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Preface

PwC is pleased to offer our global accounting and financial reporting guide for Business combinations
and noncontrolling interests. This guide has been updated as of December 2017.

In January 2017, the FASB issued final guidance that revises the definition of a business. The changes
to the definition of a business will likely result in more acquisitions being accounted for as asset
acquisitions across most industries, particularly real estate and pharmaceuticals. The definition of a
business also affects many other areas of accounting, including disposals, consolidation, and segment
changes. BCG 1 discusses the revised definition and new framework, as well as the effective date and
transition.

In January 2017, the FASB issued final guidance that eliminates Step 2 of the current goodwill
impairment test, which requires a hypothetical purchase price allocation to measure goodwill
impairment. A goodwill impairment loss will instead be measured at the amount by which a
reporting unit’s carrying amount exceeds its fair value, not to exceed the carrying amount of goodwill.
BCG g discusses the new goodwill impairment model, as well as effective dates and transition.

References to US GAAP and IFRS

Definitions, full paragraphs, and excerpts from the FASB’s Accounting Standards Codification and
standards issued by the IASB are clearly designated, either within quotes in the regular text or
enclosed within a shaded box. The remaining text is PwC’s original content.

References to other chapters and sections in this guide

When relevant, the discussion includes general and specific references to other chapters of the guide
that provide additional information. References to another chapter or particular section within a
chapter are indicated by the abbreviation “BCG” followed by the specific section number (e.g., BCG
2.3.1 refers to section 2.3.1 in chapter 2 of this guide).

References to other PwC guidance

This guide focuses on the accounting and financial reporting considerations for business combinations
and noncontrolling interests. It supplements information provided by the authoritative accounting
literature and other PwC guidance. This guide provides general and specific references to chapters in
other PwC guides to assist users in finding other relevant information. References to other guides are
indicated by the applicable guide abbreviation followed by the specific chapter or section number. The
other PwC guides referred to in this guide, including their abbreviations, are:

o Fair value measurements, global edition (FV)

o Financial statement presentation (FSP)

o Financing transactions: debt, equity and the instruments in between (FG)

o Income taxes (TX)



Preface

Leases (LG)
Property, plant, equipment and other assets (PPE)
O  Revenue from contracts with customers, global edition (RR)

O Stock-based compensation (SC)

In addition, PwC’s Accounting and reporting manual (the ARM) provides information about various
accounting matters in US GAAP.

PwC guides may be obtained through CFOdirect (www.cfodirect.com), PwC’s comprehensive online
resource for financial executives, a subscription to Inform (www.pwcinform.com), PwC’s online
accounting and financial reporting reference tool, or by contacting a PwC representative.

Guidance date

This guide has been updated and considers guidance as of December 1, 2017. Additional updates
may be made to keep pace with significant developments. Users should ensure they are using the most
recent edition available on CFOdirect (www.cfodirect.com) or Inform (www.pwcinform.com).

Other information

The appendices to this guide include guidance on professional literature, a listing of technical
references and abbreviations, definitions of key terms, and a summary of significant changes from the
previous edition.

I O

This guide has been prepared to support you as you consider the accounting for transactions and
address the accouting, financial reporting, and regulated regulatory matters relevant to business
combinations and noncontrolling interests. This guide should be used in combination with a thorough
analysis of the relevant facts and circumstances, review of the authoritative accounting literature, and
appropriate professional and technical advice.

We hope you find the information and insights in this guide useful.

Paul Kepple
US Chief Accountant
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1.1

Scope

Chapter overview

This chapter discusses the key characteristics of a business and identifies which transactions require
the application of business combination accounting. Business combination accounting is referred to as
the “acquisition method” in ASC 805, Business Combinations (ASC 805), and in International
Financial Reporting Standard 3 (revised 2008), Business Combinations (IFRS 3) (collectively, the
“Standards”). Determining whether the acquisition method applies to a transaction begins with
understanding whether the transaction involves the acquisition of one or more businesses and
whether it is a business combination within the scope of the Standards.

Some differences exist between the definitions of a business combination under US generally accepted
accounting principles (US GAAP) and International Financial Reporting Standards (IFRS). The
converged definitions use terms that US GAAP and IFRS define differently in other nonconverged
standards. For example, the Standards state that for a business combination to occur, an acquirer
must obtain control over a business. US GAAP and IFRS define control differently. That difference
may lead to divergent accounting results. IFRS 10, Consolidated Financial Statements (IFRS 10),
incorporates the concepts of effective control and substantive potential voting rights, whereas US
GAAP does not.

New guidance

In January 2017, the FASB issued Accounting Standards Update 2017-01, Clarifying the Definition of
a Business. The changes to the definition of a business will likely result in more transactions being
accounted for as asset acquisitions rather than business combinations across most industries. The
definition of a business also affects many other areas of accounting, including disposals, consolidation,
and reporting unit determinations.

For public business entities, the guidance is effective for financial statements issued for fiscal years
beginning after December 15, 2017, and interim periods within those fiscal years. For all other entities,
the amendments are effective for financial statements issued for fiscal years beginning after December
15, 2018, and interim periods within fiscal years beginning after December 15, 2019. Early adoption is
permitted, including adoption in an interim period. Prospective application is required.

Guidance on whether an acquired group is an asset acquisition or a business combination
before and after adoption of ASU 2017-01 is covered in BCG 1.2 and 1.3, respectively.

Note about ongoing standard setting

As of the content cutoff date of this guide (December 2017), active FASB and IASB (collectively, the
“Boards”) projects may result in amendments to existing guidance. This includes the third phase in
the definition of a business project in which the FASB may revisit the accounting differences between
asset and business acquisitions and disposals.

Additionally, the IASB issued an exposure draft in June 2016 proposing to clarify the definition of a
business under IFRS 3, Business Combinations. The proposed amendments are substantially the same
as the amendments issued by the FASB in ASU 2017-01. A key distinction is the screen test (discussed
in BCG 1.3), which is required under US GAAP is optional in the IASB’s proposal. The proposed
amendments will likely result in more acquisitions being classified as asset acquisitions although the
impact is expected to be less significant compared to US GAAP. The new definition cannot be applied
under IFRS until guidance is issued and must be applied in accordance with the transition provisions.
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Financial statement preparers and other users of this publication are encouraged to monitor the status
of these projects, evaluate the effective dates and determine the implications on accounting,
presentation and disclosure.

Definition of a business — before adoption of ASU
2017-01

All transactions in which an entity obtains control of one or more businesses qualify as business
combinations. The Standards establish the following principle for identifying a business combination:

Excerpts from ASC 805-10-25-1 and IFRS 3.3

An entity shall determine whether a transaction or other event is a business combination by applying
the definition in this Subtopic [IFRS], which requires that the assets acquired and liabilities assumed
constitute a business. If the assets acquired are not a business, the reporting entity shall account for
the transaction or other event as an asset acquisition.

It is straightforward in most cases to determine whether a group of acquired assets and assumed
liabilities (i.e., an integrated set of activities and assets) is a business. However, this determination can
be complicated in some instances, including when the fair value of the acquired group is concentrated
in just one or a few assets, or when the acquired group produces little or no revenue.

As discussed in ASC 805-10-55-5 and IFRS 3.B7, an acquired group must have inputs and processes
that make it capable of generating a return or economic benefit for the acquirer’s investors to be
considered a business. Economic benefits can occur in many forms, such as dividends, capital
appreciation, or cost reductions.

The Standards define a business, inputs, processes, and outputs as follows:

Excerpts from ASC 805-10-20, ASC 805-10-55-4 and IFRS 3.A, IFRS 3.B7

A business is an integrated set of activities and assets that is capable of being conducted and managed
for the purpose of providing a return in the form of dividends, lower costs, or other economic benefits
directly to investors or other owners, members, or participants.

A business consists of inputs and processes applied to those inputs that have the ability to create
outputs. Although businesses usually have outputs, outputs are not required for an integrated set to
qualify as a business. The three elements of a business are defined as follows:

a. Input: Any economic resource that creates, or has the ability to create, outputs when one or more
processes are applied to it. Examples include long-lived assets [non-current assets] (including
intangible assets or rights to use long-lived assets [non-current assets]), intellectual property, the
ability to obtain access to necessary materials or rights, and employees.

b. Process: Any system, standard, protocol, convention, or rule that when applied to an input, or
inputs, creates or has the ability to create outputs. Examples include strategic management
processes, operational processes, and resource management processes. These processes typically
are documented, but an organized workforce having the necessary skills and experience following
rules and conventions may provide the necessary processes that are capable of being applied to
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inputs to create outputs. Accounting, billing, payroll, and other administrative systems typically
are not processes used to create outputs.

¢. Output: The result of inputs and processes applied to those inputs that provide or have the ability
to provide a return in the form of dividends, lower costs, or other economic benefits directly to
investors or other owners, members, or participants.

Inputs and processes that are not used to create outputs are generally not considered significant to the
determination of whether the acquired group is a business. As discussed in ASC 805-10-55-4 and IFRS
3.B7, whether the acquired group includes or excludes certain administrative or support processes,
such as accounting, payroll, and other administrative systems, generally will not impact the
determination of whether a business exists.

Not all of the inputs and associated processes used by the seller need to be transferred to be
considered a business. Under ASC 805-10-55-5 and IFRS 3.B8, a business exists if a market-
participant (see BCG 1.2.4) is capable of continuing to manage the acquired group to provide a
return (e.g., the buyer would be able to integrate the acquired group with its own inputs and
processes). Inputs and associated processes used by the seller that were not transferred, but that can
be easily obtained, indicate the acquired group is a business. See BCG 1.2.4 for further information.

The nature of the elements (i.e., inputs, processes, and outputs) of a business varies based on industry,
structure (i.e., locations of operations), and stage of development. The analysis of whether the
necessary elements in an acquired group constitute a business is fact specific. A new or developing
business may not have or need as many inputs, processes, or outputs as a larger established business.
Additionally, the absence of an element generally found in a business does not mean that the acquired
group does not constitute a business. As discussed in ASC 805-10-55-6 and IFRS 3.B9, while nearly all
businesses have liabilities, an acquired group need not have any liabilities to be considered a business.
An acquired group or acquired input that contains no processes is not a business.

ASC 805-10-55-5 and IFRS 3.B8

To be capable of being conducted and managed for the purposes defined, an integrated set of activities
and assets requires two essential elements—inputs and processes applied to those inputs, which
together are or will be used to create outputs. However, a business need not include all of the inputs or
processes that the seller used in operating that business if market participants are capable of acquiring
the business and continuing to produce outputs, for example, by integrating the business with their
own inputs and processes.

The acquirer’s intended use of an acquired group of activities and assets is not a factor in the
determination of whether an acquired group constitutes a business. As detailed in ASC 805-10-55-8
and IFRS 3.B11, it is also not relevant whether the seller operated the acquired group as a business.
For example, the fact that the acquirer intends to split the acquired group into components, sell some
of the components, and integrate the remaining ones, does not impact the determination of whether
the acquired group as a whole is a business.
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Development stage enterprises

Development stage enterprises that have no revenues may still be considered businesses. ASC 805-10-
55-7 and IFRS 3.B10 include key factors to consider to determine if a development stage enterprise is a
business, including whether:

o Planned principal operations have begun

o Employees, intellectual property, and other inputs and processes are present
o A plan to produce outputs is being pursued

o Access to customers that will purchase the outputs can be obtained

Not all of these conditions need to exist for a development stage enterprise to qualify as a business. For
example, under previous US GAAP, a development stage enterprise typically was not considered a
business until it had commenced its planned principal operations. Although a factor to consider, that
would not be a prerequisite under the Standards. Generally, a development stage enterprise that has
employees capable of developing a product will be considered a business.

The presence of goodwill

Under ASC 805-10-55-9 and IFRS 3.B12, it is presumed that a business exists when goodwill is present
in the acquired group. Evidence to the contrary would be needed to overcome this presumption.
Therefore, the presence of goodwill in the acquired group implies that the acquired group is a
business, and any inputs or processes that may be missing are unlikely to prevent the acquired group
from providing a return to its investors. An acquirer should consider whether all of the tangible and
intangible assets in the acquired group have been specifically identified, recognised, and correctly
valued before determining whether goodwill is present.

The lack of goodwill in an acquired group does not create a presumption that the acquired group is not a
business. An acquired group may constitute a business without any goodwill being present (e.g., a
bargain purchase as discussed in BCG 2.6.2).

Distinguishing a business from an asset or group of assets

Uncertainty may exist as to whether a transaction is the acquisition of a business or a group of assets.
The Standards provide a framework for making this determination. Under this framework, an entity:

o Identifies the elements in the acquired group
o Assesses the capability of the acquired group to produce outputs

o Assesses the impact that any missing elements have on a market participant’s ability to produce
outputs with the acquired group

An entity should first identify the elements in the acquired group. If an asset or group of assets
(physical or intangible) is not accompanied by any associated processes, the acquired group is likely a
group of assets, not a business. Identifying the accompanying inputs and associated processes might
be difficult. For example, a company that purchases a hotel might consider the purchase to be a single
asset. However, in most cases, the company also acquires other inputs (e.g., employees, computer
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equipment, furniture and fixtures, and other assets) and associated processes (e.g., a reservation
system, operating systems, procedures, and policies). Also, the acquired hotel may be a longstanding
operation that has a recognised name and regular customers. These factors taken together indicate
that the hotel is a business.

Next, the entity should analyze the acquired group’s capability to produce outputs—that is, to generate
a return to its investors, which may include dividends, capital appreciation, and cost reductions. If it is
determined that the acquired group is not capable of producing outputs, the entity would need to
identify the missing elements that will make the acquired group capable of doing so. After identifying
the missing elements, the entity should determine whether those elements can be provided by market
participants. As described in ASC 805-10-55-5 and IFRS 3.B8, a market participant may be able to
replace the missing elements by integrating the acquired group into its own operations. Missing
elements that can be easily replicated or obtained should be considered replaceable by market
participants. If market participants are not expected to be able to replace the missing elements and,
thus, manage the acquired group in a way that would provide a return to its investors,

ASC 805-10-55-5 and IFRS 3.B8 indicate that the acquired group would not be considered a business.
The ability of market participants to continue to manage the acquired group to provide a return
without the missing inputs and processes is a matter of judgment and is based on the individual facts
and circumstances.

Figure 1-1 provides a framework to help determine whether a transaction is the acquisition of a
business or a group of assets.

Figure 1-1
Distinguishing a business from an asset or group of assets
Framework ;
Step 1: Input Output
Identify elements in the What did the acquirer buy? What did the acquirer get
acquired group and want to get out of this
acquisition?
Process I
Are there any existing process(es) transferred to the acquirer to produce the output?
Yes l No
Step 2: - Yes Process
Assess capability of Are there sufficient inputs Are there any process(es)
the group to produce LIRS (OI RN oI B« attached to the inputs?
outputs outputs?
No
i Yes
Busi Asset:
Lsiness What are the missing inputs

and/or processes to produce/

achieve the outputs?
Step 3: o

Are market participants
Ass_es_s market . capable of continuing to
participants ability to produce outputs?
produce output .

i No
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Identifying market participants when determining whether an acquired group is a
business

Missing elements in the acquired group should be evaluated from a market participant’s perspective. A
market participant must be able to operate the acquired group to provide an economic return for a
business to exist. Both US GAAP (ASC 820-10-20) and IFRS (IFRS 13.A) define market participants as
buyers and sellers in the principal (or most advantageous) market for an asset or a liability that are
independent, knowledgeable, able, and willing parties. FV 4 further discusses the determination of
market participants for this purpose and for the purpose of valuing certain assets acquired

and liabilities assumed in a business combination (see FV 4).

Distinguishing a business from an asset or group of assets

Examples 1-1 through 1-9 may be helpful in determining whether a transaction involves the acquisition
of a business or an asset (or a group of assets).

EXAMPLE 1-1

Distinguishing a business from an asset or group of assets: acquired assets and operations without
outputs

Video Game Software Company has been formed to design video games. The current activities of the
company include researching and developing its first product and creating a market for the product.
Since its inception, the company has not generated any revenues and has received funding from third
parties. With a workforce composed primarily of engineers, the company has the intellectual property
needed to design the video game, as well as the software and fixed assets required to develop it. The
company does not have commitments from customers to buy any games. The company is being
purchased by a financial investor, a venture capital fund, which intends to take the company public.

Has the financial investor acquired a business or a group of assets?
Analysis

It is likely that the company would be considered a business. The elements in the acquisition contain
both inputs and processes. The inputs include the intellectual property used to design the software,
fixed assets, and employees. The processes include strategic and operational processes for developing
the software. It is likely that the acquired group (i.e., the company) includes all of the inputs and
processes necessary to manage and produce outputs. The lack of outputs, such as a product, does not
prevent the company from being considered a business.

EXAMPLE 1-2

Acquired assets and operations missing an element

Company A purchases the organic food operations of Company B, a large multinational conglomerate,
with the intent of continuing the organic food operations as a separate division. Company B is
organised so that the organic food operations are separate legal entities in some countries and
separate divisions in other countries. Management, employees, product distribution agreements,
brand names, copyrights, and key systems (e.g., ordering, billing, inventory) are included in the
acquired organic food operations. However, the sales force that sells Company B’s products is not part
of the transaction.
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Has Company A purchased a business or a group of assets?
Analysis

It is likely that the organic food operations would be considered a business. The elements in the
acquisition include both inputs (namely, product distribution agreements, brand names, management,
and some employees) and processes (e.g., key operating systems, procedures, and protocols). Since the
sales force was not acquired, the acquired group did not include all of the inputs and associated
processes necessary to manage and produce outputs. The lack of a sales force (one capable of initiating
sales and creating revenues) impacts the acquired group’s ability to produce economic benefits.

Company A may determine that the likely market participants would be strategic buyers that have an
existing sales force. Therefore, the missing sales force would not prevent the acquired group from
being a business. Company A’s intent to continue the organic food operations as a business does not
affect the evaluation of whether the acquired group is a business. The acquired group would still be
considered a business, even if Company A entered into the transaction with the intent to eliminate a
competitor and cease the operations of the acquired group.

Even if the market participant does not have an existing sales force, the acquired group might still be
considered a business if the missing input (i.e., sales force) can be easily replicated or obtained. This
will require judgment and will be based on the facts and circumstances in each situation.

EXAMPLE 1-3

Acquired assets and operations using an outsourcing arrangement

Outsource Company provides information technology outsourcing services. State Utility generates and
supplies electricity. State Utility’s billing and other information technology systems consume
significant computer and staff resources. State Utility also uses these systems to provide billing and
accounting services to a number of smaller utilities. The company and State Utility have entered into
an agreement under which the company will provide all of State Utility’s information technology
services for 15 years. The company will acquire all of State Utility’s back-office computer equipment,
related buildings, and third-party service contracts. All staff currently employed by State Utility in its
information technology function will transfer to the company. The company will, in addition to
providing information technology services, restructure the information technology operations to
improve efficiency and reduce the number of employees.

Has State Utility acquired a business or a group of assets?
Analysis

It is likely that the assets and related operations acquired by the company would constitute a business.
The elements in the acquisition include inputs (e.g., buildings, employees, and computer equipment),
processes (e.g., computer systems and operating processes), and outputs (e.g., the existing contracts
with other utilities and the new service contract with State Utility). As a result, the acquired group is
able to generate a return. In this situation, identification of the market participants is unnecessary,
because there are no missing elements in the acquired group.
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EXAMPLE 1-4

Acquisition in the oil and gas industry

Company C is an oil and gas exploration and production company that owns a proven but undeveloped
property. Company C has performed enough exploration activities to determine that the property is
proven, but has not yet begun to extract the mineral reserves from the property. Additionally,
Company C has constructed transportation infrastructure that will be used to transport the mineral
reserves. However, this infrastructure has not yet been placed into operation. Company D is an oil and
gas production company that operates a large portfolio of producing properties. Company D acquires
Company C.

Has Company D acquired a business or a group of assets?
Analysis

It is likely that the acquired group would be a business. The acquired group includes inputs (e.g.,
proven property and transportation infrastructure) and processes (supporting the exploration
activities). However, the acquired group is missing some of the elements required to produce outputs.
Company D may determine that the likely market participants would have or could easily obtain the
necessary operational processes to manage the acquired group in a way that would provide a return to
investors. Therefore, the missing elements would not prevent the acquired group from being a
business. This assessment will require judgment and will be based on facts and circumstances in each
situation.

EXAMPLE 1-5

Acquisition in the pharmaceutical industry

Company E is a pharmaceutical company that owns the rights to several product candidates (drug
compounds). Company E’s current activities include researching and developing the product
candidates. Company E does not have a manufacturing facility and has no revenues or commitments
from customers if and when any of the product candidates become marketable. Company E employs
management and administrative personnel, as well as scientists who conduct product testing and
development and have established protocols and procedures to carry out these functions. Company F
is an established pharmaceutical company with a large sales force. Company F acquires certain assets
of Company E, including the rights to the product candidates and related testing and development
equipment. Company F also hires the scientists formerly employed by Company E.

Has Company F acquired a business or a group of assets?
Analysis

It is likely that the acquired group would be a business. The acquired group includes inputs (e.g., the
rights to the product candidates and the related testing and development equipment) and processes
(e.g., operating protocols and procedures developed and applied by the scientists). While certain
elements were not acquired (e.g., manufacturing capabilities, management and sales personnel),
Company F may determine that the likely market participants would be strategic buyers that have
these missing elements or could easily obtain them. Therefore, these missing elements would not
prevent the acquired group from being a business. In addition, the determination of whether Company
E is a development stage enterprise would not preclude an assessment that the acquired group

1-9



Scope

constitutes a business. This assessment will require judgment and will be based on facts and
circumstances in each situation.

EXAMPLE 1-6

Acquisition in the hotel industry

A multinational hotel group enters into a purchase agreement with a local hotel group in country A.
The local hotel group owns and operates hotels in country A and wishes to refocus its operations to
concentrate on key hotels. The local hotel group agrees to sell a number of non-core hotels to the
multinational hotel group. Customer lists, fixtures and fittings, and staff employed at each property
will be transferred to the multinational hotel group. The multinational group will be entitled to all
revenue on any bookings existing at the agreement date. The multinational hotel group will rebrand
the hotels and transfer the systems of the hotels to its own systems and processes.

