IFRS 3 Business Combinations
The objective of the standard is “to specify the financial reporting by an entity when it undertakes a business combination.  In particular it specifies that all business combinations should be accounted for by applying the purchase method.  Therefore the acquirer recognises the acquirees identifiable assets and liabilities at their fair values at the acquisition date, and also recognises goodwill, which is subsequently tested for impairment rather than amortised.”
“A business combination is the bringing together of separate entities or businesses into one reporting entity… one entity (the acquirer) obtains control over the other entity or business (the acquiree)” (para 4).

Control is the power to influence direct and ultimately govern the financial policies of a business so as to benefit from its operating activities.

In an acquisition the acquirer accounts for and recognises the acquiree’s identifiable assets, liabilities and contingent liabilities at their fair values at the date of acquisition and also recognising goodwill.

Any non-current assets defined as “held for sale” are also recognised at fair value but less costs to sell.

Goodwill is not to be amortised.  It is to be tested for impairment at least annually.

Groups that result from a business combination, prepare consolidated financial statements in accordance with IAS 27 Consolidated and Separate Financial Statements.

Implications for the user of IFRS 3

· Where the fair value can be measured reliably the intangible assets of the acquiree are separately recognised.  Such intangibles may include on-going research and development that have not been recognised by the acquiree.
· The acquirer should not recognise liabilities for future losses or costs as restructuring that it expects to incur as a result of the business combination.

Recognition is restricted to those liabilities and contingent liabilities of the acquiree that exist at the date of the business combination.

· Goodwill recognised before IFRS 3 came into effect is subject to IFRS 3.


Such goodwill is no longer amortised although prior amortisation will not be reversed.  If the entity had previously deducted goodwill from equity, that goodwill is not re-instated.

· IFRS 3 is not applicable to:

·     formation of joint ventures

·     business combinations

involving entities under common control.

· Combinations where entities are brought together by contract alone without obtaining an ownership interest.
Analysis of the Standard’s Objectives
There are three distinct concepts here that include:

· Business combinations should be accounted for by applying the purchase method.

· The acquirers recognition of the acquirees identifiable assets and liabilities and contingent liabilities at their fair values;  and

· Recognition of goodwill.

Applying the Purchase Method
There are three key terms defined in the standard that are relevant here.

· Business combination.  The bringing together of separate entities into one reporting entity.

· Business combination involving entities or businesses under common control.  A business combination in which all the combining entities or businesses ultimately are controlled by the same party or parties both before and after combination, and control is not transitory.

· Acquisition date.  The date on which the acquirer effectively obtains control of the acquiree.

IFRS 3 states that all business combinations shall be accounted for by applying the purchase method.

This method views a business combination from the perspective of the acquirer.  The acquirer purchases net assets and recognises the assets acquired and liabilities and contingent liabilities assumed.

When applying the purchase method there are three separate steps:

· Identifying the acquirer.

· Measuring the cost of the business combination.

· Allocating, at the acquisition date, the cost of the business combination to the assets acquired and liabilities and contingent liabilities assumed.

Fair Values and Goodwill
To understand the importance of fair values in the acquisition of a subsidiary we need to consider the definition of goodwill.

Goodwill is “any excess of the cost of the acquisition over the acquirers interest in the fair value of the identifiable assets and liabilities acquired at the date of the exchange transaction.

The balance sheet of a subsidiary company at the date it is acquired may not be a guide to the fair value of its net assets.  For example, the market value of land and buildings may have risen greatly since it was acquired, but it may still appear in the balance sheet at historical cost less depreciation.

What then is Fair Value?
IFRS 3 defines fair value as “The amount for which an asset could be exchanged, or a liability settled, between knowledgeable, willing parties in an arm’s length transaction”.

IFRS 3 and Fair Values

The standard sets out general principles for arriving at the fair values of a subsidiary’s assets and liabilities.  The acquirer should recognise the acquirees identifiable assets, liabilities and contingent liabilities at the acquisition date only if they satisfy the following criteria:
· In the case of an asset other than an intangible asset, it is probable that any associated future economic benefits will flow to the acquirer, and its fair value can be measured reliably.
· In the case of a liability other than a contingent liability, it is probable that an outflow of resources embodying economic benefits will be required to settle the obligation, and its fair value can be measured reliably.

· In the case of an intangible asset or contingent liability, its fair value can be measured reliably.

Disclosure
The standard also contains disclosure requirements for all business combinations including the following information for each business combination that took place during the period:

· Names and descriptions.

· Acquisition date.

· Percentage of voting equity instruments acquired.

· Cost of the combination.

· Details of operations to be disposed of.

· Amounts recognised at the acquisition date for each class of the acquirees assets liabilities and contingent liabilities.

