

1 Use of the market approach requires that
comparable assets and/or transactions be
avallable. This situation is most
commonly found when the acquired asset
Is widely marketed to third parties.

 Under these circumstances, the market
approach represents the most
appropriate approach for determining the
fair value of the asset.



The
Income

Approach
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1 The income approach is predicated upon the
value of the future cash flows that an asset will
generate over its remaining useful life.

 First, cash flows that the asset is expected to
generate are projected. This involves an
analysis of financial information and
discussions with management to develop the
future income stream attributable to the asset.

 Then, these cash flows are reduced by the
contributory asset charges (CAC) arising from
using other assets and contributing to that
revenue. The net cash flows are then converted
Into a present value equivalent through
discounting. The appropriate rate reflects the
risk associated with the asset and the time
value of money.



The Cost

Approach
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A The cost approach is based on the
principle of substitution i.e. no
rational investor will pay more for the
asset than the cost of procuring
assets of similar economic utility.

d Under the cost approach, each asset
IS adjusted to reflect its replication
value.
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Measurement of Non-controlling Interests (NCI)

> IFRS 3 allows an accounting policy choice, available on a transaction-by-transaction basis, to
measure non-controlling interests (NCI) either at:

d fair value (the full goodwill method), or
 the NCI's proportionate share of net assets of the acquiree (partial goodwill method).

> The choice in accounting policy applies only to present ownership interests in the acquiree
that entitle holders to a proportionate share of the entity's net assets in the event of a
liquidation (e.g. outside holdings of an acquiree's ordinary shares). Other components of non-
controlling interests must be measured at acquisition date fair values or in accordance with
other applicable IFRSs (e.g. share-based payment transactions accounted for
under IFRS 2 Share-based Payment). [IFRS 3.19



https://www.iasplus.com/en/standards/ifrs/ifrs2

Need help or insights with a
Purchase Price Allocation or
Intangible Assets Identification and
Valuation?

Contact us at FINSIGHTS
Consulting, we would be more than
happy to help!




NINSIGHTS

CONSULTING

“Thoughtful Financial Insights from your Trusted Advisors ”
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