Has the multinational hotel group acquired a business or a group of assets?
Analysis

It is likely that the acquired group would be a business. The acquired group contains inputs (e.g.,
properties accompanied by fixtures and fittings, customer lists, and an existing order book) and
processes (e.g., management and operational processes as a result of acquiring staff required to
operate each hotel). The key elements present that enable the acquired group to produce outputs are
the internal structure of each property as a hotel with the appropriate fixtures and fittings, staff,
customer lists, and processes. This assessment will require judgment and will be based on facts and
circumstances in each situation.

EXAMPLE 1-7

Acquisition in the real estate industry

Company W owns and manages a group of commercial real estate rental properties. Company W
purchases a commercial office property in a large city. The purchased property is 90% occupied, and
Company W will become a party to the lease agreements upon acquisition. Company W will replace
existing security, cleaning, and maintenance contracts with new contracts. In addition, the existing
property management agreement will be terminated and Company W will undertake all property
management functions, such as collecting rent and supervising work. In connection with the
transaction, Company W will also hire the current leasing and other personnel involved with the
operations of the property.

Has Company W purchased a business or a group of assets?
Analysis

It is likely that the acquired group would be a business. Company W acquired inputs (e.g., commercial
property, lease agreements, and key leasing and management personnel) and processes (e.g.,
personnel with requisite skills and experience). Further, rental income (i.e., an output) is present
immediately after the acquisition. Company W concluded that other market participants would have
existing property management expertise. Therefore, the missing elements would not prevent the
acquired group from being a business. This assessment will require judgment and will be based on
facts and circumstances in each situation.
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EXAMPLE 1-8

Acquisition in the port industry

An international shipping company purchased a storage and warehouse facility at an Asian port,
including all of the related assets except software. The warehouse earned rental income on storage
units and associated service fees by using its existing assets and workforce prior to the acquisition. The
international shipping company retained the management team and workforce for their experience
and relationship with local port authorities, but did not retain any customers as the warehouse will
only be used by the acquirer to offer extended services to its own customers.

Has the international shipping company acquired a business or a group of assets?
Analysis

It is likely that the acquired group would be a business. The acquired group includes inputs (e.g.,
facility infrastructure and machinery and equipment) and some processes (e.g., operational
procedures and expertise and industry knowledge through the retention of the management team and
workforce). Though the software may be considered fundamental to the business, the international
shipping company determined that likely market participants could easily purchase new software or
replicate the existing software. Therefore, the missing software would not prevent the acquired group
from being a business. This assessment will require judgment and will be based on facts and
circumstances in each situation.

EXAMPLE 1-9

Acquisition in the shipping industry

A shipping and warehousing company provides shipping and storage services to various third parties.
A consumer retail company plans to purchase several warehouses from the shipping and warehousing
company and intends to use the warehouses to enhance its inventory distribution system. The
acquired group includes only the land and warehouses. It does not include warehousing contracts with
third parties, nor does it include employees, warehouse equipment, or information technology
systems, such as inventory-tracking systems.

Has the consumer retail company acquired a business or group of assets?
Analysis

It is unlikely that the acquired group would be a business. The acquirer will purchase only inputs (i.e.,
the physical assets) and no accompanying processes. The acquired group is missing significant inputs
and processes. Without these missing elements, the acquired group is not likely to meet the definition
of a business. This assessment will require judgment and will be based on facts and circumstances in
each situation.

Definition of a business — after adoption of
ASU 2017-01

ASU 2017-01 created a new framework for entities to use in evaluating whether an integrated set of
assets and activities (collectively a “set”) should be accounted for as an acquisition of a business or a
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group of assets. It added an initial screen to determine if substantially all of the fair value of the gross
assets acquired is concentrated in a single asset or group of similar assets. If that screen is met, the set
is not a business. The new framework also specifies the minimum required inputs and processes
necessary to be a business and removes the need to consider a market participant’s ability to replace
missing elements. Refer to BCG 1.1 for discussion of the IASB project related to the definition of a
business. Figure 1-2 provides a summary of the new US GAAP framework.

Figure 1-2

Framework summary for evaluating whether an acquired set is a business or a group of assets

Met — indicates
[ set is an asset *Screen test

Not met — indicates
set may be a business

Indicates set Indicates set
is an asset is a business

*An entity may bypass the screen test and first evaluate the set under the more detailed framework. However, if the framework
indicates that the acquired set is a business, an entity should be comfortable that the acquired set would not meet the threshold

in the screen to be considered an asset acquisition. An entity can evaluate the set in the most cost-effective manner.
The screen test

The new definition of a business was developed as many stakeholders believed the definition of a
business was being applied too broadly. The screen test provides an element of simplification meant to
reduce the number of transactions needing to be evaluated. It was designed to identify, with little cost
or effort, a transaction that is clearly more akin to an asset acquisition and remove it from the scope of
the business combinations guidance.

In applying the screen test, an entity determines whether substantially all of the fair value of the gross
assets acquired is concentrated in a single asset or group of similar assets. If so, the set is not
considered a business. While the standard does not define what constitutes “substantially all,” this
term is used in other areas of GAAP (e.g., revenue, leases). There is no bright line, but it is typically
interpreted to mean at least 90%.
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The initial screen may be performed qualitatively in situations when it is apparent that performing a
quantitative test would indicate the transaction is an asset acquisition. For example, assume an
acquisition of a license for a drug candidate and an at-market service contract. If the at-market
contract is qualitatively determined to have little or no fair value while, based on the significance of the
license, it is clear that the threshold is met. In contrast, if a set includes multiple licenses for dissimilar
drug candidates, and each has more than an insignificant fair value, the entity could qualitatively
determine that the threshold is not met.

Single asset

A single asset for purposes of the screen test includes any individual asset or group of assets that could
be recognized and measured as a single asset under the business combination guidance (ASC 805). For
example, ASC 805 allows certain complementary intangible assets with similar useful lives to be
grouped as a single asset.

The guidance specifies certain assets that must be grouped for purposes of applying the screen test.
This grouping is only applicable for the screen test, and all assets acquired continue to be recorded
separately in acquisition accounting, consistent with current US GAAP.

Below are two scenarios in which separately recorded assets must be grouped into a single asset for the
purpose of the screen test:

O Atangible asset that is attached to another tangible asset should be considered a single asset. This
includes an intangible asset representing the right to use a tangible asset (e.g., a building with an
associated ground lease). To be considered attached, assets cannot be physically removed and
used separately without incurring significant costs. For example, land and a building would
generally be recognized as separate assets in a business combination, but would be considered a
single asset when performing the screen test.

o In-place lease intangibles, including favorable and unfavorable intangible assets or liabilities, and
the related leased assets should be considered a single asset (e.g., a building and an associated in-
place lease intangible).

Similar assets

The screen can also be met if the fair value of the set is concentrated in a group of similar assets.
Entities should consider the nature of the assets and the risks associated with managing and creating
outputs when determining if assets should be grouped as similar. If the risks are not similar, the assets
cannot be combined for the screen test. Identifying similar assets based on the nature of the assets and
their risk characteristics is an area that will require significant judgment. When evaluating whether
assets are similar, an entity should consider the nature of each single identifiable asset and the risks
associated with managing and creating outputs from the assets. If the assets are not similar, the
determination of whether the acquired set constitutes a business should be made using the framework
as the acquired processes used to manage the assets may be substantive.

The guidance states that the following should not be considered similar assets for the purpose of
performing the screen:

o Atangible asset and separate intangible asset
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o Intangible assets in different major intangible asset classes (for example, customer-related
intangibles, trademarks, in-process research and development)

o Afinancial asset and a nonfinancial asset
o Different major classes of financial assets (for example, accounts receivable and investments)
o Different major classes of tangible assets (for example, inventory and fixed assets)

O Assets within the same major asset class that have significantly different risk characteristics (for
example, real estate investments that consist of residential and commercial properties)

Question 1-1

When two or more assets are combined as similar for purposes of the screen test, how should the
assets be recorded within the company’s books and records?

PwC response

The assets used for the screen test can be different than the assets recorded for financial reporting.
Assets that are attached and inseparable should be considered a single asset for purposes of the screen
test. For example, land, the building on the land, and a related in-place lease intangible asset would be
considered a single asset for purposes of the screen test. However, for financial reporting purposes,
three separate assets would be recorded in the company’s financial statements. The three separate
assets would be accounted for separately under their respective accounting guidance.

EXAMPLE 1-10

Acquisition of Real Estate

Company XYZ is a real estate company that owns and manages a group of rental properties. In order
to grow its business, Company XYZ purchases a set of ten residential homes (including the land,
building, and property improvements) and the in-place leases associated with the properties. The
residential homes acquired are located in the same city but are dissimilar in terms of size and layout.
No employees or other assets are acquired with the homes and in-place leases.

Has Company XYZ purchased a business or a group of assets?
Analysis

The acquired assets should be considered similar for purposes of the screen test. Although the homes
are different in size and layout, the nature of the assets and the risks associated with operating the
properties are similar. The in-place lease is related to the real estate and would be considered part of
the group of similar assets when applying the screen.

As the land, building, leasehold improvements, and in place leases are considered similar for the
purpose of applying the screen test, 100% of the fair value of the gross assets acquired is concentrated
in the group of similar identifiable assets. The set meets the screen test and would be considered an
asset acquisition. When accounting for the asset acquisition, the assets would be recorded separately
in accordance with US GAAP.
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Gross assets

For purposes of the screen, the fair value of the gross assets acquired is not necessarily the same as the
consideration transferred. This may be caused, for example, by liabilities assumed, which are factored

into the determination of purchase price but are excluded from gross assets in the denominator of the

screen test.

Gross assets will also differ from the consideration transferred in a partial acquisition (i.e., it is
impacted when there are noncontrolling interests and previously held interests). When a transaction
results in control of a legal entity being obtained, even if less than 100% of the entity is acquired, gross
assets used in the screen should include the consideration transferred plus the fair value of any
noncontrolling interests and previously held interests. For example, in the acquisition of a 60%
controlling interest in an entity, the gross assets would include the 60% acquired interest plus the 40%
noncontrolling interest.

Gross assets acquired excludes the following items:

o Cash and cash equivalents

o Deferred tax assets

o  Goodwill resulting from the effects of deferred tax liabilities

These items are excluded as the FASB did not believe the tax form of the transaction and whether cash
and cash equivalents were included should affect the determination of whether the set is a business.

EXAMPLE 1-11

Acquisition of a pharmaceutical company

Company P is a pharmaceutical company. Company P acquires a 60% controlling interest in Company
D in a nontaxable transaction for $240. The fair value of Company D’s net assets include $200 cash,
deferred tax assets of $50, and in-process research and development assets (IPR&D) of $100. The fair
value of the noncontrolling interest is $160.

Are substantially all of Company A’s net assets concentrated in a single or group of similar assets?

Analysis

The gross assets acquired are $150, comprised of the $240 of consideration transferred plus
noncontrolling interest of $160 less cash of $200 and deferred tax assets of $50.

The calculation of the screen test is as follows:
Single asset = $100 (IPR&D)
Gross assets acquired = $150

As only 67% of the gross assets acquired are concentrated in a single asset, the screen test is not
determinative that the set is an asset acquisition and the framework must be applied.
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The framework

The new guidance presents a more robust framework for determining whether an acquired set is a
business. The framework is intended to increase consistency and reduce the cost of applying the
guidance. ASC 805-10-55-3A defines a business.

Excerpt from ASC 805-10-55-3A

A business is an integrated set of activities and assets that is capable of being conducted and managed
for the purpose of providing a return in the form of dividends, lower costs, or other economic benefits
directly to investors or other owners, members, or participants.

In order to be a business, a set needs to have an input and a substantive process that together
significantly contribute to the ability to create outputs. The guidance provides a framework to evaluate
when an input and a substantive process are present (including for early stage companies that have
not generated outputs). It includes more stringent criteria for sets without outputs to be considered
businesses. The new guidance narrows the definition of “outputs” to be consistent with how it is
described in ASC 606, Revenue from Contracts with Customers. For additional details on what is
considered an output, refer to RR 1.2.

The assessment of whether a set is capable of being conducted and managed as a business should be
performed using a market participant view. Therefore, how the seller previously managed and how the
buyer intends to manage the acquired set is not relevant to the analysis.

Even though individual processes that are used to create outputs may be insignificant on their own,
entities should consider if they could be substantive in the aggregate. Furthermore, while processes are
usually documented, they do not need to be. For example, this could be the case with an organized
workforce. An organized workforce could be an input, a process, or both. For example, a consulting
firm might include employees (inputs) that utilize their intellectual capacity (a process) to generate
outputs.

Evaluating the framework when outputs are not present

When a set does not have outputs, in order to demonstrate an input and substantive process that
together significantly contribute to the ability to create outputs, the set will need to include: (1)
employees that form an organized workforce and (2) an input that the workforce could develop or
convert into outputs. When a set does not have outputs, the workforce needs to be actively
contributing to the development of outputs. Without employees, there are inherent limitations on the
processes that can be performed to create outputs. ASC 805-10-55-5D clarifies how to determine if a
set is a business when outputs are not present as follows:

ASC 805-10-55-5D

When a set does not have outputs (for example, an early stage company that has not generated
revenues), the set will have both an input and a substantive process that together significantly
contribute to the ability to create outputs only if it includes employees that form an organized
workforce and an input that the workforce could develop or convert into output. The organized
workforce must have the necessary skills, knowledge, or experience to perform an acquired process (or
group of processes) that when applied to another acquired input or inputs is critical to the ability to
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develop or convert that acquired input or inputs into outputs. An entity should consider the following
in evaluating whether the acquired workforce is performing a substantive process:

a. A process (or group of processes) is not critical if, for example, it is considered ancillary or minor
in the context of all the processes required to create outputs.

b. Inputs that employees who form an organized workforce could develop (or are developing) or
convert into outputs could include the following:

1. Intellectual property that could be used to develop a good or service
2. Resources that could be developed to create outputs
3. Access to necessary materials or rights that enable the creation of future outputs

Examples of inputs that could be developed include technology, mineral interests, real estate and in-
process research and development.

An organized workforce must have the necessary skills, knowledge, or experience to perform an
acquired process that when applied to another input, is critical to the ability to develop or convert the
acquired input into outputs. An acquired workforce consisting of a small number of people (e.g.,
scientists working on a research and development project) may satisfy these requirements. Judgment
will be required to determine whether the process performed by the organized workforce is critical to
the ability to convert another acquired input into outputs. To make this judgment, the likelihood of
producing an output if the acquired process was not present should be evaluated. An organized
workforce must consist of employees. That is, an organized workforce accessible through a contractual
arrangement is not considered substantive enough to actually contribute to the development of
outputs when outputs are not otherwise present in an acquired set. While the guidance does not
include a formal definition of an employee, we believe it would be reasonable to use the definition of
an employee included in the FASB guidance on stock compensation (ASC 718). Therefore, an employee
would be someone who will have an employer-employee relationship with the acquirer based on
common law as a result of the acquisition.

Inputs that employees who form an organized workforce could develop or convert into outputs could
include:

o intellectual property that could be used to develop a good or service,

o resources that could be developed to create outputs, and

O access to necessary materials or rights that enable the creation of future outputs.

The guidance requires that the inputs be substantive and have the ability to create or contribute to the
creation of outputs when one or more processes are applied to it. Ancillary assets, those that do not

contribute to producing outputs, would not be considered inputs for purposes of determining whether
the set has inputs.
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Evaluating the framework when outputs are present

A set will have outputs when there is a continuation of revenue before and after the transaction.
However, the continuation of revenues does not on its own indicate that both an input and a
substantive process have been acquired. When determining whether a process has been acquired, the
presence of contractual arrangements that provide for the continuation of revenues, such as customer
contracts, customer lists, and leases, would not be indicative of an acquired process and should be
excluded from the analysis.

ASC 805-10-55-5E includes four examples of substantive processes, which when applied to an
acquired input, significantly contribute to the ability to create outputs:

ASC 805-10-55-5E

When the set has outputs (that is, there is a continuation of revenue before and after the transaction),
the set will have both an input and a substantive process that together significantly contribute to the
ability to create outputs when any of the following are present:

a. Employees that form an organized workforce that has the necessary skills, knowledge, or
experience to perform an acquired process (or group of processes) that when applied to an
acquired input or inputs is critical to the ability to continue producing outputs. A process (or
group of processes) is not critical if, for example, it is considered ancillary or minor in the context
of all of the processes required to continue producing outputs.

b. An acquired contract that provides access to an organized workforce that has the necessary skills,
knowledge, or experience to perform an acquired process (or group of processes) that when
applied to an acquired input or inputs is critical to the ability to continue producing outputs. An
entity should assess the substance of an acquired contract and whether it has effectively acquired
an organized workforce that performs a substantive process (for example, considering the
duration and the renewal terms of the contract).

c. The acquired process (or group of processes) when applied to an acquired input or inputs
significantly contributes to the ability to continue producing outputs and cannot be replaced
without significant cost, effort, or delay in the ability to continue producing outputs.

d. The acquired process (or group of processes) when applied to an acquired input or inputs
significantly contributes to the ability to continue producing outputs and is considered unique or
scarce.

It is not uncommon for various processes to be performed by third parties through contractual
arrangements (e.g., asset managers). However, just because the set includes access to a workforce does
not necessarily mean that the workforce is substantive. Similar to the framework for when outputs are
not present, an entity will need to consider if the workforce accessed through a contractual
arrangement is critical to continue producing outputs. For instance, the duration and renewal terms of
a contract may be an indication of how critical the functions performed are.

An organized workforce can be an indicator of a substantive process. However, when outputs are
present, an organized workforce is not required for the set to be considered a business. A substantive
process can exist without an organized workforce (e.g., if the set includes an automated process
through acquired technology or infrastructure).
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EXAMPLE 1-12

Acquisition of brands

Company A is a global producer of food and beverages. Company A sells the worldwide rights of
Yogurt Brand F, including all related intellectual property, to Company B. Company B also acquires (1)
existing customer contracts, and (2) an at-market supply contract with the producer of the yogurt, but
it does not acquire any employees.

Has Company B acquired a business or a group of assets?
Analysis

The set is not a business. Since the set includes outputs through the continuation of revenues with
customers, Company B would evaluate whether there is an acquired substantive process. Revenue
contracts with customers are excluded from the analysis. The set does not include an organized
workforce and the yogurt production process is not considered a substantive process, therefore, no
processes were acquired. Although it is likely that economic goodwill exists as a result of revenue
derived from future customers, the goodwill will be reflected in the fair value of the assets acquired.

EXAMPLE 1-13

Acquisition of a license agreement

Pharma Co. is a clinical-stage biopharmaceutical company that has an advanced drug in Phase 2 of
clinical trials. Company A enters into a license agreement with Pharma Co. for the exclusive global
license to the drug’s intellectual property, including R&D, manufacturing, and commercialization. No
employees or other assets are acquired with the license agreement. The drug being licensed is not yet
generating revenues. Company A also enters into two limited-time period arrangements at market
rates, including a supply arrangement for product materials and an outsourced service arrangements
(for development and clinical trials).

Is the arrangement the acquisition of a business?
Analysis

No. The acquired group is not a business. Pharma Co. would conclude that the license agreement
would be accounted for as a single asset in a business combination. As a result, the set would meet the
screen and would not be a business combination. Even if the set was assessed under the more detailed
framework, since no employees were acquired and there is no continuation of revenue, the set does not
contain outputs or a substantive process.

EXAMPLE 1-14

Acquisition of a license agreement

Pharma Co. is a clinical-stage biopharmaceutical company that has an advanced drug in Phase 2 of
clinical trials. Company A enters into a license agreement with Pharma Co. for the exclusive global
license to the drug’s intellectual property, including R&D, manufacturing, and commercialization. The
drug being licensed is not yet generating revenues. The set also includes experienced management and
scientists as well as a corporate headquarters building, including a research lab with equipment
necessary to develop the drug. Company A also enters into two limited-time period arrangements at



Scope

market rates, including a supply arrangement for product materials and an outsourced service
arrangements (for development and clinical trials).

Is the arrangement the acquisition of a business?
Analysis

Yes. The acquired group is a business. The identifiable assets in the set include the license agreement
as well as the headquarters building, research lab, and equipment. As a result, the set does not meet
the screen and the framework must be assessed.

Although the set does not have outputs, the acquirer would likely conclude that the workforce has the
necessary skills, knowledge, and experience to continue or expand existing R&D activities. This
workforce represents both an input and a substantive process that together significantly contribute to
the ability to create outputs.

EXAMPLE 1-15

Acquisition of office buildings

Company A manages a portfolio of office buildings. Company A has a contract with a property
management company. The executives of Company A are responsible for key strategic decisions,
including identifying new properties to acquire. The property managers perform the primary duties
related to tenant and lease management and property-level accounting. Company A has 25 domestic
properties across five different states and each office building is diversified in terms of design
construction.

Company B acquires Company A. At closing, the former executives of Company A become senior
executives of Company B. None of the other employees of Company A join Company B. Additionally,
Company B does not acquire the contract with the property management company.

Has Company B acquired a business?
Analysis

Yes. The acquired group is a business. The office buildings are not considered similar as the risks are
significantly different (e.g., different geography, design) and may produce different cash flows
throughout the period. As a result, the set does not meet the screen and the framework would need to
be assessed.

Employees that form an organized workforce for property management services were not obtained
since the property management contract was not acquired. However, the former executives are critical
employees (due to the executive nature of their positions), which together with the continuation of
revenue, indicates that the set includes a substantive process and is a business.
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The presence of goodwill

ASC 805-10-55-9 addresses the presence of goodwill and whether a business exists when it is present.

Excerpt from ASC 805-10-55-9

[TThe presence of more than an insignificant amount of goodwill may be an indicator that the acquired
process is substantive and, therefore, the acquired set is a business. However, a business need not have
goodwill.

IFRS 3.B12

IFRS 3.B12 in the absense of evidence to the contrary, a particular set of assets and activities in which
goodwill is present shall be presumed to be a business. However a business need not have goodwill.

A business may exist when goodwill is present in the acquired group. Evidence to the contrary would
need to be considered. Therefore, the presence of goodwill in the acquired group could imply that the
acquired group is a business, and any inputs or processes that may be missing are unlikely to prevent
the acquired group from providing a return to its investors. An acquirer should consider whether all of
the tangible and intangible assets in the acquired group have been specifically identified, recognized,
and correctly valued before determining whether goodwill is present.