· Amount of any negative goodwill recognised in the profit and loss account.

· Amount of the acquirees profit or loss since acquisition.

Case Study
The following case illustrates the concepts outlined in the standard’s objectives relating to the financial reporting by an entity when it undertakes a business combination.

Dunn Plc acquires 75% of the share capital of Musgrave Plc on 30 September 2004 and the Balance Sheets of the companies at 30 September 2005.

Balance Sheet as at 30 September 2005

	
	
	Dunn
	
	Musgrave

	
	
	$000’s
	
	$000’s

	
	Non-Current Assets
	13500
	
	3500

	
	Investment in Musgrave
	  3600
	
	

	
	
	
	
	

	
	Current Assets:
	
	
	

	
	   Inventories
	  6700
	
	2100

	
	   Receivables
	  5100
	
	  850

	
	   Cash
	    250
	
	    60

	
	
	12050
	
	3010

	
	
	
	
	

	
	Total Assets
	29150
	
	6510

	
	
	
	
	

	
	Shareholders’ Equity
	
	
	

	
	
	
	
	

	
	Issued Share Capital
	  5000
	
	 1000

	
	Share Premium
	  2500
	
	   400

	
	Reserves
	  9500
	
	 2900

	
	
	
	
	

	
	Non-Current Liabilities: 
	  
	
	 

	
	   7% Loan Notes
	  8000
	
	 1500

	
	
	
	
	

	
	Current Liabilities:
	
	
	

	
	   Trade Payables
	  3400
	
	   490

	
	   Taxation
	    750
	
	   220

	
	
	
	
	

	
	Total Liabilities and Shareholders’ Equity
	29150
	
	 6510


The following additional information is also available:

· The share capital of both companies comprise ordinary shares of $1 each, there have been no changes in the year.

· Dunn acquired 750,000 shares in Musgrave on 30 September 2004 at a cost of $3,600,000.

· At 30 September 2004 the balance on the profit and loss account of Musgrave was $2,000,000.

· The fair value of Non-Current Assets of Musgrave at 30 September 2004 was $3,250,000, whereas the NBV at that date stood at $2,850,000.  The revaluation has not been reflected in the books of Musgrave.

· Goodwill arising on Consolidation has been subject to an impairment review and is valued at $_713000_________  at 30 September 2005.

To prepare the Consolidated Balance Sheet at 30 September 2005 we first need to consider the goodwill arising on the acquisition of Musgrave Plc and the minority interest at 30 September 2005.
Calculation of Goodwill on Acquisition

	Cost of Control Account

	
	$000’s
	
	$000’s

	750,000 shares $1 each
	3600
	75% share capital
	  750

	
	
	75% share premium
	  300

	
	
	75% revaluation reserve
	  300

	
	
	75% pre-acquisition profits
	1500

	
	
	Goodwill
	  750

	
	3600
	
	3600


Note:  Goodwill after impairment review at 30 September 2005 $713,000.

Minority Interest
	
	$000’s

	25% share capital
	  250

	25% share premium
	  100

	25% revaluation reserve
	  100

	25% pre-acquisition profit
	  500

	25% post acquisition profit (2900 – 2000 * 25%)
	  225

	
	1175


Consolidated Balance Sheet of Dunn Plc as at 30 September 2005
	
	
	$000’s
	
	$000’s

	
	Non-Current Assets
	
	
	  17400

	
	Intangible Asset
	
	
	      713

	
	
	
	
	

	
	Current Assets
	
	
	

	
	   Inventories
	8800
	
	

	
	   Trade Receivables
	5950
	
	

	
	   Cash
	  310
	
	

	
	
	
	
	  15060

	
	Total Assets
	
	
	$33173

	
	
	
	
	

	
	Shareholders’ Equity:
	
	
	$000’s

	
	
	
	
	

	
	Issued Share Capital
	
	
	    5000

	
	Share Premium
	
	
	    2500

	
	Reserve P/L a/c (*1)
	
	
	  10138

	
	
	
	
	

	
	Non-Current Liabilities:
	
	
	

	
	   7% Loan Notes
	
	
	    9500

	
	
	
	
	

	
	Current  Liabilities
	
	
	

	
	   Trade Payables
	
	
	    3890

	
	   Taxation
	
	
	      970

	
	
	
	
	

	
	Minority Interest
	
	
	    1175

	
	
	
	
	$33173


(*1)

	
	Reserves P/L a/c
	$000’s

	
	
	

	
	Reserve per Dunn Plc Balance Sheet
	  9500

	
	
	

	
	Less reduction in value of goodwill subject to impairment
	   (37)

	
	
	

	
	75% of post-acquisition profit of Musgrave Plc 
	

	
	(2900 – 2000 * 75%)
	    675

	
	
	10138
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