The lack of goodwill in an acquired group does not create a presumption that the acquired group is not
a business. An acquired group may constitute a business without any goodwill being present. See the
discussion of bargain purchases in BCG 2.6.2).

Identifying a business combination

A business combination is defined as an entity obtaining control of one or more businesses. The most
common business combination is a purchase transaction in which the acquirer purchases the net
assets or equity interests of a business for some combination of cash or shares. An entity may also
obtain control of a business (1) through the execution of a contract, (2) due to an action by the
acquiree, (3) without the exchange of consideration, or (4) through transactions that combine
multiple companies to form a single company. The acquisition method, which is discussed in BCG 2,
should be applied to all business combinations within the scope of ASC 805. ASC 805-10-55-2 and
IFRS 3.B5 address the determination of whether a transaction or event is a business combination.

ASC 805-10-55-2 and IFRS 3.B5

Paragraph 805-10-25-1 requires an entity to determine whether a transaction or event is a business
combination. [This IFRS defines a business combination as a transaction or other event in which the
acquirer obtains control of one or more businesses]. In a business combination, an acquirer might
obtain control of an acquiree in a variety of ways, including any of the following [for example]:

a. By transferring cash, cash equivalents, or other assets (including net assets that constitute a
business)

b. By incurring liabilities

¢. By issuing equity interests
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d. By providing more than one type of consideration [or]

e. Without transferring consideration including by contract alone (see paragraph 805-10-25-11).

ASC 805-10-55-3 and IFRS 3.B6

A business combination may be structured in a variety of ways for legal, taxation, or other reasons,
which include but are not limited to, the following:

a. One or more businesses become subsidiaries of an acquirer or the net assets of one or more
businesses are legally merged into the acquirer.

b. One combining entity transfers its net assets or its owners transfer their equity interests to another
combining entity or its owners.

c. All of the combining entities transfer their net assets or the owners of those entities transfer their
equity interests to a newly formed entity (sometimes referred to as a roll-up or put-together
transaction).

d. A group of former owners of one of the combining entities obtains control of the combined entity.

Examples 1-16 through 1-18 illustrate transactions (other than purchase transactions) that are
considered business combinations.

EXAMPLE 1-16

Share repurchase by investee

A company (investor) owns an equity investment in an investee that meets the definition of a business.
The investee repurchases its own shares from other parties, which increases the investor’s
proportional interest, and causes the investor to obtain control of the investee.

Is this transaction a business combination?

Analysis

Yes. This transaction qualifies as a business combination, and the acquisition method (i.e., business

combination accounting) would be applied by the investor as a result of the investee’s share
repurchase transaction.

EXAMPLE 1-17

Change in the rights of noncontrolling interest holders

Company A owns a majority share of its investee’s voting equity interests. The investee meets the
definition of a business. Company A is precluded from exercising control of the investee due to
contractual rights held by the noncontrolling interest holders in the investee (e.g., veto rights, board
membership rights, other substantive participation rights).
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Analysis

Is this transaction a business combination?

Yes. The elimination or expiration of these rights causes Company A to obtain control of the investee.
This event qualifies as a business combination, and the acquisition method would be applied by

Company A.

EXAMPLE 1-18

Contracts or other arrangements

Company A and Company B enter into a contractual arrangement to combine their businesses and
both meet the definition of a business. Company A will control the operations of both Company A and
Company B.

Is this transaction a business combination?
Analysis

Yes. Company A obtains control of Company B. This transaction qualifies as a business combination,
and the acquisition method would be applied to the arrangement.

Stapling transactions and dual-listed companies

Stapling transactions and the formation of dual-listed companies are considered business
combinations and should be accounted for using the acquisition method.

Stapling transactions and dual-listed companies are rare and occur only in certain territories. A
stapling transaction occurs as a result of a contractual arrangement between two legal entities whereby
one legal entity issues equity securities that are combined with (i.e., stapled to) the securities issued by
the other legal entity. The stapled securities are quoted at a single price and cannot be traded or
transferred independently.

A dual-listed company is typically an arrangement between two listed legal entities in which their
activities are managed under contractual arrangements as a single economic entity. The separate legal
identity of each of the combining companies is retained. The securities of each entity normally are
quoted, traded, and transferred independently in different capital markets. In this case, one entity has
not acquired an ownership interest in the other entity, and the individual legal entities have not been
combined to form a new legal entity. However, this is considered a business combination from an
accounting perspective (see ASC 805-10-25-11; IFRS 3.43).

Merger of equals, mutual enterprises, and “roll-up” or “put-together” transactions

A merger of equals, in which two entities of approximately equal size combine and share control over

the combined entity, is considered a business combination that falls within the scope of ASC 805 and
IFRS 3. As described in FAS 141(R).B35 and IFRS 3.BC35, the Boards concluded it was not feasible to
develop a separate accounting framework for these transactions due to the difficulty in distinguishing
between a merger of equals and other business combinations. Accordingly, in a merger of equals, the

entity deemed to be the acquirer should account for the transaction using the acquisition method.
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Combinations of mutual enterprises are also within the scope of ASC 805 and IFRS 3. The Boards also
acknowledged some differences between mutual enterprises and corporate business enterprises, but
determined that such differences were not substantial enough to warrant separate accounting.
Accordingly, in a combination of mutual enterprises, the entity deemed to be the acquirer should
account for the transaction using the acquisition method.

“Roll-up” or “put-together” transactions typically result when several unrelated companies in the same
market or in similar markets combine to form a larger company. The Boards concluded that, although
these transactions might not cause a single entity to obtain control of the combined entity, they are
similar to other types of business combinations and the acquirer should account for the transaction
using the acquisition method.

Exchanges of assets between companies

Companies that exchange assets other than cash (i.e., nonmonetary assets) should apply the
acquisition method if the result is the acquisition of a business. For example, assume Company A
transfers a radio broadcast license to Company B in exchange for a radio station. If Company A
determines that the radio station it receives is a business, Company A would account for the acquired
radio station as a business combination by applying the acquisition method. If Company B determines
that the radio broadcast license it receives is an asset, Company B would account for the radio
broadcast license as an asset acquisition under the applicable US GAAP or IFRS.

Multiple transactions that result in the acquisition of a business

Legal, tax, or regulatory considerations frequently affect the structure of a business combination. A
series of transactions might be used to combine two businesses in the most economically
advantageous way. An arrangement to acquire a business through a series of transactions that are
linked is a business combination and should be accounted for using the acquisition method.
Determining whether a series of transactions is linked and whether they should be combined and
viewed as a single arrangement is a matter of judgment and should be based on specific facts and
circumstances.

EXAMPLE 1-19

Determining whether a series of transaction is a single business combination

Company A (an international media group) has agreed to acquire Entity P’s television broadcast and
production operations. For tax reasons, Company A will not acquire Entity P’s shares, but the program
rights will be purchased by a subsidiary of Company A. The production facilities and workforce that
are located in the various countries will be acquired by separate operating subsidiaries of Company A
in those locations. None of the transactions will be completed unless all of the other transactions are
also completed.

Is the series of transactions to acquire the program rights, production facilities and workforces
considered a single business combination?
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Analysis

Yes. The separation of the acquisition of Entity P’s television broadcast and production operations into
several transactions does not affect the substance of the arrangement, which is a single business
combination.

A mandatory tender offer for the purchase of noncontrolling interests must be assessed to determine
whether it is embedded or freestanding. For guidance on determining whether an instrument is
embedded or freestanding, refer to the FG 5.3.

Question 1-2

When a company temporarily obtains control of a business (e.g., a financial institution taking
temporary control in a bankruptcy proceeding or an entity acquired for resale), must business
combination accounting be followed by the acquiring company?

PwC response

Generally, any transaction in which an entity obtains control of one or more businesses qualifies as a
business combination. However, there is one industry scope exception in ASC 810-10-15-10 for a
transaction in which control is only temporarily obtained. A parent entity that is a broker-dealer
within the scope of ASC 940, Financial Services—Broker and Dealers, is not required to consolidate a
majority-owned subsidiary in which the parent entity has a controlling financial interest and control is
likely to be temporary. Otherwise, there are no scope exceptions for a transaction in which control is
only temporarily obtained. No similar industry scope exception exists under IFRS.

1.4.5 Transactions excluded from the scope of ASC 805 and IFRS 3
The following types of transactions are specifically excluded from the scope of ASC 805 and IFRS 3:

o Formation of joint ventures [joint arrangements—IFRS]: By definition, no one party
obtains control in the creation of a joint venture [joint arrangement]. The key characteristic is
participants’ joint control over the decision-making process through equal ownership (e.g., 50%
each) or through the unanimous consent of all parties regarding strategic and operating decisions
(see BCG 1.5 for further discussion of joint ventures and joint arrangements).

o Acquisition of an asset or a group of assets that does not constitute a business:
Consistent with the principles governing the accounting for business combinations, the acquisition
of an asset or a group of assets that is not a business should not be accounted for as a business
combination (accounting for asset acquisitions is discussed in BCG 7).

o Combinations involving entities or businesses under common control: When entities
or businesses that already share a parent company (i.e., are under common control) combine,
there is no business combination at the parent company level, even though there is a combination
for the combining businesses. The accounting for such a transaction under US GAAP and IFRS is
discussed further in BCG 6.

o For US GAAP only—combinations between not-for-profit organisations and

acquisitions made by not-for-profit organisations: Combinations between and
acquisitions by not-for-profit organisations are excluded from the scope of ASC 805. Due to the
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nature and purpose of these organizations, these combinations might not involve the exchange of
equal economic values. Such combinations are accounted for in accordance with ASC 958, Not-
for-Profit Entities.

Identifying a joint venture [joint arrangement]

The scope exception for the creation or formation of a joint venture [joint arrangement] applies only if
the transaction meets the definition of a joint venture under the applicable US GAAP or joint
arrangement under IFRS. ASC 323, Investments-Equity Method and Joint Ventures, defines a
corporate joint venture.

Excerpt from ASC 323-10-20

A corporation owned and operated by a small group of entities (the joint venturers) as a separate and
specific business or project for the mutual benefit of the members of the group...A corporate joint
venture also usually provides an arrangement under which each joint venturer may participate,
directly or indirectly, in the overall management of the joint venture. Joint venturers thus have an
interest or relationship other than as passive investors. An entity that is a subsidiary of one of the joint
venturers is not a corporate joint venture.

While ASC 323 deals only with corporate arrangements, joint ventures may also include partnerships,
arrangements involving undivided interests, and project-financing arrangements. However, they do
not include arrangements between entities under common control because the joint venture would be
considered a subsidiary for purposes of the consolidated financial statements. ASC 323 also specifies
that joint control over the decision-making process is the most significant attribute of joint ventures,
regardless of the form of legal ownership or the voting interest held.

The SEC staff historically has objected to the use of joint venture accounting (i.e., carryover basis) if
two operating businesses are combined and the only distinguishing feature of whether the transaction
is a business combination or the formation of a joint venture is the presence of joint control. However,
joint control is not the only factor that defines a joint venture; and there must be other factors present
to distinguish a joint venture formation transaction from a business combination. Other relevant
factors include the purpose behind the formation of the joint venture and the economic benefits that
each joint venturer expects to achieve. The SEC staff has suggested that combining two or more
operating companies merely to generate synergies from economies of scale, cost reductions and/ or to
generate future growth opportunities is not, in and of itself, sufficient to apply joint venture
accounting.

For IFRS companies, IFRS 11 applies to all entities that are a party to a joint arrangement. A joint
arrangement is defined as an arrangement in which two or more parties contractually agree to share
control. Joint control exists only when the decisions about activities that significantly affect the
returns of an arrangement require the unanimous consent of the parties sharing control.

All parties to a joint arrangement must recognize their rights and obligations arising from the
arrangement. The focus is not on the legal structure of joint arrangements, but rather on how the

rights and obligations are shared by the parties to the joint arrangement.

There are two types of joint arrangements: joint operations and joint ventures. A joint operation gives
the parties to the joint arrangement direct rights to the assets and obligations for the liabilities. A joint
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operator will recognise its interest based on its involvement in the joint operation (e.g., based on its
direct rights and obligations), rather than on the participation interest it has in the joint arrangement.

A joint venture, in contrast, gives the parties rights to the net assets or outcome of the arrangement. A
joint venturer does not have rights to individual assets or obligations for individual liabilities of the
joint venture. Instead, joint venturers share in the net assets and, in turn, the outcome (profit or loss)
of the activity undertaken by the joint venture. Equity accounting is mandatory for participants in joint
ventures.

New guidance

In February 2017, the FASB issued ASU 2017-05, Other Income—Gains and Losses from the
Derecognition of Nonfinancial Assets, which clarifies how to account for contributions of nonfinancial
assets to form joint ventures. Contributions of nonfinancial assets to form a joint venture may give rise
to gain recognition, depending on the circumstances. In order for an entity to derecognize nonfinancial
assets and recognize a gain or loss, the entity must lose control of the assets while also satisfying the
criteria for transfer of control to another party under the revenue recognition guidance in ASC 606. An
assessment about whether the transferee has gained control must also be made for transfers of
nonfinancial assets to joint ventures when the transferor has lost control. If the joint venture is not a
customer in the transaction and is determined to have gained control of nonfinancial assets, full gain
or loss is recognized by the transferor. For further details, refer to PPE 5.

Common control business combinations

As discussed in ASC 805-50-15-6 and IFRS 3.B1, common control transactions are transfers and
exchanges between entities that are under the control of the same parent, or are transactions in which
all of the combining entities are controlled by the same party or parties before and after the
transaction and that control is not transitory. The extent of a noncontrolling interest is not relevant.

The accounting for common control transactions can differ between US GAAP and IFRS. Under US
GAAP, companies are required to account for these transactions by using the carryover basis. In
contrast, IFRS allows companies to make an accounting policy election to consistently account for
these types of transactions. Most companies choose either the acquisition method or the
predecessor-values method, which is similar to using the carryover basis under US GAAP. BCG 6
defines common control business combinations and describes the appropriate method of accounting
in more detail under US GAAP and IFRS.

US GAAP and IFRS differences: definition of control

The guidance for determining when control is achieved differs under US GAAP and IFRS.
Consequently, the same transaction may be accounted for as a business combination under US GAAP
but not under IFRS, or vice versa.

US GAAP

Under ASC 805, control is defined as a controlling financial interest, as discussed in ASC 810.
According to ASC 810, control is based on one of two common transaction characteristics. The
transaction characteristics determine whether the applicable accounting approach is the variable-
interest-entity approach or the voting interest approach.
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The variable-interest-entity approach should be applied if the entity is determined to be a variable
interest entity (VIE). ASC 810 provides specific rules for determining whether an entity is considered a
VIE.

The reporting entity has control of the VIE if the reporting entity has both of the following:

o The power over those decisions that most significantly impact the economic activities of the VIE.

o The potential to receive significant benefits or absorb significant losses of the VIE.

Therefore, a reporting entity that has the above characteristics should consolidate the VIE under the
variable-interest entity approach. The reporting entity could be a debt investor, an equity investor or
the counterparty to a contractual arrangement with the VIE. ASC 810 requires a detailed analysis of
which reporting entity, if any, should consolidate the VIE under the variable-interest-entity approach.
The voting interest approach should be applied if the entity is not a VIE. When the reporting entity has
a majority voting interest and there are no agreements to the contrary, the reporting entity can exert
control by:

o Appointing a majority of the board members

o Hiring and firing management

o Making strategic and operational decisions

Therefore, a reporting entity that has the above characteristics should consolidate the entity under the
voting interest approach.

Companies reporting under US GAAP must use the acquisition method upon the consolidation of a
VIE when control is obtained if the VIE is determined to be a business.

ASC 810 provides guidance on determining whether a majority owner or a general partner controls an
investee based upon rights granted to the investee’s minority shareholders or limited partners.

IFRS

Under IFRS 10, an entity has control over an investee when all of the following elements are present:
o Power over the investee

o Exposure, or rights, to variable returns from its involvement with the investee

o The ability to use its power over the investee to affect the amount of the investor’s returns

A reporting entity holding less than half of the voting rights in an investee might have control based on
other factors, including:

O A contractual arrangement between the reporting entity and other vote holders

o Rights arising from other contractual arrangements
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o Potential voting rights
o Holding sufficient voting rights to give it control based on other factors (de facto control)

Substantive potential voting rights are taken into account. A potential voting right is substantive if it is
exercisable when decisions that significantly affect the returns need to be made.

IFRS 10 provides further guidance on whether a decision-maker is an agent or a principal. The
assessment is made based on the overall relationship between the decision-maker, the investee, and
the other parties involved with the investee. The factors to consider include:

o Scope of decision-maker’s authority over the investee

o Rights held by other parties

o Remuneration of the decision-maker

o The decision-maker’s exposure to variability of returns from other interests in the investee

Figure 1-3 highlights various considerations in determining control under US GAAP and IFRS.

Figure 1-3
Determining control
ASC 810 IFRS 10
US GAAP IFRS
o Consolidation decisions are evaluated first o Must have all of the following;:
under the VIE model
o Power
o Qualitatively assess if the variable interest
meets both criteria: o Exposure, or rights, to variable returns
o Power to direct activities that most o Ability to use power to affect the returns
significantly impact economic
performance

o Potential to receive significant benefits
or absorb significant losses

o All other entities are evaluated under the
voting interest model

Investment entity—IFRS

Under IFRS, investment entities are not required to consolidate certain subsidiaries. Instead,
investment entities report all investments at fair value. Therefore, such entities do not apply business
combination accounting. There are specific disclosure requirements related to an investment entity’s
unconsolidated interest in a subsidiary.
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Excerpt from ASC 946-10-15-6

An investment company has the following fundamental characteristics:
a. Itis an entity that does both of the following:

1. Obtains funds from one or more investors and provides the investor(s) with investment
management services

2. Commits to its investor(s) that its business purpose and only substantive activities are investing
the funds solely for returns from capital appreciation, investment income, or both.

b. The entity or its affiliates do not obtain or have the objective of obtaining returns or benefits from
an investee or its affiliates that are not normally attributable to ownership interests or that are
other than capital appreciation or investment income.

Entities are also required to consider whether they have the typical characteristics of an investment
entity, such as multiple investments and investors, non-related party investors, and ownership in the
form of equity or similar interests. The absence of any of these typical characteristics does not
necessarily disqualify an entity from being classified as an investment entity. However, an investment
entity that does not have all of these typical characteristics is required to disclose the reasons it
concluded it is an investment entity.

Entities meeting the definition of an investment entity account for their portfolio investments at fair
value, even where they have significant influence or a controlling financial interest in the investee.
However, the exception from consolidation is not available to a non-investment entity parent with a
controlling interest in an investment entity. Rather, a non-investment entity parent of an investment
entity must consolidate all entities it controls, including those controlled through an investment entity.

Investment companies—US GAAP

In order to qualify as an investment company under US GAAP, an entity needs to obtain funds from
one or more investors and provide those investors with investment management services, and its
business purpose and only substantive activities needs to be investing for capital appreciation,
investment income, or both. Furthermore, an investment entity (and its affiliates) does not obtain

returns or benefits that are not normally attributable to ownership interests.

To be an investment company, in addition to the requirements on the nature of the investment activity
noted above, ASC 946 defines the additional characteristics that the entity will also need to have.

Excerpt from ASC 946-10-15-7

An investment company also has the following typical characteristics:
a. Ithas more than one investment.

b. It has more than one investor.

c. It has investors that are not related parties of the parent (if there is a parent) or the investment
manager.
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d. It has ownership interests in the form of equity or partnership interests.

e. It manages substantially all of its investments on a fair value basis.
While the definition requires an entity must meet the “business purpose” requirement noted above, an
entity will need to apply judgment in situations where one or more typical characteristics are not

present. If an entity is missing a characteristic, it does not automatically preclude it from qualifying as
an investment company.
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Acquisition method

Chapter overview

The Standards require the application of the acquisition method to all business combinations. This
chapter outlines the steps in applying the acquisition method, including the accounting for assets
acquired and liabilities assumed, and the recognition of gains and losses in a business combination
(e.g., bargain purchases, step acquisitions).

The Standards are mostly converged, but some differences remain between US GAAP and IFRS
pertaining to: (1) the definitions of control, (2) recognition of certain assets and liabilities based on the
reliably measurable criterion, (3) accounting for acquired contingencies, and (4) accounting for the
noncontrolling interest. In addition, the interaction of other US GAAP and IFRS standards may cause
differences in, for example, the classification of contingent consideration, the recognition and
measurement of share-based payment awards, and deferred taxes. The Boards’ have established a
single source of guidance on fair value measurements and a converged definition of fair value. See FV
7 for more information on the fair value standards.

Active and recently completed FASB and IASB projects may result in amendments to existing
guidance. These possible amendments may impact the guidance in this chapter.

In addition to the projects highlighted in BCG 1, possible amendments also include:
o The Boards’ projects on financial instruments are intended to address the classification and
measurement, impairment of financial instruments, and hedge accounting. In November 2013, the

IASB issued a final standard on hedge accounting and amendments to IFRS 9. The timing for
exposure of the remaining financial instrument standards is uncertain at this time.

The acquisition method

The Standards provide the following principle with regard to the application of the acquisition
method:

ASC 805-10-25-1, ASC 805-10-05-4 and IFRS 3.4, 5

An entity shall account for each business combination by applying the acquisition method.
Applying the acquisition method requires all of the following steps:

a. Identifying the acquirer;

b. Determining the acquisition date;

c. Recognizing and measuring the identifiable assets acquired, the liabilities assumed, and any
noncontrolling interest in the acquiree; and

d. Recognizing and measuring goodwill or a gain from a bargain purchase.

Each of the above will be discussed in detail in this chapter.
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Specific issues surrounding the application of the acquisition method for partial and step
acquisitions and the recognition and measurement of the noncontrolling interest are discussed in

BCG 5.

Identifying the acquirer

The Standards provide the following principle with regard to identifying the acquirer:

ASC 805-10-25-4 and IFRS 3.6

For each business combination, one of the combining entities shall be identified as the acquirer.

Application of the above principle requires one of the parties in a business combination to be
identified as the acquirer for accounting purposes. The process of identifying the acquirer begins with
the determination of the party that obtains control based on the guidance in the consolidation
standards. Those standards are ASC 810-10 for US GAAP and IFRS 10 for IFRS. See BCG 1.7.2 for
further information on guidance of IFRS 10.

For US GAAP, the general rule is the party that directly or indirectly holds greater than 50% of the
voting shares has control. If a Variable Interest Entity (VIE) that is a business is consolidated using the
VIE subsections of ASC 810-10, the party that consolidates the VIE (i.e., primary beneficiary) is
identified as the acquirer. See BCG 2.11 for further information.

For IFRS, a party that has power over the investee; exposure, or rights, to variable returns from its
involvement in the investee; and the ability to use that power over the investee to affect the amount
of the investor’s returns has control. See BCG 1.7.2 for further information on IFRS 10.

If the accounting acquirer is not apparent when considering the guidance in ASC 810-10 and IFRS 10,
the following additional guidance is provided in the Standards to assist in the identification of the
acquirer:

o The entity that transfers cash or other assets, or incurs liabilities to effect a business combination
is generally identified as the acquirer, as discussed in ASC 805-10-55-11 and IFRS 3.B14.

The entity that issues equity interests is usually the acquirer in a business combination that primarily
involves the exchange of equity interests. However, it is sometimes not clear which party is the
acquirer if a business combination is effected through the exchange of equity interests. In these
situations, the acquirer for accounting purposes may not be the legal acquirer (i.e., the entity that
issues its equity interest to effect the business combination). Business combinations in which the legal
acquirer is not the accounting acquirer are commonly referred to as “reverse acquisitions.” See

BCG 2.10 for further information. All pertinent facts and circumstances should be considered in
determining the acquirer in a business combination that primarily involves the exchange of equity
interests. The Standards provide the following additional factors:
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Excerpt from ASC 805-10-55-12 and IFRS 3.B15

a. The relative voting rights in the combined entity after the business combination—The acquirer
usually is the combining entity whose owners as a group retain or receive the largest portion of the
voting rights in the combined entity. In determining which group of owners retains or receives the
largest portion of voting rights, an entity shall consider the existence of any unusual or special
voting arrangements and options, warrants, or convertible securities.

b. The existence of a large minority voting interest in the combined entity if no other owner or
organized group of owners has a significant voting interest—The acquirer usually is the combining
entity whose single owner or organized group of owners holds the largest minority voting interest
in the combined entity.

c. The composition of the governing body of the combined entity—The acquirer usually is the
combining entity whose owners have the ability to elect or appoint or to remove a majority of the
members of the governing body of the combined entity.

d. The composition of the senior management of the combined entity—The acquirer usually is the
combining entity whose former management dominates the management of the combined entity.

e. The terms of the exchange of equity interests—The acquirer usually is the combining entity that
pays a premium over the precombination fair value of the equity interests of the other combining
entity or entities.

The weight of relative voting rights in the combined entity after the business combination generally
increases as the portion of the voting rights held by the majority becomes more significant (e.g., split
of 75% and 25% may be more determinative than a split of 51% and 49%).

The existence of a party with a large minority voting interest may be a factor in determining the
acquirer. For example, a newly combined entity’s ownership includes a single investor with a 40%
ownership, while the remaining 60% ownership is held by a widely dispersed group. The single
investor that owns the 40% ownership in the combined entity is considered a large minority voting
interest.

Consideration should be given to the initial composition of the board and whether the composition of
the board is subject to change within a short period of time after the acquisition date. Assessing the
significance of this factor in the identification of the acquirer would include an understanding of which
combining entity has the ability to impact the composition of the board. These include, among other
things, the terms of the current members serving on the governing body, the process for replacing
current members, and the committees or individuals that have a role in selecting new members for the
governing body.

Consideration should be given to the number of executive positions, the roles and responsibilities
associated with each position, and the existence and terms of any employment contracts. The seniority
of the various management positions should be given greater weight over the actual number of senior
management positions in the determination of the composition of senior management.

The terms of the exchange of equity interests are not limited to situations where the equity securities
exchanged are traded in a public market. In situations where either or both securities are not publicly
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traded, the reliability of the fair value measure of the privately held equity securities should be
considered prior to assessing whether an entity paid a premium over the precombination fair value of
the other combining entity or entities.

Other factors to consider in determining the acquirer include:

o The combining entity whose relative size is significantly larger than the other combining entity or
entities usually is the acquirer. Assessing relative size may include an understanding of the
combining entities’ assets, revenues, or earnings [profit].

o0 An acquirer should be identified in a business combination involving more than two entities. The
identification of the acquirer should consider which entity initiated the business combination, the
relative size of the combining entities, and any other pertinent information.

O A new entity formed to effect a business combination is not necessarily the acquirer. One of the
existing combining entities should be determined to be the acquirer in a business combination
involving the issuance of equity interests by a newly formed entity (Newco). However, a Newco
that transfers cash or other assets, or that incurs liabilities as consideration may be deemed to be
the accounting acquirer in certain situations. See BCG 2.3.1 for further information on Newcos.

New entity formed to effect a business combination

It is not uncommon for a company to use a Newco (newly formed entity) in a business combination. A
Newco may be used in a business combination for legal, tax, or other business purposes.

A Newco may be determined to be the acquirer in certain situations if the Newco is considered to be
substantive (i.e., when the Newco is not disregarded for accounting purposes). This determination is
based on the facts and circumstances and is highly subjective. A Newco’s formation, ownership, and
activities prior to the business combination should be considered and may provide evidence as to
whether a Newco is substantive. For example, a Newco that has assets, liabilities, or operating
activities may be determined to be substantive. Neither US GAAP nor IFRS provides guidance on this
determination.

A Newco that is established solely to issue equity interests to effect a business combination generally
will not be substantive and should normally be “looked through” to determine the acquirer. Therefore,
in this case, if a Newco issues equity interests to effect a business combination, one of the existing
entities or businesses would be identified as the acquirer in accordance with ASC 805-10-55-15 and
IFRS 3.B18.

For US GAAP companies, see BCG 11.3 for further information on pushdown accounting for
certain Newco transactions.

Examples 2-1 through 2-3 illustrate how to determine whether a Newco is the acquirer.
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EXAMPLE 2-1

Determining the acquirer

A Newco is formed by various unrelated investors for the purpose of acquiring a business. Newco
issues equity to the investors for cash. Using the cash received, Newco purchases 100% of the equity of
a company.

Is Newco the accounting acquirer?
Analysis

Yes. Newco would be identified as the accounting acquirer. Newco, itself, obtained control of a
business and is not controlled by the former shareholders of the acquired company. In addition,
Newco independently raised the necessary cash to fund the acquisition. Based on these facts, Newco
would be considered substantive and would be identified as the accounting acquirer.

EXAMPLE 2-2

Determining the acquirer

As part of an integrated transaction, a seller contributes net assets that constitute a business to Newco
in exchange for shares of Newco. A short time thereafter, Newco issues 60% of its common shares to
an unrelated investor for cash.

Is Newco the accounting acquirer?
Analysis

Yes. Newco would be identified as the accounting acquirer. ASC 805-10-20 [IFRS 3.A] defines a
business combination as a "transaction or other event in which an acquirer obtains control of one or
more businesses." In this instance, the surviving Newco is considered an accounting acquirer as an
unrelated investor has obtained control over it and the contributed business The accounting for this
transaction is the same as if the new investor had infused cash into a Newco, which then issued equity
securities to the seller in return for the net assets of the contributed business, resulting in a business
combination.

EXAMPLE 2-3

Determining the acquirer

A Newco is formed by Company A to effect the combination of Company A and Company B. Newco
issues 100% of its equity interests to the owners of the combining companies in exchange for all of
their outstanding equity interests.

Is Newco the accounting acquirer?

Analysis

No. The transaction is, in substance, no different than a transaction in which one of the combining
entities directly acquires the other. Newco is not considered substantive in this situation and would be
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disregarded for accounting purposes. Therefore, Newco would not be identified as the accounting
acquirer; rather, one of the other combining entities would be.

Other considerations in identifying the acquirer

The Standards provide general guidance for identifying the acquirer. Certain circumstances can
complicate the identification of the acquirer. For example:

o Acquisitions involving companies with overlapping [ordinary] shareholders: The effect of common
ownership (but not common control) among the shareholders of the combining entities should be
considered in the identification of the accounting acquirer. The analysis of the relative voting
rights in a business combination involving entities with common shareholders should consider the
former shareholder groups of the combining entities and not the individual owners that are
common to the combining entities. The former shareholder group that retains or receives the
largest portion of the voting rights in the combined entity would be the accounting acquirer,
absent the consideration of any of the other factors provided in the Standards.

o Options, warrants, and convertible instruments: Options, warrants, and convertible instruments
assumed or exchanged in a business combination are considered in the determination of the
accounting acquirer if the holders of these instruments are viewed to be essentially the same as
common shareholders. Options, warrants, and convertible instruments that are in the money and
are vested, exercisable, or convertible may be included in the determination of the relative voting
rights in the combined entity.

o Debt holders that receive common shares: Debt holders that receive common shares in a business
combination should be considered in the determination of the accounting acquirer if the debt
holders are viewed to have attributes similar to common shareholders prior to the acquisition. The
holders of debt that is exchanged for shares in a business combination may be included in the
determination of the relative voting rights in the combined entity if the debt is convertible and in
the money prior to the acquisition.

Examples 2-4 and 2-5 illustrate the impact on the determination of relative voting rights in the
combined entity if debt holders receive common shares in a business combination.

EXAMPLE 2-4

Debt holders that exchange their interest for common shares that do not impact the determination of
relative voting rights

Company A acquires Company B in a business combination by exchanging equity interests. Company
B has nonconvertible debt that Company A does not wish to assume in the acquisition. Company A
reaches an agreement with Company B’s nonconvertible debt holders to extinguish the debt for
Company A’s common shares. The nonconvertible debt holders hold no other financial interests in
Company B.

How do the shares issued to the nonconvertible debt holders impact the determination of relative
voting rights?
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Analysis

The extinguishment of the debt is a separate transaction from the business combination. The
determination of relative voting rights in the combined entity would not include the equity interests
received by Company B’s nonconvertible debt holders. Prior to the business combination, Company
B’s nonconvertible debt holders do not have attributes similar to other shareholders. The debt holders
have no voting rights and have a different economic interest in Company B compared to Company B’s
shareholders before the business combination.

EXAMPLE 2-5

Debt holders that exchange their interest for common shares that impact the determination of relative
voting rights

Company A acquires Company B in a business combination by exchanging equity interests. Company
B has convertible debt. The conversion feature is “deep in the money” and the underlying fair value of
the convertible debt is primarily based on the common shares into which the debt may be converted.
Company A does not wish to assume the convertible debt in the acquisition. Company A reaches an
agreement with Company B’s convertible debt holders to exchange the convertible debt for Company
A’s common shares.

How do the shares issued to the convertible debt holders impact the determination of relative voting
rights?

Analysis

The determination of relative voting rights in the combined entity would include the equity interests
received by Company B’s convertible debt holders. Prior to the business combination, these debt
holders have attributes similar to common shareholders. The debt holders have voting rights that can
be exercised by converting the debt into common shares, and the underlying fair value of the debt is
primarily based on the common shares into which the debt may be converted. This would indicate that
the convertible debt holders have a similar economic interest in Company B compared to Company B’s
common shareholders prior to the business combination.

Determining the acquisition date

The Standards provide the following principle with regard to determining the acquisition date:

Excerpts from ASC 805-10-25-6 and IFRS 3.8

The acquirer shall identify the acquisition date, which is the date on which it obtains control of the
acquiree.

The acquisition date is the date on which the acquirer obtains control of the acquiree, which is
generally the closing date. However, if control of the acquiree transfers to the acquirer through a
written agreement, the acquisition date can be before or after the closing date. In accordance with ASC
805-10-25-7 and IFRS 3.9, all pertinent facts and circumstances surrounding a business combination
should be considered in assessing when the acquirer has obtained control of the acquiree.
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Determining the acquisition date for a business combination achieved without the
transfer of consideration

An acquirer may obtain control through a transaction or event without the purchase of a controlling
ownership interest (i.e., a business combination achieved without the transfer of consideration). The
acquisition date for these business combinations is the date control is obtained through the other
transaction or event. This situation may arise, for example, if an investee enters into a share buy-back
arrangement with certain investors and, as a result, control of the investee changes. In this example,
the acquisition date should be the date on which the share repurchase (and cancellation) occurs,
resulting in an investor obtaining control over the investee.

Recognizing and measuring the identifiable assets
acquired, liabilities assumed, and any noncontrolling
interest in the acquiree

The Standards provide the following recognition principle for assets acquired, liabilities assumed, and
any noncontrolling interest in the acquiree:

Excerpts from ASC 805-20-25-1 and IFRS 3.10

As of the acquisition date, the acquirer shall recognize, separately from goodwill, the identifiable assets
acquired, the liabilities assumed, and any noncontrolling interest in the acquiree. Recognition of
identifiable assets acquired and liabilities assumed is subject to the conditions specified in paragraphs
805-20-25-2 through 25-3 [IFRS 3.11 and 12].

An acquirer should recognize the identifiable assets acquired and the liabilities assumed on the
acquisition date if they meet the definitions of assets and liabilities in FASB Concepts Statement No. 6,
Elements of Financial Statements, for US GAAP, and the Framework for the Preparation and
Presentation of Financial Statements for IFRS. For example, costs that an acquirer expects to incur
but is not obligated to incur at the acquisition date (e.g., restructuring costs) are not liabilities
assumed under ASC 805-20-25-2 and IFRS 3.11. An acquirer may also recognize assets and liabilities
that are not recognized by the acquiree in its financial statements prior to the acquisition date, due to
differences between the recognition principles in a business combination and other US GAAP or IFRS.
This can result in the recognition of intangible assets in a business combination, such as a brand name
or customer relationship, which the acquiree would not recognize in its financial statements because
these intangible assets were internally generated.

Certain assets acquired and liabilities assumed in connection with a business combination may not be
considered part of the assets and liabilities exchanged in the business combination and will be

recognized as separate transactions in accordance with other US GAAP or IFRS.

The Standards provide the following principle with regard to the measurement of assets acquired and
liabilities assumed and any noncontrolling interest in the acquiree:
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Excerpt from ASC 805-20-30-1

The acquirer shall measure the identifiable assets acquired, the liabilities assumed, and any
noncontrolling interest in the acquiree at their acquisition-date fair values.

IFRS 3.18

The acquirer shall measure the identifiable assets acquired and the liabilities assumed at their
acquisition-date fair values.

IFRS 3.19

For each business combination, the acquirer shall measure at the acquisition date components of non-
controlling interests in the acquiree that are present ownership interests and entitle their holders to a
proportionate share of the entity's net assets in the event of liquidation at either: (a) fair value; or (b)
the present ownership instruments’ proportionate share in the recognised amounts of the acquiree’s
identifiable net assets.

The measurement of the identifiable assets acquired and liabilities assumed is at fair value, with
limited exceptions as provided for in the Standards. For US GAAP, fair value is based on the definition
in ASC 820-10-20 as the price that would be received from the sale of an asset or paid to transfer a
liability in an orderly transaction between market-participants. Under IFRS 13, the definition of fair
value is the price that would be received to sell an asset or paid to transfer a liability in an orderly
transaction between market participants at the measurement date. See FV 7 for a discussion of the
valuation techniques and issues related to the fair value measurement of the identifiable assets
acquired and liabilities assumed.

The following table provides a summary of the exceptions to the recognition and fair value
measurement principles in the Standards, along with references to where these exceptions are
discussed in this chapter.

Summary of exceptions to the recognition and fair value measurement principles

Measurement principle o Reacquired rights (BCG 2.5.6)

o Assets held for sale (BCG 2.5.9)
o Share-based payment awards (BCG 2.6.3.1)

Recognition and measurement principles o Income taxes (BCG 2.5.8)
o Employee benefits (BCG 2.5.10)
o Contingencies (BCG 2.5.13)

o Indemnification assets (BCG 2.5.14)

The recognition and measurement of particular assets acquired and liabilities assumed are
discussed in BCG 2.5.1 through BCG 2.5.20.2.

In some instances, the SEC has expressed the view that significant differences between the acquired
entity’s historical carrying value and the acquiring entity's estimated fair value could call into question
whether the fair value determined by the acquiring entity and/or the carrying value reported by the
acquired entity before the acquisition is appropriate. If it is determined that the pre-acquisition
carrying value was not accurate in the acquired entity’s financial statements, the pre-acquisition
financial statements may require adjustment.
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Assets that the acquirer does not intend to use

An acquirer, for competitive or other reasons, may not use an acquired asset or may intend to use the
asset in a way that is not its highest and best use (i.e., different from the way other market-participants
would use the asset). The Standards specify that the intended use of an asset by the acquirer does not
affect its fair value. See BCG 4.3 for further information on the subsequent measurement of assets that
the acquirer does not intend to use.

Defensive intangible assets

A company may acquire intangible assets in a business combination that it has no intention to actively
use but intends to hold (lock up) to prevent others from obtaining access to them (defensive intangible
assets). Defensive intangible assets may include assets that the entity will never actively use, as well as
assets that will be actively used by the entity only during a transition period. In either case, the
company will lock up the defensive intangible assets to prevent others from obtaining access to them
for a period longer than the period of active use. Examples of defensive intangible assets include brand
names and trademarks. A company should utilize market-participant assumptions, not acquirer-
specific assumptions, in determining the fair value of defensive intangible assets.

Determining the useful life of defensive intangible assets can be challenging. The value of defensive
intangible assets will likely diminish over a period of time as a result of the lack of market exposure or
competitive environment or other factors. Therefore, the immediate write-off of defensive intangible
assets would not be appropriate. It would also be rare for such assets to have an indefinite life. See
BCG 4.3, BCG 8.4, and BCG 10.4.7 for further information on the initial and subsequent
measurement of defensive intangible assets.

Asset valuation allowances

Separate valuation allowances are not recognized for acquired assets that are measured at fair value, as
any uncertainties about future cash flows are included in their fair value measurement, as described in
ASC 805-20-30-4 and IFRS 3.B41. This precludes the separate recognition of an allowance for
doubtful accounts or an allowance for loan losses. Companies may need to separately track contractual
receivables and any valuation losses to comply with certain disclosure and other regulatory
requirements in industries such as financial services. In accordance with ASC 805-20-50-1(b) and
IFRS 3.B64(h), in the reporting period in which the business combination occurs, the acquirer should
disclose the fair value of the acquired receivables, their gross contractual amounts, and an estimate of
cash flows not expected to be collected.

The use of a separate valuation allowance is permitted for assets that are not measured at fair value on
the acquisition date (e.g., certain indemnification assets). Consequently, for US GAAP companies, a
valuation allowance for deferred income tax assets is allowed.

New guidance

Upon adoption of ASU 2016-13, Financial Instruments—Credit Losses, purchased financial assets
with credit deterioration will no longer be recognized at fair value, an exception to the measurement
principle in ASC 805. Instead, the acquirer will recognize an allowance with a corresponding increase
to the amortized cost basis of the financial asset as of the acquisition date.
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Excerpt from ASC master glossary — Purchased financial assets with credit
deterioration

Acquired individual financial assets (or acquired groups of financial assets with similar risk
characteristics) that, as of the date of acquisition, have experienced a more-than-insignificant
deterioration in credit quality since origination, as determined by an acquirer’s assessment. See
paragraph 326-20-55-5 for more information on the meaning of similar risk characteristics for assets
measured on an amortized cost basis.

The revised guidance will be effective for public business entities that are SEC filers for fiscal years
beginning after December 15, 2019, including interim periods within those fiscal years. For all other
public business entities, the revised guidance will be effective for fiscal years beginning after
December 15, 2020, including interim periods within those fiscal years. For all other entities, the
revised guidance will be effective for fiscal years beginning after December 15, 2020 and interim
periods within fiscal years beginning after December 15, 2021. All entities may early adopt the revised
guidance as of the fiscal years beginning after December 15, 2018, including interim periods within
those fiscal years.

Inventory

Acquired inventory can be in the form of finished goods, work in progress, and raw materials. The
Standards require that inventory be measured at its fair value on the acquisition date. Ordinarily, the
amount recognized for inventory at fair value by the acquirer will be higher than the amount
recognized by the acquiree before the business combination. See FV 7 for further information on
valuation methods.

Contracts

Contracts (e.g., leases, sales contracts, supply contracts) assumed in a business combination may give
rise to assets or liabilities. An intangible asset or liability may be recognized for contract terms that are
favorable or unfavorable compared to current market transactions, or related to identifiable economic
benefits for contract terms that are at market. See BCG 4 for further discussion of the accounting for
contract-related intangible assets.

Loss contracts

Aloss [onerous] contract occurs if the unavoidable costs of meeting the obligations under a contract
exceed the expected future economic benefits to be received. However, unprofitable operations of an
acquired business do not necessarily indicate that the contracts of the acquired business are loss
[onerous] contracts.

A loss [onerous] contract should be recognized as a liability at fair value if the contract is a loss
[onerous] contract to the acquiree at the acquisition date. Amortization of the loss [onerous] contract is
usually recognized as contra revenue. An acquirer should have support for certain key assumptions,
such as market price and the unavoidable costs to fulfill the contract (e.g., manufacturing costs, service
costs), if a liability for a loss [onerous] contract is recognized. For example, Company A acquires
Company B in a business combination. Company B is contractually obligated to fulfil a previous fixed-
price contract to produce a fixed number of components for one of its customers. However, Company
B’s unavoidable costs to manufacture the component exceed the sales price in the contract. As a result,
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Company B has incurred losses on the sale of this product and the combined entity is expected to
continue to do so in the future. Company B’s contract is considered a loss [onerous] contract that is
assumed by Company A in the acquisition. Therefore, Company A would record a liability for the loss
[onerous] contract assumed in the business combination.

When measuring a loss [onerous] contract, an acquirer should consider whether the amount to be
recognized should be adjusted for any intangible assets or liabilities already recognized for contract
terms that are favorable or unfavorable compared to current market terms. A contract assumed in a
business combination that becomes a loss [onerous] contract as a result of the acquirer’s actions or
intentions should be recognized through earnings [profit or loss] in the postcombination period based
on the applicable framework in US GAAP or IFRS.

Intangible assets

All identifiable intangible assets that are acquired in a business combination should be recognized at
fair value on the acquisition date. Identifiable intangible assets are recognized separately if they arise
from contractual or other legal rights or if they are separable (i.e., capable of being sold, transferred,
licensed, rented, or exchanged separately from the entity). See BCG 4 for guidance on the
recognition and measurement of intangible assets.

Reacquired rights

An acquirer may reacquire a right that it had previously granted to the acquiree to use one or more of
the acquirer’s recognized or unrecognized assets. Examples of such rights include a right to use the
acquirer’s trade name under a franchise agreement or a right to use the acquirer’s technology under a
technology licensing agreement. Such reacquired rights generally are identifiable intangible assets that
the acquirer separately recognizes from goodwill in accordance with ASC 805-20-25-14 and

IFRS 3.B35. The reacquisition must be evaluated separately to determine if a gain or loss on the
settlement should be recognized. See BCG 2.7.3.1 for further information.

Understanding the facts and circumstances, including those surrounding the original relationship
between the parties prior to the business combination, is necessary to determine whether the
reacquired right constitutes an identifiable intangible asset. Some considerations include:

o How was the original relationship structured and accounted for? What was the intent of both
parties at inception?

o Was the original relationship an outright sale with immediate revenue recognition, or was
deferred revenue recorded as a result? Was an up-front, one-time payment made, or was the
payment stream ongoing? Was the original relationship an arm’s-length transaction, or was the
original transaction set up to benefit a majority-owned subsidiary or joint venture entity with off-
market terms?

o Was the original relationship created through a capital transaction, or was it created through an
operating (executory) arrangement? Did it result in the ability or right to resell some tangible or
intangible rights?

o Has there been any enhanced or incremental value to the acquirer since the original transaction?

o Isthe reacquired right exclusive or nonexclusive?
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Contracts giving rise to reacquired rights that include a royalty or other type of payment provision
should be assessed for contract terms that are favorable or unfavorable when compared to pricing for
current market transactions. A settlement gain or loss should be recognized and measured at the
acquisition date for any favorable or unfavorable contract terms identified. A settlement gain or loss
related to a reacquired right should be measured consistently with the guidance for the settlement of
preexisting relationships. See BCG 2.7.3.1 for further information. The amount of any settlement
gain or loss should not impact the measurement of the fair value of any intangible asset related to the
reacquired right.

The acquisition of a reacquired right may be accompanied by the acquisition of other intangibles that
should be recognized separately from both the reacquired right and goodwill. For example, a company
grants a franchise to a franchisee to develop a business in a particular country. The franchise
agreement includes the right to use the company’s trade name and proprietary technology. After a few
years, the company decides to reacquire the franchise in a business combination for an amount greater
than the fair value of a new franchise right. The excess of the value transferred over the franchise right
is an indicator that other intangibles, such as customer relationships, customer contracts, and
additional technology, could have been acquired along with the reacquired right.

Determining the value and useful life of reacquired rights

Reacquired rights are identified as an exception to the fair value measurement principle, because the
value recognized for reacquired rights is not based on market-participant assumptions. In accordance
with ASC 805-20-30-20 and IFRS 3.29, the value of a reacquired right is determined based on the
estimated cash flows over the remaining contractual life, even if market-participants would reflect
expected renewals in their measurement of that right. The basis for this measurement exception is that
a contractual right acquired from a third party is not the same as a reacquired right under FAS
141(R).B309; IFRS 3.BC309. Because a reacquired right is no longer a contract with a third party, an
acquirer that controls a reacquired right could assume indefinite renewals of its contractual term,
effectively making the reacquired right an indefinite-lived intangible asset.

Assets acquired and liabilities assumed, including any reacquired rights, should be measured using a
valuation technique that considers cash flows after payment of a royalty rate to the acquirer for the
right that is being reacquired because the acquiring entity is already entitled to this royalty. The
amount of consideration that the acquirer would be willing to pay for the acquiree is based on the cash
flows that the acquiree is able to generate above and beyond the royalty rate that the acquirer is
already entitled to under the agreement.

The Boards concluded that a right reacquired from an acquiree in substance has a finite life (i.e., the
contract term); a renewal of the contractual term after the business combination is not part of what
was acquired in the business combination.

Therefore, consistent with the measurement of the acquisition date value of reacquired rights, the
useful life over which the reacquired right is amortized in the postcombination period should be based
on the remaining contractual term without consideration of any contractual renewals. In the event of a
reissuance of the reacquired right to a third party in the postcombination period, any remaining
unamortized amount related to the reacquired right should be included in the determination of any
gain or loss upon reissuance in accordance with ASC 805-20-35-2 and IFRS 3.55.

In some cases, the reacquired right may not have any contractual renewals and the remaining
contractual life may not be clear, such as with a perpetual franchise right. An assessment should be
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made as to whether the reacquired right is an indefinite-lived intangible asset that would not be
amortized, but subject to periodic impairment testing. A conclusion that the useful life is indefinite
requires careful consideration and is expected to be infrequent. If it is determined that the reacquired
right is not an indefinite-lived intangible asset, then the reacquired right should be amortized over its
economic useful life. See PPE 3.2.1 for guidance on identifying the useful life of an intangible asset.

Example 2-6 illustrates the recognition and measurement of a reacquired right in a business
combination.

EXAMPLE 2-6

Recognition and measurement of a reacquired right

Company A owns and operates a chain of retail coffee stores. Company A also licenses the use of its
trade name to unrelated third parties through franchise agreements, typically for renewable five-year
terms. In addition to on-going fees for cooperative advertising, these franchise agreements require the
franchisee to pay Company A an up-front fee and an on-going percentage of revenue for continued use
of the trade name.

Company B is a franchisee with the exclusive right to use Company A’s trade name and operate coffee
stores in a specific market. Pursuant to its franchise agreement, Company B pays to Company A a
royalty rate equal to 6% of revenue. Company B does not have the ability to transfer or assign the
franchise right without the express permission of Company A.

Company A acquires Company B for cash consideration. Company B has three years remaining on the
initial five-year term of its franchise agreement with Company A as of the acquisition date. There is no
unfavorable/favorable element of the contract.

What should Company A consider when recognizing the reacquired right?
Analysis

Company A will recognize a separate intangible asset at the acquisition date related to the reacquired
franchise right, which will be amortized over the remaining three-year period. The value ascribed to
the reacquired franchise right under the acquisition method should exclude the value of potential
renewals. The royalty payments under the franchise agreement should not be used to value the
reacquired right, as Company A already owns the trade name and is entitled to the royalty payments
under the franchise agreement. Instead, Company A’s valuation of the reacquired right should
consider Company B’s applicable net cash flows after payment of the 6% royalty. In addition to the
reacquired franchise rights, other assets acquired and liabilities assumed by Company A should also be
measured using a valuation technique that considers Company B’s cash flows after payment of the
royalty rate to Company A.

Property, plant, and equipment

Property, plant, and equipment acquired in a business combination should be recognized and
measured at fair value. Accumulated depreciation of the acquiree is not carried forward in a
business combination. See FV 7.3.3.2 for further information on the measurement of property,
plant, and equipment.
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Government grants

Assets acquired with funding from a government grant should be recognized at fair value without
regard to the government grant. Similarly, if the government grant provides an ongoing right to
receive future benefits, that right should be measured at its acquisition-date fair value and separately
recognized. For a government grant to be recognized as an asset, the grant should be uniquely
available to the acquirer and not dependent on future actions. The terms of the government grant
should be evaluated to determine whether there are on-going conditions or requirements that would
indicate that a liability exists. If a liability exists, the liability should be recognized at its fair value on
the acquisition date.

Consideration of deconmumnissioning and site restoration costs

An acquirer may obtain long-lived assets, such as property, plant, and equipment, that upon
retirement require the acquirer to dismantle or remove the assets and restore the site on which it is
located (i.e., retirement obligations). If a retirement obligation exists, it must be recognized at fair
value (using market-participant assumptions), which may be different than the amount recognized by
the acquiree. If the fair value of the asset is based on a quoted market price, and that market price
implicitly includes the costs that will be incurred in retiring the asset, then the fair value of the asset
retirement obligation will need to be added back to the net fair value of the asset.

For example, a nuclear power plant is acquired in a business combination. The acquirer determines
that a retirement obligation of CU100 million (fair value) associated with the power plant exists. The
appraiser has included the expected cash outflows of the retirement obligation in the cash flow model,
establishing the value of the plant at CU500 million. That is, the appraised value of the power plant
would be CU100 million higher if the retirement obligation is disregarded. The acquirer would record
the power plant at its fair value of CU600 million and a liability of CU100 million for the retirement
obligation.

Income taxes

Income taxes are identified as an exception to the recognition and fair value measurement principles.
The acquirer should record all deferred tax assets, liabilities, and valuation allowances (US GAAP) of
the acquiree that are related to any temporary differences, tax carryforwards, and uncertain tax
positions in accordance with ASC 740, Income Taxes, or IAS 12, Income Taxes, ).

Deferred tax liabilities are not recognized for nontax-deductible goodwill under US GAAP or IFRS.
However, deferred tax liabilities should be recognized for differences between the book and tax basis
of indefinite-lived intangible assets.

Subsequent changes to deferred tax assets, liabilities, valuation allowances, or liabilities for any
income tax uncertainties of the acquiree will impact income tax expense in the postcombination
period unless the change is determined to be a measurement period adjustment. See BCG 2.9 for
further information on measurement period adjustments.

Adjustments or changes to the acquirer’s deferred tax assets or liabilities as a result of a business
combination should be reflected in earnings [profit or loss] or, if specifically permitted, charged
to equity in the period subsequent to the acquisition. See TX 10 for further information on the
recognition of income taxes and other tax issues.
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Recognition of assets held for sale—US GAAP [IFRS]

Assets held for sale are an exception to the fair value measurement principle, because they are
measured at fair value less costs to sell. A long-lived asset [noncurrent asset] or group of assets
(disposal group) may be classified and measured as assets held for sale at the acquisition date if, from
the acquirer’s perspective, the classification criteria in ASC 360-10, Property, Plant, and Equipment,
or IFRS 5, Non-current Assets Held-for-sale and Discontinued Operations, are met.

ASC 360-10-45-12 and IFRS 5.11 provide specific criteria which, if met, would require the acquirer to
present newly-acquired assets as assets held for sale. The criteria require a plan to dispose of the assets
within a year and that it be probable [highly probable] that the acquirer will meet the other held-for-
sale criteria within a short period of time after the acquisition date (usually within three months). The
other criteria in ASC 360-10-45-9 and IFRS 5.7-8 include (1) management having the authority to
approve an action commits to sell the assets; (2) assets are available for immediate sale in their
present condition, subject only to sales terms that are usual and customary; (3) an active program to
locate a buyer and actions to complete the sale are initiated; (4) assets are being actively marketed;
and (5) it is unlikely there will be significant changes to, or withdrawal from, the plan to sell the assets.
If the criteria are not met, those assets should not be classified as assets held-for-sale until all
applicable criteria have been met. See PPE 4 for further information on accounting for assets held-for-
sale under US GAAP.

Employee benefit plans

Employee benefit plans are an exception to the recognition and fair value measurement principles. In
accordance with ASC 805-20-25-23 and IFRS 3.26, employee benefit plan obligations are recognized
and measured in accordance with the guidance in applicable US GAAP and IFRS, rather than at fair
value. Applicable guidance under US GAAP and IFRS includes:

o ASC 420, Exit or Disposal Cost

o ASC 710, Compensation—General

o ASC 712, Compensation—Nonretirement Postemployment Benefits
o ASC 715, Compensation—Retirement Benefits

o IAS 19, Employee Benefits

For companies applying US GAAP, an acquirer should recognize an asset or liability on the acquisition
date for the funded status of any single-employer defined-benefit plan sponsored by the acquiree that
the acquirer will assume as part of a business combination. These plans include defined-benefit
pension plans and other postretirement and postemployment benefit plans. The funded status is
measured as the difference between the projected benefit obligation and the fair value of the plan
assets. ASC 805 amends ASC 715 to require that when measuring the funded status of these plans, the
acquirer exclude the effects of expected amendments, curtailments, or terminations that the acquirer
has no obligation to make in connection with the business combination. However, the measurement of
the projected benefit obligation (pensions) or accumulated postretirement benefit obligation
(postretirement benefits other than pensions) and the fair value of the plan assets on the acquisition
date should reflect any other necessary changes in discount rates or other assumptions based on the
acquirer’s assessment of relevant future events. As a result, acquiree balances for unrecognized prior
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service costs, actuarial gains or losses, or any remaining transition obligations should not be carried
forward on the acquisition date.

For US GAAP under ASC 712, some employers may apply the recognition and measurement guidance
in ASC 715 to nonretirement postemployment benefit plans (e.g., severance arrangements). In these
situations, the ASC 712 plans of an acquiree should be accounted for by the acquirer in a manner
similar to the accounting for ASC 715 plans in a business combination.

For multiemployer plans, ASC 805-20-25-23 clarifies that the acquirer recognizes a withdrawal
liability on the acquisition date under ASC 450 if it is probable at that date that the acquirer will
withdraw from a multiemployer plan in which the acquiree participates. The FASB acknowledged in
the Basis for Conclusions in FAS141(R) that the provisions for single-employer and multiemployer
plans are not necessarily consistent.

For IFRS, if a business combination involves the assumption of defined-benefit pension plans or other
similar postretirement benefit plans, the acquirer should use the present value of the defined-benefit
obligations less the fair value of any plan assets to determine the net employee benefit assets or
liabilities to be recognized. Similar to US GAAP, acquiree balances should not be carried forward on
the acquisition date.

In accordance with IAS 19.64(b) and IFRIC 14, if there is a net employee-benefit asset, it is recognized
only to the extent that it will be available to the acquirer in the form of refunds from the plan or a
reduction in future contributions.

Under IAS 19.110-111, settlements or curtailments are recognized in the measurement of the plan’s
benefit obligations only if the settlement or curtailment event has occurred by the acquisition date. A
settlement occurs when an entity enters into a transaction that eliminates all further legal or
constructive obligation for all or part of the benefits provided under a defined-benefit plan. A
curtailment occurs when an entity is demonstrably committed to make a material reduction in the
number of employees covered by a plan, amends a defined-benefit plan’s terms such that a material
element of future service by current employees will no longer qualify for benefits or will qualify only
for reduced benefits. Consistent with the guidance in IAS 19, it would not be appropriate to recognize a
settlement or curtailment on the basis that it was probable. That is, expected settlements or
curtailments by the acquirer of the acquiree’s plans would not be recognized until the relevant
requirements in IAS 19 are met.

Question 2-1

Can modifications to defined benefit pension plans be included as part of the acquisition accounting in
a business combination if the modifications are written into the acquisition agreement as an obligation
of the acquirer?

PwC response

The Standards generally require employee compensation costs for future services, including pension
costs, to be recognized in earnings [profit or loss] in the postcombination period. Modifications to
defined benefit pension plans are usually done for the benefit of the acquirer. A transaction that
primarily benefits the acquirer is likely to be a separate transaction. Additionally, modifications to a
defined benefit pension plan would typically relate to future services of the employees. It is not
appropriate to analogize this situation to the exception in the Standards dealing with share-based
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compensation arrangements. That exception allows the acquirer to include a portion of the fair value
based measure of replacement share-based payment awards as consideration in acquisition
accounting through an obligation created by a provision written into the acquisition agreement. Such
an exception should not be applied to modifications to defined benefit pension plans under the
scenario described.

ASC 805-10-55-18 and IFRS 3.B50 provide further interpretive guidance of factors to consider when
evaluating what is part of a business combination, such as the reason for the transaction, who
initiated the transaction and the timing of the transaction. See BCG 3.2 for further information on
accounting for compensation arrangements.

Payables and debt

An acquiree’s payables and debt assumed by the acquirer are recognized at fair value in a business
combination. Short-term payables may be recorded based on their settlement amounts in most
situations since settlement amounts would be expected to approximate fair value. However, the
measurement of debt at fair value may result in an amount different from what was recognized by the
acquiree before the business combination. See FV 7 for further discussion of the measurement of
debt at fair value.

Question 2-2

How should unamortized deferred financing costs of the acquiree be accounted for in a business
combination?

PwC response

The accounting treatment for debt issue costs in the periods before and after a transaction depends on
whether the debt is assumed by the acquirer. This is primarily a legal determination and should
consider the requirements of the debt and acquisition agreements and the timing of repayment
relative to the acquisition. Debt legally assumed by the acquirer should be recorded at fair value. Any
existing deferred financing costs would be eliminated.

Guarantees

All guarantees assumed in a business combination are recognized at fair value. Under US GAAP, the
acquiree may not have recognized all of its guarantees under ASC 460, Guarantees, as a result of the
standard’s transition requirements, which applied prospectively to guarantees issued or modified after
31 December 2002. The transition provision does not apply to business combinations occurring after
31 December 2002 since all assumed guarantees are considered new arrangements for the acquirer.
Under ASC 460, an acquirer would relieve the guarantee liability through earnings [profit or loss]
using a systematic and rational manner as it is released from risk unless the guarantee is not subject to
the recognition provisions of ASC 460.

IFRS companies follow IAS 39, Financial Instruments: Recognition and Measurement. Unless they
are measured at fair value with changes in fair value reported through profit or loss, IAS 39 requires
guarantees to be subsequently reported at the higher of (1) the amount determined in accordance with
IAS 37 and (2) the amount initially recognized, less, when appropriate, amortization recognized in
accordance with IAS 18, Revenue.
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Contingencies are existing conditions, situations, or sets of circumstances resulting in uncertainty
about a possible gain or loss that will be resolved if one or more future events occur or fail to occur.
The following is a summary of the accounting for acquired contingencies under the Standards.

Summary of accounting for contingencies

US GAAP

Assets and liabilities

Initial accounting
(acquisition date):

Record at fair value if the acquisition-date fair value can be
determined during the measurement period.

If the acquisition-date fair value cannot be determined during
the measurement period, the asset or liability should be
recognized at the acquisition date if both of the following
criteria are met:

o Information available before the end of the measurement
period indicates that it is probable that an asset existed or
a liability had been incurred at the acquisition date. It is
implicit in this condition that it must be probable at the
acquisition date that one or more future events confirming
the existence of the asset or liability will occur.

o The amount of the asset or liability can be reasonably
estimated.

The above recognition criteria should be applied using
guidance provided in ASC 450 for the application of the similar
criteria in

ASC 450-20-25-2.

If the above criteria are not met using information that is
available during the measurement period about facts and
circumstances that existed as of the acquisition date, the
acquirer should not recognize an asset or liability at the
acquisition date.

Subsequent accounting
(postcombination):

If recognized at fair value on the acquisition date, the acquirer
should develop a systematic and rational basis for subsequently
measuring and accounting for assets and liabilities arising from
contingencies depending on their nature.

If recorded under ASC 450 on the acquisition date, continue to
follow the guidance in ASC 450.

If the acquirer does not recognize an asset or liability at the
acquisition date because none of the recognition criteria are
met, the acquirer should account for such assets or liabilities in
accordance with other GAAP, including ASC 450, as
appropriate.
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Summary of accounting for contingencies

IFRS Liabilities only
Initial accounting Record at fair value if it meets the definition of a present
(acquisition date): obligation and is reliably measurable.

Recognized regardless of whether it is probable that an outflow
of resources will be required to settle the obligation.

Subsequent accounting Recognized at the higher of (1) best estimate or

(postcombination): (2) acquisition-date fair value less amortization at the end of
each reporting period, with changes in value included in profit
or loss until settled.

2.5.13.1 Initial recognition and measurement—US GAAP

Assets acquired and liabilities assumed in a business combination that arise from contingencies will be
recognized at fair value at the acquisition date if fair value can be determined during the measurement
period.

An acquirer often will have sufficient information to determine the fair value of warranty obligations
assumed in a business combination. Generally, an acquirer also has sufficient information to
determine the fair value of other contractual contingencies assumed in a business combination, such
as penalty provisions in a leasing agreement. In contrast, the fair value of most legal contingencies
assumed in a business combination is not likely to be determinable.

If the acquisition-date fair value of such assets acquired or liabilities assumed cannot be determined
during the measurement period, the asset or liability should be recognized at the acquisition date if
both of the following criteria are met:

o Information available before the end of the measurement period indicates that it is probable that
an asset existed or a liability had been incurred at the acquisition date. It is implicit in this
condition that it must be probable at the acquisition date that one or more future events
confirming the existence of the asset or liability will occur.

o The amount of asset or liability can be reasonably estimated.

The above recognition criteria should be applied using guidance provided in ASC 450 for the
application of the similar criteria in ASC 450-20-25-2.

If the above criteria are not met based on information that is available during the measurement period
about facts and circumstances that existed as of the acquisition date, the acquirer cannot recognize an
asset or liability at the acquisition date. In periods after the acquisition date, the acquirer should
account for such assets or liabilities in accordance with other GAAP, including ASC 450, as
appropriate. Contingent assets generally do not meet the ASC 450 recognition criteria.
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Question 2-3

For an acquirer that expenses legal fees as incurred, should future costs to defend litigation assumed
in a business combination be recognized in acquisition accounting?

PwC response

No. It is not appropriate to accrue for future legal costs even though the related litigation existed as of
the acquisition date. Such costs should be expensed as incurred.

Subsequent measurement—US GAAP

The acquirer should develop a systematic and rational approach for subsequently measuring and
accounting for assets and liabilities arising from contingencies that may have been recognized at fair
value on the date of acquisition. The approach should be consistent with the nature of the asset or
liability. For example, the method developed for the subsequent accounting for warranty obligations
may be similar to methods that have been used in practice to subsequently account for guarantees that
are initially recognized at fair value under ASC 460-10-35-2. Judgment is required to determine the
method for subsequently accounting for assets and liabilities arising from contingencies. However, it
would not be appropriate to recognize an acquired contingency at fair value on the acquisition date
and then in the immediate subsequent period value the acquired contingency in accordance with ASC
450, with a resulting gain or loss for the difference. In addition, subsequently measuring an acquired
asset or liability at fair value is not considered to be a systematic or rational approach, unless required
by other GAAP.

Companies will need to develop policies for transitioning from the initial fair value measurement of
assets or liabilities arising from contingencies on the acquisition date to subsequent measurement and
accounting at amounts other than fair value, in accordance with other GAAP.

Examples 2-7 to 2-9 illustrate the recognition and measurement of acquired contingencies under three
scenarios.

EXAMPLE 2-7

Recognition and measurement of a warranty obligation—fair value can be determined on the
acquisition date

On 30 June 20X4, Company A purchases all of Company B’s outstanding equity shares for cash.
Company B’s products include a standard three-year warranty. An active market does not exist for the
transfer of the warranty obligation or similar warranty obligations. Company A expects that the
majority of the warranty expenditures associated with products sold in the last three years will be
incurred in the remainder of 20X4 and in 20X5 and that all will be incurred by the end of 20X6. Based
on Company B’s historical experience with the products in question and Company A’s own experience
with similar products, Company A estimates the potential undiscounted amount of all future payments
that it could be required to make under the warranty arrangements.

Should Company A recognize a warranty obligation as of the acquisition date?
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Analysis

Company A has the ability to estimate the expenditures associated with the warranty obligation
assumed from Company B as well as the period over which those expenditures will be incurred.
Company A would generally conclude that the fair value of the liability arising from the warranty
obligation can be determined at the acquisition date and would determine the fair value of the liability
to be recognized at the acquisition date by applying a valuation technique prescribed by ASC 820. In
the postcombination period, Company A would subsequently account for and measure the warranty
obligation using a systematic and rational approach. A consideration in developing such an approach
is Company A’s historical experience and the expected value of claims in each period as compared to
the total expected claims over the entire period.

EXAMPLE 2-8

Recognition and measurement of a litigation related contingency—fair value cannot be determined on
the acquisition date

In a business combination, Company C assumes a contingency of Company D related to employee
litigation. Based upon discovery proceedings to date and advice from its legal counsel, Company C
believes that it is reasonably possible that Company D is legally responsible and will be required to pay
damages. Neither Company C nor Company D have had previous experience in dealing with this type
of employee litigation, and Company C’s attorney has advised that results in this type of case can vary
significantly depending on the specific facts and circumstances of the case. An active market does not
exist to transfer the potential liability arising from this type of lawsuit to a third party. Company C has
concluded that on the acquisition date, and at the end of the measurement period, adequate
information is not available to determine the fair value of the lawsuit.

Should Company C recognize a contingent liability for the employee litigation?
Analysis

A contingent liability for the employee litigation is not recognized at fair value on the acquisition date.
Company C would not record a liability by analogy to ASC 450-20-25-2, because it has determined
that an unfavorable outcome is reasonably possible, but not probable. Therefore, Company C would
recognize a liability in the postcombination period when the recognition and measurement criteria in
ASC 450 are met.

EXAMPLE 2-9

Recognition and measurement of a litigation related contingency—decision to settle on the acquisition
date

Assume the same fact pattern in Example 2-8 above, except that Company C has decided to pay CU1
million to settle the liability on the acquisition date to avoid damage to its brand or further costs

associated with the allocation of resources and time to defend the case in the future.

Should Company C recognize a contingent liability for the employee litigation?
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Analysis

Company C would record the liability on the acquisition date at CU1 million. Company C’s decision to
pay a settlement amount indicates that it is now probable that Company C has incurred a liability on
the acquisition date and that the amount of the liability can be reasonably estimated in accordance
with ASC 450.

Contingent liabilities—IFRS

Contingent liabilities are either possible or present obligations as defined in IAS 37. In accordance
with IFRS 3.22, possible obligations are obligations that arise from past events whose existence will be
confirmed only by the occurrence or nonoccurrence of one or more uncertain future events not wholly
within the control of any entity. Present obligations are legal or constructive obligations that result
from a past event.

An acquirer recognizes at fair value on the acquisition date, in accordance with IFRS 3.23, all
contingent liabilities assumed that are present obligations that also are reliably measurable.
Contingent assets and possible obligations assumed are not recognized by the acquirer on the
acquisition date.

In the reporting periods subsequent to the acquisition date, contingencies recognized at the
acquisition date are measured at the higher of (1) the amount that would be recognized under IAS 37
(i.e., best estimate) or (2) the amount initially recorded less cumulative amortization recognized in
accordance with IAS 18.

Indemnification assets

Indemnification assets are an exception to the recognition and fair value measurement principles
because indemnification assets are recognized and measured differently than other contingent assets.
Indemnification assets (sometimes referred to as seller indemnifications) may be recognized if the
seller contractually indemnifies, in whole or in part, the buyer for a particular uncertainty, such as a
contingent liability or an uncertain tax position.

The recognition and measurement of an indemnification asset is based on the related indemnified
item. That is, the acquirer should recognize an indemnification asset at the same time that it
recognizes the indemnified item, measured on the same basis as the indemnified item, subject to
collectibility or contractual limitations on the indemnified amount. Therefore, if the indemnification
relates to an asset or a liability that is recognized at the acquisition date and measured at its
acquisition-date fair value, the acquirer should recognize the indemnification asset at its acquisition-
date fair value on the acquisition date. If an indemnification asset is measured at fair value, a separate
valuation allowance is not necessary because its fair value measurement will reflect any uncertainties
in future cash flows resulting from collectibility considerations. Indemnification assets recognized on
the acquisition date (or at the same time as the indemnified item) continue to be measured on the
same basis as the related indemnified item subject to collectibility and contractual limitations on the
indemnified amount until they are collected, sold, cancelled, or expire in the postcombination period.
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Question 2-4

How should a buyer account for an indemnification from the seller when the indemnified item has not
met the criteria to be recognized on the acquisition date?

PwC response

The Standards state that an indemnification asset should be recognized at the same time as the
indemnified item. Therefore, if the indemnified item has not met the recognition criteria as of the
acquisition date, an indemnification asset should not be recognized. If the indemnified item is
recognized subsequent to the acquisition, the indemnification asset would then also be recognized on
the same basis as the indemnified item subject to management’s assessment of the collectibility of the
indemnification asset and any contractual limitations on the indemnified amount. This accounting
would be applicable even if the indemnified item is recognized outside of the measurement period.

Question 2-5

Does an indemnification arrangement need to be specified in the acquisition agreement to achieve
indemnification accounting?

PwC response

Indemnification accounting can still apply even if the indemnification arrangement is the subject of a
separate agreement. Indemnification accounting applies as long as the arrangement is entered into on
the acquisition date, is an agreement reached between the acquirer and seller, and relates to a specific
contingency or uncertainty of the acquired business, or is in connection with the business
combination.

Question 2-6

Should acquisition consideration held in escrow for the seller’s satisfaction of general representation
and warranties be accounted for as an indemnification asset?

PwC response

General representations and warranties would not typically relate to any contingency or uncertainty
related to a specific asset or liability of the acquired business. Therefore, in most cases, the amounts
held in escrow for the seller’s satisfaction of general representations and warranties would not be
accounted for as an indemnification asset.

EXAMPLE 2-10

Recognition and measurement of an indemnification asset

As part of an acquisition, the seller provides an indemnification to the acquirer for potential losses
from an environmental matter related to the acquiree. The contractual terms of the seller
indemnification provide for the reimbursement of any losses greater than CU100 million. There are no
issues surrounding the collectibility of the arrangement from the seller. A contingent liability of CU110
million is recognized by the acquirer on the acquisition date using similar criteria to ASC 450-20-25-2
because the fair value of the contingent liability could not be determined during the measurement
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period. At the next reporting period, the amount recognized for the environmental liability is increased
to CU115 million based on new information.

How should the seller indemnification be recognized and measured?
Analysis

The seller indemnification should be considered an indemnification asset and should be recognized
and measured on a similar basis as the related environmental contingency. On the acquisition date, an
indemnification asset of CU10 million (CU110—CU100), is recognized. At the next reporting period
after the acquisition date, the indemnification asset is increased to CU15 million (CU115 less CU100),
with the CU5 million adjustment offsetting the earnings [profit or loss] impact of the CU5 million
increase in the contingent liability.

Recognition of liabilities related to restructurings or exit activities

Liabilities related to restructurings or exit activities of the acquiree should only be recognized at the
acquisition date if they are preexisting liabilities of the acquiree and were not incurred for the benefit
of the acquirer. Absent these conditions, including a plan for restructuring or exit activities in the
purchase agreement does not create an obligation for accounting purposes to be assumed by the
acquirer at the acquisition date. Liabilities and the related expense for restructurings or exit activities
that are not preexisting liabilities of the acquiree should be recognized through earnings [profit or
loss] in the postcombination period when all applicable criteria of ASC 420 or IAS 37 have been met.
Liabilities related to restructuring or exit activities that were recorded by the acquiree after
negotiations to sell the company began should be assessed to determine whether such restructurings
or exit activities were done in contemplation of the acquisition for the benefit of the acquirer. If the
restructuring activities was done for the benefit of the acquirer, the acquirer should account for the
restructuring activities as a separate transaction. Refer to ASC 805-10-55-18 and IFRS 3.B50
paragraph B50 of IFRS 3 for more guidance on separate transactions.

Examples 2-11 and 2-12 illustrate the recognition and measurement of liabilities related to
restructuring or exit activities.

EXAMPLE 2-11

Restructuring efforts of the acquiree vs. restructuring efforts of the acquirer

On the acquisition date, an acquiree has an existing liability/obligation related to a restructuring that
was initiated one year before the business combination was contemplated. In addition, in connection
with the acquisition, the acquirer identified several operating locations to close and selected employees
of the acquiree to terminate to realise certain anticipated synergies from combining operations in the
postcombination period. Six months after the acquisition date, the obligation for this restructuring
action is recognized, as the recognition criteria under ASC 420 and IAS 37 are met.

How should the acquirer account for the two restructurings?

Analysis

The acquirer would account for the two restructurings as follows:
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o Restructuring initiated by the acquiree: The acquirer would recognize the previously recorded
restructuring liability at fair value as part of the business combination, since it is an obligation of
the acquiree at the acquisition date.

o Restructuring initiated by the acquirer: The acquirer would recognize the effect of the
restructuring in earnings [profit or loss] in the postcombination period, rather than as part of the
business combination. Since the restructuring is not an obligation at the acquisition date, the
restructuring does not meet the definition of a liability and is not a liability assumed in the
business combination.

EXAMPLE 2-12

Seller’s reimbursement of acquirer’s postcombination restructuring costs

The sale and purchase agreement for a business combination contains a provision for the seller to
reimburse the acquirer for certain qualifying costs of restructuring the acquiree during the
postcombination period. Although it is probable that qualifying restructuring costs will be incurred by
the acquirer, there is no liability for restructuring that meets the recognition criteria at the
combination date.

How should the reimbursement right be recorded?
Analysis

The reimbursement right is a separate arrangement and not part of the business combination because
the restructuring action was initiated by the acquirer for the future economic benefit of the combined
entity. The purchase price for the business must be allocated (on a reasonable basis such as relative
fair value) to the amount paid for the acquiree and the amount paid for the reimbursement right. The
reimbursement right should be recognized as an asset on the acquisition date with cash receipts from
the seller recognized as settlements. The acquirer should expense postcombination restructuring costs
in its postcombination consolidated financial statements.

Deferred or unearned revenue

The acquirer recognizes a liability related to deferred revenue only to the extent that the deferred
revenue represents an obligation assumed by the acquirer (i.e., obligation to provide goods, services,
or the right to use an asset or some other concession or consideration given to a customer). The
liability related to deferred revenue should be based on the fair value of the obligation on the
acquisition date, which may differ from the amount previously recognized by the acquiree. See

FV 7.3.3.6 for further information on deferred or unearned revenue.

Deferred charges arising from leases

The balance sheet of an acquiree before the acquisition date may include deferred or prepaid rent
related to an operating lease, resulting from the accounting guidance in ASC 840-20-25-2 and
[AS17.33 to generally recognize operating lease income (lessor) or expense (lessee) on a straight-line
basis if lease terms include increasing or escalating lease payments. The acquirer should not recognize
the acquiree’s deferred rent using the acquisition method because it does not meet the definition of an
asset or liability. The acquirer may record deferred rent starting from the acquisition date in the
postcombination period based on the terms of the assumed lease.
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Example 2-13 illustrates the recognition of deferred rent in a business combination.

EXAMPLE 2-13

Recognition of deferred rent

On the acquisition date, Company A assumes an acquiree’s operating lease. The acquiree is the lessee.
The terms of the lease are:

o Four-year lease term
o Lease payments are:

o Year 1: CU100

o Year 2: CU200

o Year 3: CU300

o Year 4: CU400
On the acquisition date, the lease had a remaining contractual life of two years, and the acquiree had
recognized a CU200! liability for deferred rent. For the purpose of this example, other identifiable
intangible assets and liabilities related to the operating lease are ignored.
How should Company A account for the deferred rent?
Analysis
Company A does not recognize any amounts related to the acquiree’s deferred rent liability on the
acquisition date. However, the terms of the acquiree’s lease will give rise to deferred rent in the
postcombination period. Company A will record a deferred rent liability of CU502 at the end of the first
year after the acquisition.
1 Deferred rent of the acquiree: straight-line expense of CU500 (((CU100 + CU200 + CU300 + CU400) / 4) x 2 years) less cash

payments of CU300 (CU100 + CU200).

2 Deferred rent of the acquirer: straight-line expense of CU350 (((CU300 + CU400) / 2) x 1 year) less cash payments of CU300
(year 3 of lease).

Although deferred rent of the acquiree is not recognized in a business combination, the acquirer may
recognize an intangible asset or liability related to the lease, depending on its nature or terms. See
BCG 4 for additional guidance on the accounting for leases in a business combination.

Classifying or designating identifiable assets and liabilities

The Standards provide the following principle with regard to classifying or designating the identifiable
net assets acquired:
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Excerpts from ASC 805-20-25-6 and IFRS 3.15

At the acquisition date, the acquirer shall classify or designate the identifiable assets acquired and
liabilities assumed as necessary to subsequently apply other GAAP [IFRSs subsequently]. The acquirer
shall make those classifications or designations on the basis of the contractual terms, economic
conditions, its operating or accounting policies, and other pertinent conditions as they exist at the
acquisition date.

The acquirer must classify or designate identifiable assets acquired, liabilities assumed, and other
arrangements on the acquisition date, as necessary, to apply the appropriate accounting in the
postcombination period. As described in ASC 805-20-25-6 and IFRS 3.15, the classification or
designation should be based on all pertinent factors, such as contractual terms, economic conditions,
and the acquirer’s operating or accounting policies, as of the acquisition date. The acquirer’s
designation or classification of an asset or liability may result in accounting different from the
historical accounting used by the acquiree. For example:

o Classifying assets as held for sale: As discussed in BCG 2.5.9, the classification of assets held-
for-sale is based on whether the acquirer has met, or will meet, all of the necessary criteria.

o Classifying investments in debt or equity securities: Investment securities are classified based on
the acquirer’s investment strategies and intent in accordance with ASC 320, Investments—Debt
and Equity Securities, or IAS 39/ IFRS 9.

o Re-evaluation of the acquiree’s contracts: The identification of embedded derivatives and the
determination of whether they should be recognized separately from the contract is based on the
facts and circumstances existing on the acquisition date.

o Designation and redesignation of the acquiree’s precombination hedging relationships: The
decision to apply hedge accounting is based on the acquirer’s intent and the terms and value of the

derivative instruments to be used as hedges on the acquisition date.

See BCG 2.5.19 for further information on the classification or designation of derivatives on
the acquisition date.

The Standards provide two exceptions to the classification or designation principle:

o Classification of leases as operating or capital [finance] in accordance with ASC 840, and IAS 17.

o Classification of contracts as an insurance or reinsurance contract or a deposit contract within the
scope of ASC 944, Financial Services—Insurance, and IFRS 4, Insurance Contracts. See BCG 11
for further information.

The classification of these contracts is based on either the contractual terms and other factors at

contract inception or the date (which could be the acquisition date) that a modification of these
contracts triggered a change in their classification in accordance with the applicable US GAAP or IFRS.
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Financial instruments—classification or designation of financial instruments and
hedging relationships

An acquiree may have a variety of financial instruments that meet the definition of a derivative
instrument. The type and purpose of these instruments will typically depend on the nature of the
acquiree’s business activities and risk management practices. These financial instruments may have
been (1) scoped out of ASC 815, Derivatives and Hedging, or IAS 39, (2) used in hedging relationships,
(3) used in an “economic hedging relationship,” or (4) used in trading operations. Generally, the pre-
acquisition accounting for the acquiree’s financial instruments is not relevant to the postcombination
accounting by the acquirer. Several issues could arise with respect to an acquiree’s financial
instruments and hedging relationships and the subsequent accounting by the acquiring entity. The key
issues are summarized below:

o Reevaluation of the acquiree’s contracts: All contracts and arrangements of the acquiree need to be
reevaluated at the acquisition date to determine if any contracts are derivatives or contain
embedded derivatives that need to be separated and accounted for as financial instruments. This
includes reviewing contracts that qualify for the normal purchases and sales exception and
documenting the basis for making such an election. The determination is made based on the facts
and circumstances at the date of the acquisition.

o Designation and redesignation of the acquiree’s precombination hedging relationships: To obtain
hedge accounting for the acquiree’s precombination hedging relationships, the acquirer will need
to designate hedging relationships anew and prepare new contemporaneous documentation for
each. The derivative instrument may not match the newly designated hedged item as closely as it
does the acquiree’s item.

o Potential inability to apply the short-cut method— US GAAP: Previous hedging relationships may
not be eligible for the short-cut method because, upon redesignation of the hedging relationship,
the derivative instrument will likely have a fair value other than zero (positive or negative) on the
acquisition date, which will prevent the hedge from qualifying for the short-cut method.

Long-term construction contracts

An acquiree may have long-term construction contracts that are in process on the acquisition date.
These contracts should be recognized at fair value, as defined in ASC 820 [IFRS 13]. Under ASC 820
[IFRS 13], the price that would be paid (received) to transfer the obligations (rights) to a market-
participant should be utilized to measure the contracts at fair value. The fair value of acquired long-
term construction contracts is not impacted by the acquiree’s method of accounting for the contracts
before the acquisition or the acquirer’s planned accounting methodology in the postcombination
period (i.e., the fair value is determined using market-participant assumptions). Subsequent to the
acquisition, the acquirer should account for the acquired contracts in accordance with ASC 605-35,
Construction-Type and Production-Type Contracts, or IAS 11, Construction Contracts or, upon
adoption, in accordance with the new revenue standards, ASC 606 and IFRS 15. For US GAAP
companies not yet applying ASC 606, the method chosen by the acquirer under ASC 605-35 is not an
accounting policy election and should be determined based on the facts and circumstances of each
contract. Intangible assets and liabilities may also arise from acquired contracts. See BCG 4 for
further discussion of the accounting for contract-related intangible assets.

The new revenue standards will replace substantially all revenue guidance under US GAAP and IFRS,
including the industry-specific guidance for construction-type and production-type contracts. Upon
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adoption of ASC 606 or IFRS 15, the acquirer in a business combination should continue to recognize
the contract at fair value, which is the price that would be paid (received) to transfer the obligations
(rights) to a market-participant as described in ASC 820 and IFRS 13. Revenue should be recognized
post-acquisition in accordance with ASC 606 or IFRS 15.

Percentage of completion method—prior to adoption of ASC 606 [IFRS 15]

In applying ASC 605-35 [IAS 11], the estimate of the acquired contract’s percentage of completion
used to recognize revenue and costs should be based upon the acquirer’s estimate of the remaining
effort required after the acquisition date to complete the contract. Contract-related intangible assets or
liabilities recognized in the business combination should be amortized over the remaining term of the
contract after acquisition.

Completed contract method—US GAAP only prior to adoption of ASC 606

ASC 605-35 requires billings and costs to be accumulated on the balance sheet while the contract is in
progress. Once the project is complete, or substantially complete, the revenue and costs of revenue
should be recognized. Upon the completion of the project, revenue recognized should equal total
billings after the acquisition less the amortization of the intangible contract asset (or liability). Costs
recognized upon contract completion (costs of revenues) should equal costs incurred in the
postcombination period. The intangible asset that arises as a result of the delayed revenue and costs of
revenue should generally not be amortised until the project is completed. IFRS does not allow for the
use of the completed contract method.

Recognising and measuring goodwill or a gain from a
bargain purchase

This section will discuss the computation of goodwill, which continues to be measured as a
residual. The computation of bargain purchase gains is discussed in BCG 2.6.2.

Goodwill

Goodwill is an asset representing the future economic benefits arising from other assets acquired in a
business combination that are not individually identified and separately recognized. The amount of
goodwill recognized is also impacted by measurement differences resulting from certain assets and
liabilities not being recorded at fair value (e.g., income taxes, employee benefits).

The Standards provide the following principle to measure goodwill:

Excerpts from ASC 805-30-30-1 and IFRS 3.32

The acquirer shall recognize goodwill as of the acquisition date, measured as the excess of (a) over (b):

a. The aggregate of the following:

1. The consideration transferred measured in accordance with this Section [IFRS], which generally
requires acquisition-date fair value ([see] paragraph 805-30-30-7 [37])
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2. The fair value [amount] of any noncontrolling interest in the acquiree [measured in accordance
with this IFRS; and]

3. In abusiness combination achieved in stages [(see paragraphs 41 and 42)], the acquisition-date
fair value of the acquirer’s previously held equity interest in the acquiree.

b. The net of the acquisition-date amounts of the identifiable assets acquired and the liabilities
assumed measured in accordance with this Topic [TFRS].

Goodwill acquired in a business combination is recognized as an asset and is not amortised. Instead,
goodwill is subject to annual impairment tests, or more frequently, if there is an indication of
impairment, based on the guidance in ASC 350, Intangibles—Gooduwill and Other, and IAS 36,
Impairment of Assets. See BCG g9 and BCG 10 for a discussion of goodwill impairment testing for
US GAAP and IFRS companies, respectively.

If the amount calculated under this approach is negative, a bargain purchase may have occurred.
Bargain purchase

Bargain purchases occur if the acquisition date amounts of the identifiable net assets acquired,
excluding goodwill, exceed the sum of (1) the value of consideration transferred, (2) the value of any
noncontrolling interest in the acquiree, and (3) the fair value of any previously held equity interest in
the acquiree. The Standards require the recognition of a gain for a bargain purchase. The Boards
believe that a bargain purchase represents an economic gain, which should be immediately recognized
by the acquirer in earnings [profit or loss].

If a bargain purchase is initially identified, the acquirer should reassess whether all of the assets
acquired and liabilities assumed have been identified and recognized, including any additional assets
and liabilities not previously identified or recognized in the acquisition accounting. Once completed,
the acquirer should review the procedures used to measure the following items:

o Identifiable assets acquired and liabilities assumed

o Noncontrolling interest in the acquiree, if any

o Acquirer’s previously held equity interest in the acquiree, if any

o Consideration transferred

The objective of reviewing the above items is to ensure that the measurements used to determine a
bargain purchase gain reflect all available information as of the acquisition date. If after this review, a
bargain purchase is still indicated, it should be recognized in earnings [profit or loss] and attributed to
the acquirer in accordance with ASC 805-30-25-2 and IFRS 3.34. The Standards require disclosure of
(1) the amount of the gain, (2) the line item where the gain is recognized, and (3) a description of the
reasons why the transaction resulted in a bargain purchase gain.

For example, Company A acquires 100% of Company B for CU150 million in cash. The preliminary fair

value of the identifiable net assets acquired is CU160 million. After assessing whether all the
identifiable net assets have been identified and recognized and reviewing the measurement of (1) those
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identifiable net assets, and (2) the consideration transferred, Company A adjusted the value of the
identifiable net assets acquired to CU155 million. Company A, as part of the acquisition accounting,
should recognize a CU5 million bargain purchase gain (CU155—-CU150), which is the amount that the
acquisition date amounts of the identifiable net assets acquired exceeds the consideration transferred.

Measuring and recognizing consideration transferred

Consideration transferred is generally measured at fair value. Consideration transferred is the sum of
the acquisition-date fair values of the assets transferred, the liabilities incurred by the acquirer to the
former owners of the acquiree, and the equity interests issued by the acquirer to the former owners of
the acquiree (except for the measurement of share-based payment awards, see BCG 2.6.3.1).
Examples of consideration transferred found in ASC 805-30-30-7 and IFRS 3.37 include cash, other
assets, contingent consideration, a subsidiary or a business of the acquirer transferred to the seller,
common or preferred equity instruments, options, warrants, and member interests of mutual entities.

There may be circumstances where the consideration exchanged in a business combination is only
equity interests and the value of the acquiree’s equity interests are more reliably measurable than the
value of the acquirer’s equity interest. This may occur when a private company acquires a public
company with a quoted and reliable market price. If so, the acquirer should determine the amount of
goodwill by using the acquisition-date fair value of the acquiree’s equity interests instead of the
acquisition-date fair value of the equity interests transferred.

In a business combination that does not involve the transfer of consideration, the fair value of the
acquirer’s interest in the acquiree (determined by using valuation techniques) should be used in
the measurement of goodwill. See FV 7 for a discussion of valuation techniques.

Share-based payment awards

An acquirer may exchange its share-based payment awards for awards held by employees of the
acquiree. All or a portion of the value of the share-based payment awards may be included in the
measurement of consideration transferred, depending upon the various terms and provisions of the
awards. Share-based payment awards are identified as a measurement exception because these awards
are measured in accordance with ASC 718, Compensation—Stock Compensation, for US GAAP, and
IFRS 2, Share-Based Payment, for IFRS. Recognition and measurement of share-based payments is
discussed further in BCG 3.

Consideration transferred includes other assets and liabilities of the acquirer

Other assets (e.g., nonmonetary assets) and liabilities of the acquirer may be transferred as part of the
purchase consideration in some business combinations. If other assets or liabilities of the acquirer are
part of the consideration transferred, the difference between the fair value and the carrying value of
these other assets or liabilities is typically recognized as a gain or loss in the financial statements of the
acquirer at the date of acquisition. However, sometimes the transferred assets or liabilities remain
within the combined entity after the business combination (e.g., because the assets or liabilities were
transferred to the acquiree rather than to its former owners), and the acquirer, therefore, retains
control of them. In that situation, the acquirer should measure those transferred assets and liabilities
at their carrying amounts immediately before the acquisition date and should not recognize a gain or
loss in earnings [profit or loss] on assets or liabilities it controls before and after the business
combination.
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Contingent consideration

Contingent consideration generally represents an obligation of the acquirer to transfer additional
assets or equity interests to the selling shareholders if future events occur or conditions are met.
Contingent consideration can also take the form of a right of the acquirer to the return of previously
transferred assets or equity interests from the sellers of the acquired business. It is often used to
enable the buyer and seller to agree on the terms of a business combination, even though the ultimate
value of the business has not been determined. Any payments made or shares transferred to the sellers
of the acquired business should be evaluated to determine whether they should be accounted for
separately from the business combination. Contingent consideration that is paid to sellers that remain
employed and linked to future services is generally considered compensation cost and recorded in the
postcombination period. See BCG 2.6.5.1 and BCG 3 for further information on compensation
arrangements.

Contingent consideration—US GAAP

Contingent consideration is recognized and measured at fair value as of the acquisition date in
accordance with ASC 805-30-25-5. An acquirer’s contingent right to receive a return of some
consideration paid (i.e., contingently returnable consideration) is recognized as an asset and measured
at fair value in accordance with ASC 805-30-25-5 and ASC 805-30-25-7.

An acquirer’s obligation to pay contingent consideration should be classified as a liability or in
shareholders’ equity in accordance with ASC 480, Distinguishing Liabilities from Equity, ASC 815,
Derivatives and Hedging, or other applicable US GAAP. A contingent consideration arrangement may
be a freestanding instrument or an embedded feature within another arrangement.

The accounting for contingent consideration in the postcombination period is impacted by its
classification as an asset, liability, or equity, which is determined based on the nature of the
instrument. Excluding adjustments to contingent consideration that qualify as measurement period
adjustments (see BCG 2.9), accounting for contingent consideration in the postcombination period is
as follows:

o Contingent consideration classified as an asset or liability: Contingent consideration classified as
either an asset or liability is measured initially and subsequently at each reporting date at fair
value. Generally, we would expect a reporting entity to record the entire change as a component of
operating income until the contingent consideration arrangement is resolved.

o Contingent consideration classified as equity: Equity-classified contingent consideration is
measured initially at fair value on the acquisition date and is not remeasured subsequent to initial
recognition. Settlement of the equity-classified contingent consideration is accounted for within
equity. In other words, the initial value recognized for an equity-classified contingent
consideration arrangement on the acquisition date is not adjusted, even if the fair value of the
arrangement on the settlement date is different. There may be situations where contingent
consideration is settled by issuing an entity’s own equity securities, but the arrangement is
accounted for as a liability. These situations include arrangements that are settled with a variable
number of an acquirer’s equity shares and that create (1) a fixed obligation known at inception, (2)
an obligation, the amount of which varies inversely to changes in the fair value of the acquirer’s
equity shares, or (3) an obligation, the amount of which varies based on something other than the
fair value of the acquirer’s equity shares. For example, a fixed monetary amount to be settled in a
variable number of shares determined by reference to the share price on the settlement date would
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be a liability. See FV 7.3.3.5 for further information regarding the measurement of share-
settled contingent consideration.

Question 2-7

Should acquisition consideration held in escrow for the seller’s satisfaction of general representation
and warranties be accounted for as contingent consideration?

PwC response

Contingent consideration is defined in ASC 805-10-20 [IFRS 3] as an obligation of the acquirer to
transfer additional assets or equity interests to the former owners of an acquiree as part of the
exchange for control of the acquiree if specified future events occur or conditions are met. As such,
payments for the settlement of consideration based on facts and circumstances that existed on the
acquisition date would not meet this definition. Absent evidence to the contrary, general
representations and warranties would be expected to be valid as of the acquisition date. Therefore, in
most cases, the amounts held in escrow should be included in the acquisition accounting as part of the
consideration transferred by the acquirer. In addition, an acquirer should carefully evaluate the legal
terms of the escrow arrangement to determine whether it should present the amounts held in escrow
as an asset on its balance sheet.

Question 2-8

Should consideration that will be transferred or received based on changes in working capital be
considered contingent consideration?

PwC response

A working capital adjustment is typically included in a purchase and sale agreement as a means of
agreeing on the amount of working capital that existed (and was acquired) on the acquisition date.
Similar to general representation and warranty provisions, the subsequent determination of working
capital that existed on the acquisition date does not relate to future events or conditions (i.e., events
occurring or conditions being met after the acquisition date) and therefore is not contingent
consideration. Accordingly, payments or receipts for changes in provisional amounts for working
capital would be recognized as an adjustment of consideration transferred by the acquirer in its
acquisition accounting.

Contingent consideration arrangements related to a partially-owned subsidiary

A contingent consideration arrangement may be entered into as part of the acquisition of a partially-
owned subsidiary. Similar to a contingent arrangement in the acquisition of a 100% interest, when
acquiring less than 100%, the economics of the arrangement will determine whether the changes in
the fair value of the arrangement represents an expense of the acquiree or acquirer. However, if
acquiring less than 100%, the determination of which entity the expense belongs to will impact the
amount allocated to the noncontrolling interest.
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EXAMPLE 2-14

Contingent consideration related to a partially owned subsidiary

Target is owned 60% by Shareholder 1 and 40% by Shareholder 2. On January 1, Company A
purchases the 60% interest in Target from Shareholder 1 for CU200 plus contingent consideration.
The contingent consideration arrangement specifies that Company A (not Target) will make future
cash payments to Shareholder 1 based on Target achieving certain earnings levels in the two-year
period following the acquisition. The acquisition-date fair value of the contingent consideration
arrangement, which is classified as a liability in Company A’s balance sheet, is CU50.

How should changes in the fair value of a contingent consideration liability be treated when the
arrangement relates to a partially-owned subsidiary?

Analysis

The contingent consideration arrangement is between Company A and Shareholder 1 and does not
impact the earnings of Target after the acquisition. In this case, none of the expense associated with
the increase in the contingent consideration liability would be recognized by Target and therefore none
would be attributed to the noncontrolling interest in Company A’s consolidated financial statements.

Determining classification of contingent consideration arrangements between
liabilities and equity—US GAAP

A contingent consideration arrangement that is required to be settled in cash or other assets should be
classified as a liability. A contingent consideration arrangement that is required to be (or at the issuer’s
option can be) settled in shares is classified as a liability or as equity. Determining the classification of
a contingent consideration arrangement that is expected to be settled in an entity’s own shares as a
liability or equity at the acquisition date can be complex and will require analysis of the facts and
circumstances of each transaction. A company should determine the appropriate classification of a
contingent consideration arrangement only after it has evaluated the criteria in ASC 480, ASC 815-40,!
and ASC 815-40-15.2 The accounting guidance described below is not meant to establish a hierarchy or
specific steps in the decision making process. All appropriate authoritative guidance should be
considered in determining the classification of a contingent consideration arrangement.

A financial instrument in the scope of ASC 480 should be classified as a liability. Financial instruments
in the scope of ASC 480 are:

o Mandatorily redeemable financial instruments

o Obligations to repurchase the issuer’s equity shares by transferring assets

o Obligations to issue a variable number of shares that meet certain criteria

As it relates to the third point, an obligation to issue a variable number of shares relates to a financial

instrument that embodies an unconditional obligation, or a financial instrument other than an
outstanding share that embodies a conditional obligation, that the issuer must or may settle by issuing

1 Originally EITF 00-19
2 Originally EITF 07-5
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a variable number of its equity shares, if, at inception, the monetary value of the obligation is based
solely or predominantly3 on any of the following:

o A fixed monetary amount known at inception, for example, a payable settleable with a variable
number of the issuer’s equity shares

o Variations in something other than the fair value of the issuer’s equity shares, for example, a
financial instrument indexed to the S&P 500 and settleable with a variable number of the issuer’s
equity shares

o Variations inversely related to changes in the fair value of the issuer’s equity shares, for example, a
written put option that could be net share settled

If a financial instrument is not classified as a liability under ASC 480, it is not automatically classified
in shareholders’ equity. The financial instrument may be classified as a liability under other US GAAP,
such as the guidance in ASC 815, which applies to both freestanding instruments and certain
embedded features. If the arrangement is in the scope of ASC 815, it would be considered a derivative
instrument and classified as a liability. The arrangement would have the characteristics of a derivative
instrument if it (1) has one or more underlyings and notional amounts, (2) has an initial investment
that is less by more than a nominal amount4than the initial net investment that would be required to
acquire the asset and (3) can be settled net by means outside the contract such that it is readily
convertible to cash (or its terms implicitly or explicitly require or permit net settlement).

Many equity-settled arrangements are in the scope of ASC 815; however, there are exceptions. The
primary exception that would impact contingent consideration arrangements is found in ASC 815-10-
15-74, which states that arrangements that are both (1) indexed to an entity’s own shares and (2)
classified in shareholders’ equity in the entity’s financial statements are not considered derivative
instruments and would not be classified as a liability. ASC 815-40-15 provides guidance for
determining whether an instrument (or embedded feature) is indexed to an entity’s own shares. ASC
815-40 provides guidance for determining whether the instrument (or embedded feature), if indexed
to an entity’s own shares, should be classified in shareholders’ equity.

Determining whether an instrument is indexed to an entity’s own shares

In determining whether the instrument (or embedded feature) is indexed to an entity’s own shares,
ASC 815-40-15 requires an entity to apply a two-step approach. The first step relates to the evaluation
of the arrangement’s contingent exercise provision. An exercise contingency is a provision that entitles
an entity (or counterparty) to exercise an equity-linked financial instrument (or embedded feature)
based on changes in the underlying, including the occurrence (or nonoccurrence) of an event.
Provisions that permit, accelerate, extend, or eliminate the entity’s (or the counterparty’s) ability to
exercise an instrument are examples of contingent exercise provisions. The second step relates to the
evaluation of the arrangement’s settlement provisions.

3 Our view is that “predominantly” may be interpreted as either a threshold equivalent to “more likely than not” or may be
interpreted as a relatively high threshold, provided that once a position is adopted by an entity, the position is applied
consistently across all instruments and from period to period.

4 The FASB did not provide guidance on what constitutes an initial investment that is “less by more than a nominal amount.”
In practice, however, an initial net investment equal to or less than 90% to 95% of the amount that would be exchanged to
acquire the asset or incur the obligation would generally satisfy the initial net investment criterion for inclusion as a
derivative in the scope of ASC 815. We believe many contingent consideration arrangements would satisfy this criterion.
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Under the first step of ASC 815-40-15, if the exercise contingency is based on (a) an observable market,
other than the market for the entity’s own shares, or (b) an observable index, other than one measured
solely by reference to the entity’s own operations (e.g., revenue, EBITDA), then the presence of the
exercise contingency precludes an instrument (or embedded feature) from being considered indexed
to an entity’s own shares.

For example, an exercise contingency based on the price of gold exceeding a certain price over a two-
year period would not be considered indexed to the entity’s own shares because the price of gold is an
observable market, other than the market for the entity’s own shares. Another example would be an
exercise contingency based on the S&P 500 increasing 500 points within any given calendar year for a
three-year period. This arrangement would not be considered indexed to the entity’s own shares
because the S&P 500 is an observable index other than an index calculated solely by reference to the
entity’s own operations.

Under the second step of ASC 815-40-15, if the settlement amount equals the difference between the
fair value of a fixed number of the entity’s equity shares and a fixed monetary amount (or a fixed
amount of a debt instrument issued by the entity), then the instrument (or embedded feature) would
be considered indexed to an entity’s own shares. The settlement amount is not fixed if the terms of the
instrument (or embedded feature) allow for any potential adjustments, regardless of the probability of
the adjustment being made or whether the entity can control the adjustments. If the instrument’s
exercise price or the number of shares used to calculate the settlement amount are not fixed, the
instrument (or embedded feature) would still be considered indexed to an entity’s own shares if the
only variables that could affect the settlement amount are variables that are typically used to
determine the fair value of a fixed-for-fixed forward or option on equity shares. The fair value inputs of
a fixed-for-fixed forward or option on equity shares may include the entity’s share price, the exercise
price of the instrument, the term of the instrument, expected dividends or other dilutive activities,
costs to borrow shares, interest rates, share price volatility, the entity’s credit spread, and the ability to
maintain a standard hedge position in the underlying shares. If the settlement amount incorporates
variables other than those used to determine the fair value of a fixed-for-fixed forward or option on
equity shares, or if the instrument (or embedded feature) contains a leverage factor that increases the
exposure to an otherwise acceptable additional variable in a manner that is inconsistent with a fixed-
for-fixed forward or option on equity shares, then the instrument (or embedded feature) would not be
considered indexed to the entity’s own shares.

Settlement adjustments designed to protect a holder’s position from being diluted will generally not
prevent an instrument (or embedded feature) from being considered indexed to the entity’s own stock
provided the adjustments are limited to the effect that the dilutive event has on the shares underlying
the instrument. Adjustments for events such as the occurrence of a stock split, rights offering,
dividend, or a spin-off would typically be inputs to the fair value of a fixed-for-fixed forward or option
on equity shares.

In most contingent consideration arrangements, the exercise contingency and settlement provisions
are likely based on the acquired entity’s postcombination performance and not that of the combined
entity as a whole. US GAAP does not preclude an instrument from being indexed to the parent’s own
stock if the instrument’s payoff is based, in whole or in part, on the stock of a consolidated subsidiary
and that subsidiary is a substantive entity. Similarly, an index measured solely by reference to an
entity’s own operations can be based on the operations of a consolidated subsidiary of the entity.

For arrangements that include more than one performance target, it must be determined whether the
unit of account is the overall contract or separate contracts for each performance target within that
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overall contract. To be assessed as separate contracts, each performance target must be readily
separable and independent of each other and relate to different risk exposures. The determination of
whether the arrangement is separable is made without regard to how the applicable legal agreements
document the arrangement (i.e., separate legal agreements entered into at the same time as the
acquisition would not necessarily be accounted for as separate contracts). If separable, the contracts
for each performance target may then individually result in the delivery of a fixed number of shares
and as a result be classified as equity (if all other applicable criteria has been met). Otherwise, the
arrangement must be viewed as one contract that results in the delivery of a variable number of shares
because the number of shares that will be delivered depends upon which performance target is met.
Unless the performance targets are inputs into the fair value of a fixed-for-fixed forward or an option
on equity shares (which generally would not be the case), equity classification would be precluded.

Determining whether an instrument indexed to an entity’s own shares should be
classified in shareholders’ equity

ASC 815-40-25 provides guidance for determining whether an instrument (or embedded feature), if
indexed to an entity’s own shares (and not within the scope of ASC 480), should be classified in
shareholders’ equity. The criteria for equity classification require that:

o The arrangement permit settlement in unregistered shares, or if the delivery of shares at
settlement are registered at the inception of the agreement, that there are no further timely filing
or registration requirements of the issuer

o The arrangement contain an explicit limit on the number of shares to be delivered

o The entity has a sufficient number of authorised and unissued shares available to settle the
arrangement

o The arrangement not provide the counterparty with rights that rank higher than existing
shareholders

o The arrangement not contain any requirements to post collateral at any point for any reason

o The arrangement not contain any restricted cash payments to the counterparty in the event the
entity fails to make timely filings with the SEC

o The arrangement not contain any cash settled top-off or make-whole provisions

All of the above noted criteria that are relevant to the instrument must be met before the arrangement
could meet the criteria to be classified in shareholders’ equity.

A contingent consideration arrangement that meets the criteria in ASC 815-40-15 and ASC 815-40-25
would be classified as equity at the acquisition date (provided it is not in the scope of ASC 480). In
addition, the arrangement must be assessed at each financial statement reporting date to determine
whether equity classification remains appropriate. If the arrangement no longer meets the criteria for
equity classification, it would be reclassified to a liability at its then current fair value.

In practice, equity classification is sometimes precluded because an entity does not have a sufficient

number of authorized and unissued shares available to settle its potentially dilutive instruments. In
determining whether a sufficient number of authorized shares are available, the entity will need to
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consider all outstanding potentially dilutive instruments (e.g., warrants, options, convertible
instruments, and contingent consideration arrangements). In a situation in which the issuance of a
contingent consideration arrangement in the current business combination results in an insufficient
number of authorized shares to settle all of the potentially dilutive instruments, the contingent
consideration arrangements and/or the other dilutive instruments will require liability classification,
depending on the company’s policy for allocating authorized shares to the dilutive instruments.
Accordingly, the company’s policy (e.g., LIFO, FIFO, or proportionate) for determining which
derivative instruments or portions of derivative instruments, should be classified or reclassified should
there be an overall shortage of available shares will be critical to determining whether the instant
arrangement or a previously issued instrument should be classified as a liability.

Contingent consideration—IFRS

In accordance with IFRS 3.39-.40, contingent consideration is recognized and measured at fair value
as of the acquisition date. An acquirer’s contingent right to receive a return of some consideration paid
(i.e., contingently returnable consideration) is recognized as an asset and measured at fair value.

An acquirer’s obligation to pay contingent consideration should be classified as a liability or equity
based on the definition of an equity instrument and a financial liability in IAS No. 32, Financial
Instruments: Presentation. Under IAS 32.11, an equity instrument is a contract that evidences a
residual interest in the assets of an entity after deducting all of its liabilities. A financial liability is a
(1) contractual obligation to deliver cash or another financial instrument or exchange financial assets
or liabilities under conditions that are potentially unfavorable; or (2) contract that will or may be
settled in its own equity instruments and is a:

o Nonderivative for which an entity is or may be obliged to deliver a variable number of its own
equity shares; or

o Derivative that will or may be settled other than by exchange of a fixed amount of cash or another
financial asset for a fixed number of its own equity instruments.

The accounting for contingent consideration in the postcombination period is impacted by its
classification as an asset, a liability, or equity. Excluding adjustments to contingent consideration that
qualify as measurement period adjustments (see BCG 2.9), accounting for contingent consideration
in the postcombination period is as follows:

o Contingent consideration classified as a liability or an asset: Contingent consideration classified as
either an asset or a liability (financial or nonfinancial) should be remeasured to fair value at each
reporting date and changes in fair value should be included in profit or loss in accordance with
IAS 39 or IFRS 9.

o Contingent consideration classified as equity: Equity-classified contingent consideration is
measured initially at fair value on the acquisition date and is not remeasured subsequent to initial
recognition. Settlement of the equity-classified contingent consideration is accounted for within
equity. In other words, the initial value recognized for an equity contingent consideration
arrangement on the acquisition date is not adjusted, even if the fair value of the arrangement on
the settlement date is different.
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Determining classification of contingent consideration arrangements between
liabilities and equity—IFRS

A contingent consideration arrangement that is required to be settled in cash or other assets should be
classified as a liability. There may be situations where a contingent consideration arrangement is
settled with an entity’s own equity shares, yet the arrangement is accounted for as a liability (e.g., a
fixed amount to be paid in a variable number of shares). The classification of contingent consideration
under IFRS is based primarily on the following criteria:

O

Contingent consideration arrangements that will be settled in a fixed number of the issuer’s equity
instruments would be classified as equity. Otherwise, if the arrangement results in the delivery of a
variable number of shares, the arrangement would be classified as a liability under IAS 32.16b.

For arrangements that include more than one performance target, it must be determined whether
the unit of account is the overall contract or separate contracts for each performance target within
that overall contract. To be assessed as separate contracts, those performance targets must be
readily separable and independent of each other and relate to different risk exposures in
accordance with IAS 39.AG29. If separable, these contracts may then individually result in the
delivery of a fixed number of shares and as a result be classified as equity. Otherwise, the
arrangement must be viewed as one contract that results in the delivery of a variable number of
shares (and would be classified as a liability) because the number of shares that will be delivered
depends upon which performance target is met.

Equity classification is precluded for contingent consideration arrangements that meet the
definition of a derivative if the arrangement has a settlement choice (e.g., net share or net cash),
even if it is the issuer’s exclusive choice (see IAS 32.26).

Figure 2-1 illustrates the framework to determine the classification of contingent consideration
arrangements.
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Figure 2-1
Contingent consideration classification

Step 1: Right to receive a return
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of shares? equity shares?
[ [
No Yes

Must assess if each target can be

viewed as a separate contract'

1 Judgment is required to determine whether the unit of account should be the overall contract or separate contracts within the

overall arrangement.

Classification of contingent consideration arrangements—US GAAP and IFRS
examples

The examples below consider various contingent consideration arrangements and provide analysis for
determining the classification of contingent consideration arrangements as a liability or as equity
under US GAAP and IFRS. The examples assume Company A is a public company and would issue the
same class of shares as its publicly traded shares if the contingent performance measures are achieved.
The analyses below for nonpublic entities under US GAAP would generally be the same, except that
most nonpublic companies would not have a means to net cash settle the arrangement outside the
contract since their shares are not readily convertible to cash.5 Without net settlement, the
arrangement would not be considered a derivative within the scope of ASC 815. If an arrangement was
not considered a derivative due to physical settlement terms or for any other reason, it would still need

5 However, our experience is that most contingent consideration arrangements involving nonpublic companies include net

settlement provisions within the contract.
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to be indexed to the entity’s own shares following the guidance in ASC 815-40-15 to be within the
scope of ASC 815-40. Only if the arrangement meets the conditions of ASC 815-40 can it be equity
classified. Finally, ASC 480-10-15 indefinitely defers the provisions of ASC 480 for nonpublic entities
that issue certain mandatorily redeemable securities. However, in most cases we would not expect
nonpublic entities to meet the conditions necessary to be able to apply this limited scope exception.
For IFRS companies, the analysis in the examples below would not differ, regardless of whether the
fact pattern related to public or private companies.

See Examples 2-15 through 2-20 for determining the initial classification of contingent consideration
arrangements executed in connection with a business combination.

EXAMPLE 2-15

Issuance of a fixed number of shares based on entity’s performance

Company A, a publicly traded company, acquires Company B in a business combination by issuing 1
million of Company A’s common shares to Company B’s shareholders. Company A also agrees to issue
100,000 additional common shares to the former shareholders of Company B if Company B’s revenues
(as a wholly owned subsidiary of Company A) exceed CU200 million during the one-year period
following the acquisition.

Company A has sufficient authorized and unissued shares available to settle the arrangement after
considering all other commitments. The contingent consideration arrangement permits settlement in
unregistered shares and meets all of the other criteria required by ASC 815-40 for equity classification.
The company has concluded that the unit of account is the contract as a whole, since there is only one
performance target.

How should the issuance of a fixed number of shares based on entity’s performance be recognized?
US GAAP Analysis

The common shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The contingent consideration arrangement is not within the scope of ASC 480.
That is, at inception, the arrangement will not result in the issuance of a variable number of shares and
the arrangement does not obligate Company A to transfer cash or other assets to settle the
arrangement.

The contingent consideration arrangement meets the characteristics of a derivative because it (1) has
one or more underlyings (Company B’s revenues and Company A’s share price) and notional amount
(100,000 common shares), (2) has an initial investment that is “less by more than a nominal amount”
than the initial net investment that would be required to acquire the asset, and (3) can be settled net
by means outside the contract because the underlying shares are publicly traded with sufficient float so
that the shares are readily convertible to cash.

In determining whether the derivative instrument is in the scope of ASC 815, the instrument must be
evaluated to determine if it is subject to the exception in ASC 815-10-15-74 (i.e., the arrangement is
indexed to an entity’s own shares and classified in shareholders’ equity). In making determining of
whether the arrangement is considered indexed to Company A’s own shares, the first step is to
determine whether the arrangement is based on an observable market, other than the market for the
issuer’s shares, or an observable index, other than an index calculated solely by reference to the
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issuer’s operations. The exercise contingency (i.e., meeting the revenue target) is based on an index
calculated solely by reference to the “operations” of the issuer’s consolidated subsidiary, so step one of
ASC 815-40-15 does not preclude the arrangement from being considered indexed to Company A’s
own shares. In performing step two of ASC 815-40-15, it has been determined that the settlement of
the arrangement is considered fixed-for-fixed, since the exercise price is fixed and the number of
shares is fixed (i.e., the settlement amount equals the difference between the fair value of a fixed
number of the entity’s equity shares and a fixed monetary amount).

Based on the analysis performed, the contingent consideration arrangement would be classified as
equity.

IFRS Analysis

The ordinary shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. Since the contingent consideration arrangement would result in the issuance of a
fixed number of equity shares of Company A, the arrangement would be classified as equity under
IAS 32.16.

EXAMPLE 2-16

Issuance of a variable number of shares based on entity’s performance—single measurement period

Company A, a publicly traded company, purchases Company B in a business combination by issuing 1
million of Company A’s common shares to Company B’s shareholders. Company A also agrees to issue
100,000 additional common shares to the former shareholders of Company B if Company B’s revenues
(as a wholly owned subsidiary of Company A) equal or exceed CU200 million during the one-year
period following the acquisition. In addition, if Company’s B’s revenues exceed CU200 million,
Company A will issue an additional 1,000 shares for each CU2 million increase in revenues in excess of
CU200 million, not to exceed 100,000 additional shares (i.e., 200,000 total shares for revenues of
CU400 million or more).

Company A has sufficient authorized and unissued shares available to settle the arrangement after
considering all other commitments. The contingent consideration arrangement permits settlement in
unregistered shares and meets all of the other criteria required by ASC 815-40 for equity classification.

How should the issuance of a fixed number of shares based on entity’s performance be recognized?
US GAAP Analysis

The common shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The contingent consideration arrangement must first be assessed to determine
whether each of the performance targets represents a separate contract. Since the number of Company
A shares that could be issued under the arrangement is variable and relates to the same risk exposure
(i.e., the number of shares to be delivered will vary depending on which performance target is achieved
in the one-year period following the acquisition), the contingent consideration arrangement would be
considered one contractual arrangement. The arrangement may be within the scope of ASC 480 since
it is an obligation to issue a variable number of shares and it appears to vary based on something other
than the fair value of the issuer’s equity shares (in this case, based on Company B’s revenues). A
determination would need to be made as to whether the arrangement’s monetary value at inception is
based solely or predominately on Company B’s revenues (versus Company A’s share price), which, if
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so, would require liability classification. This determination would be based on facts and
circumstances, but generally the more substantive (i.e., difficult to achieve) the revenue target the
more likely the arrangement is based predominately on the revenue target. If the arrangement is
determined to be predominately based on revenues, it would be considered a liability under ASC 480.
However, even if the settlement of the variable number of shares was based on revenues, but not
predominately, liability classification would still be required because the arrangement would also not
meet the second step of ASC 815-40-15 for equity classification. The settlement amount of the
contingent consideration arrangement incorporates variables other than those used to determine the
fair value of a fixed-for-fixed forward or option on equity shares (i.e., one of the key variables to
determine fair value for this contingent consideration arrangement is Company B’s revenues). In other
words, the amount of revenues not only determines whether the exercise contingency is achieved, but
also adjusts the settlement amount after the exercise contingency is met. Therefore, the contingent
consideration arrangement would not be considered indexed to Company A’s shares because the
settlement provisions are affected by the amount of revenues which is not an input in valuing a fixed-
for-fixed equity award.

IFRS Analysis

The ordinary shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The contingent consideration arrangement must first be assessed to determine
whether each of the performance targets represents a separate contract. Since the number of Company
A’s shares that could be issued under the arrangement is variable and relates to the same risk exposure
(i-e., the number of shares to be delivered will vary depending on which performance target is achieved
in the one-year period following the acquisition), the contingent consideration arrangement would be
considered one contractual arrangement under IAS 39.AG29. Since the arrangement will result in the
issuance of a variable number of shares, it should be classified as a liability in accordance with

IAS 32.16.

EXAMPLE 2-17

Contingent consideration arrangement linked to the acquisition-date fair value

Company A, a publicly traded company, acquires Company B in a business combination by issuing 1
million of Company A’s common shares to Company B’s shareholders. At the acquisition date,
Company A’s share price is CU40 per share. Company A also provides Company B’s former
shareholders contingent consideration whereby if the common shares of Company A are trading below
CU4o0 per share one year after the acquisition date, Company A will issue additional common shares to
the former shareholders of Company B sufficient to make the current value of the acquisition date
consideration equal to CU40 million (i.e., the acquisition-date fair value of the consideration
transferred). However, the number of shares that can be issued under the arrangement cannot exceed
2 million shares.

Company A has sufficient authorised and unissued shares available to settle the arrangement after
considering all other commitments. The contingent consideration arrangement permits settlement in

unregistered shares and meets all of the other criteria required by ASC 815-40 for equity classification.

How should the contingent consideration agreement linked to the acquisition-date fair value be
recorded?
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US GAAP Analysis

The common shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The security price guarantee feature of the contingent consideration arrangement
should be assessed to determine whether it is a freestanding feature or whether it is embedded within
the shares issued in the business combination. In this instance, the guarantee is a freestanding
financial instrument that was entered into in conjunction with the purchase agreement and is legally
detachable and separately exercisable. The guarantee arrangement is within the scope of ASC 480
(ASC 480-10-25-14(c)) since, at inception, the guarantee arrangement creates an obligation that
Company A would be required to settle with a variable number of Company A’s equity shares, the
amount of which varies inversely to changes in the fair value of Company A’s equity shares. For
example, if Company A’s share price decreases from CU40 per share to CU35 per share one year after
the acquisition date, the amount of the obligation would be CU5 million. Therefore, the freestanding
guarantee would be recorded as a liability at its fair value following the guidance in ASC 805-30-25-6
and ASC 480-10-25-8. Further, changes in the liability will be recognized in Company A’s earnings
until the arrangement is resolved.

IFRS Analysis

The ordinary shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. Since the guarantee feature of the contingent consideration arrangement would
result in the issuance of a variable number of equity shares of Company A (i.e., the number of shares to
be delivered will vary depending on the issuer’s share price), this arrangement should be classified as a
liability under IAS 32.11.

EXAMPLE 2-18

Issuance of a variable number of shares based on issuer’s share price

Company A, a publicly traded company, purchases Company B in a business combination by issuing 1
million of Company A’s common shares to Company B’s shareholders. Company A also agrees to issue
up to 100,000 additional common shares to the former shareholders of Company B for increases in
Company A’s share price on the one-year anniversary of the acquisition date (Company A’s share price
at the acquisition date was CU40). The arrangement specifies that Company A will issue 50,000
additional shares if the share price is equal to or greater than CU45 but less than CU50 or 100,000
additional shares if the share price is equal to or greater than CU50 on the one year anniversary of the
acquisition date.

Company A has sufficient authorised and unissued shares available to settle the arrangement after
considering all other commitments. The contingent consideration arrangement permits settlement in
unregistered shares and meets all of the other criteria required by ASC 815-40 for equity classification.
Company A has concluded that the unit of account is one contract with multiple performance targets.

How should the issuance of a variable number of shares based on the issuer’s share price be recorded?
US GAAP Analysis
The common shares of Company A that have been issued at the acquisition date are recorded at fair

value within equity. The contingent consideration arrangement is not within the scope of ASC 480
since the obligation to issue a variable number of shares is not based solely or predominantly on any
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one of the following: (a) a fixed monetary amount known at inception, (b) variations in something
other than the fair value of the issuer’s equity shares, (c) variations inversely related to changes in the
fair value of the Company’s equity shares and the arrangement does not obligate the Company to
transfer cash or other assets. Although the arrangement may be settled with a variable number of
shares, because the number of Company A’s (the issuer’s) common shares are indexed directly to
increases in its own share price, the arrangement would not require liability classification under ASC
480-10-25-14(b).

The contingent consideration arrangement meets the three characteristics of a derivative because it (1)
has an underlying (Company A’s share price) and notional amount (common shares of Company A),
(2) has an initial investment that is “less by more than a nominal amount” than the initial net
investment that would be required to acquire the asset and (3) can be settled net by means outside the
contract because the underlying shares are publicly traded with sufficient float so that the shares are
readily convertible to cash.

In determining whether the derivative instrument is in the scope of ASC 815, the instrument must be
evaluated to determine if it is subject to the exception in ASC 815-10-15-74 (i.e., the arrangement is
indexed to an entity’s own shares and classified in shareholders’ equity). In making the determination
of whether the arrangement is considered indexed to Company A’s own shares, the first step would be
to determine whether the arrangement is based on an observable market, other than the market for
the issuer’s shares, or an observable index, other than an index calculated solely by reference to the
issuer’s operations. In this case, since the number of shares used to calculate the settlement amount is
based upon Company A’s share price, step one does not preclude the arrangement from being
considered indexed to Company A’s own shares. In performing step two under ASC 815-40-15,
although settlement of the number of shares is variable, the variable input to the settlement amount is
Company A’s share price, which is an input for valuing a fixed-for-fixed forward or option on equity
shares. Accordingly, the arrangement is considered indexed to Company A’s own shares. The
arrangement is for the issuance of common shares of Company A which are classified as shareholders’
equity.

Based on the analysis performed, the contingent consideration arrangement would be classified as
equity.

IFRS Analysis

The ordinary shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. Since the number of Company A’s shares that could be issued under the
contingent consideration arrangement is variable (i.e., depends on the share price of Company A), the
arrangement would be classified as a liability under IAS 32.16.

EXAMPLE 2-19

Issuance of a fixed number of shares based on another entity’s operations

Company A, a publicly traded company, acquires Company B in a business combination by issuing 1
million of Company A’s common shares to Company B’s shareholders. Company A also agrees to issue
100,000 additional common shares to the former shareholders of Company B if Company B’s
operating revenues (as a wholly-owned subsidiary of Company A) exceed Company X’s (its largest
third-party competitor) operating revenues by CU1 million at the end of the one-year period following
the acquisition.
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Company A has sufficient authorized and unissued shares available to settle the arrangement after
considering all other commitments. The contingent consideration arrangement permits settlement in
unregistered shares and meets all of the other criteria required by ASC 815-40 for equity classification.
Company A has concluded that the unit of account is the contract as a whole since there is only one
performance target.

How should the issuance of a fixed number of shares based on another entity’s operations be
recorded?

US GAAP Analysis

The common shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The contingent consideration arrangement is not within the scope of ASC 480.
That is, at inception the arrangement will not result in the issuance of a variable number of shares and
the arrangement does not obligate the Company to transfer cash or other assets to settle the
arrangement.

The contingent consideration arrangement meets the characteristics of a derivative because it (1) has
one or more underlyings (Company B’s operating revenues and Company A’s share price) and notional
amount (100,000 common shares), (2) has an initial investment that is “less by more than a nominal
amount” than the initial net investment that would be required to acquire the asset, and (3) can be
settled net by means outside the contract because the underlying shares are publicly traded with
sufficient float so that the shares are readily convertible to cash.

In determining whether the derivative instrument is in the scope of ASC 815, the instrument must be
evaluated to determine if it is subject to the exception in ASC 815-10-15-74 (i.e., the arrangement is
indexed to an entity’s own shares and classified in shareholders’ equity). In making the determination
of whether the arrangement is considered indexed to Company A’s own shares, the first step would be
to determine whether the arrangement is based on an observable market, other than the market for
the issuer’s shares, or an observable index, other than an index calculated solely by reference to the
issuer’s operations. The exercise contingency requires Company B’s operating revenues to exceed
Company X’s (largest third party competitor) operating revenues by CU1 million at the end of the one-
year period following the acquisition and, therefore, is based on an index that is not calculated solely
by reference to the issuer’s operations (i.e., the index is a comparison to Company X’s revenues). This
precludes the arrangement from being considered indexed to Company A’s own shares. Therefore, it is
not necessary to perform the second step of ASC 815-40-15.

Since the arrangement is not considered indexed to Company A’s own shares under ASC 815-40-15,
the arrangement is a liability and should be accounted for as a derivative under the provisions of
ASC 815-40.

IFRS Analysis
The ordinary shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. Since the contingent consideration arrangement would result in the issuance of a

fixed number of Company A’s equity shares, the arrangement would be classified as equity under IAS
32.16 as there is no contractual obligation to deliver a variable number of shares.

2-48



Acquisition method

EXAMPLE 2-20

Issuance of a variable number of shares based on entity’s performance—multiple measurement
periods

Company A, a publicly traded company, acquires Company B in a business combination by issuing 1
million of Company A’s common shares to Company B’s shareholders. Company A also agrees to issue
100,000 common shares to the former shareholders of Company B if Company B’s revenues (as a
wholly owned subsidiary of Company A) equal or exceed CU200 million during the one-year period
following the acquisition. Furthermore, Company A agrees to issue an additional 50,000 common
shares to the former shareholders of Company B if Company B’s revenues (as a wholly-owned
subsidiary of Company A) equal or exceed CU300 million during the second one-year period following
the acquisition. The achievement of the earn-outs are independent of each other (i.e., outcomes could
be zero, 50,000, 100,000 or 150,000 additional shares issued).

Company A has sufficient authorised and unissued shares available to settle the arrangement after
considering all other commitments. The contingent consideration arrangement permits settlement in
unregistered shares and meets all of the other criteria required by ASC 815-40 for equity classification.

How should the issuance of a variable number of shares based on the entity’s performance be
recorded?

US GAAP Analysis

The common shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The contingent consideration arrangement must first be assessed to determine
whether each of the performance targets represents a separate contract. Since the year one and year
two outcomes are independent and do not relate to the same risk exposures (i.e., the number of shares
to be delivered will vary depending on performance targets achieved in independent one-year periods
following the acquisition), the arrangement would be treated as two separate contracts that would
each result in the delivery of a fixed number of shares, and not as a single contract that would result in
the delivery of a variable number of shares. As a result, the arrangement is not within the scope of ASC
480. That is, at inception, the separate arrangements will not result in the issuance of a variable
number of shares and do not obligate Company A to transfer cash or other assets to settle the
arrangement.

The contingent consideration arrangement meets the characteristics of a derivative because it (1) has
one or more underlyings (Company B’s revenues and Company A’s share price) and a notional amount
(common shares of Company A), (2) has an initial investment that is “less by more than a nominal
amount” than the initial net investment that would be required to acquire the asset, and (3) can be
settled net by means outside the contract because the underlying shares are publicly traded with
sufficient float so that the shares are readily convertible to cash.

In determining whether the derivative instruments are in the scope of ASC 815, the instruments must
be evaluated to determine if they are subject to the exception in ASC 815-10-15-74 (i.e., the
arrangements are indexed to an entity’s own shares and classified in shareholders’ equity). In making
the determination of whether the independent arrangements are considered indexed to Company A’s
own shares, the first step would be to determine whether each separate, independent contract is based
on an observable market, other than the market for the issuer’s shares, or an observable index, other
than an index calculated solely by reference to the issuer’s operations. The exercise contingency is not
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an observable market or index. The exercise contingency (i.e., meeting the revenue target) is based on
an index calculated solely by reference to the “operations” of the issuer’s consolidated subsidiary, so
step one of ASC 815-40-15 does not preclude the arrangement from being considered indexed to
Company A’s own shares. In performing the second step of ASC 815-40-15, it has been determined
that the settlements for each separate, independent contract would be considered fixed-for-fixed since
the exercise price is fixed and the number of shares is fixed (i.e., the settlement amounts are equal to
the price of a fixed number of equity shares). The arrangement is for the issuance of the common
shares of Company A, which are classified as shareholders’ equity.

Based on the analysis performed, each independent contract within the contingent consideration
arrangement would be classified as equity.!

IFRS Analysis

The ordinary shares of Company A that have been issued at the acquisition date are recorded at fair
value within equity. The contingent consideration arrangement must first be assessed to determine
whether each of the performance targets represents a separate contract. Since the year one and year
two arrangements are independent and relate to different risk exposures under IAS 39.AG29, each
performance target can be viewed as a separate contract that would individually result in the issuance
of a fixed number of equity shares of Company A. Therefore, each individual contract within the
contingent consideration arrangement would be classified as equity under IAS 32.16 as there is no
contractual obligation to deliver a variable number of shares.!

1 Judgment is required to determine whether the unit of account should be the overall contract or separate contracts within the
overall arrangement. For instance, an arrangement to issue 100,000 shares if revenues equal or exceed CU200 million in the
one-year period following the acquisition or 110,000 shares if revenues equal or exceed CU220 million in the one-year and
one-month period following the acquisition would likely be considered a single overall contract with multiple performance
targets. That is, the performance targets for both the one-year and the one-year and one-month periods are largely dependent
on achieving the revenue targets in the first year given the short duration of time (i.e., one month) that elapses between the
end of the first period and the end of the second period. If the arrangement (or multiple performance targets) relates to the

same risk exposure, the unit of account would be the overall contract rather than two separate, independent contracts.

Contingent consideration arrangements requiring continued employment

Certain contingent consideration arrangements may be tied to continued employment of the
acquiree’s employees or the selling shareholders. These arrangements are recognized as compensation
expense in the postcombination period. An acquirer should consider the specific facts and
circumstances of contingent consideration arrangements with selling shareholders that have no
requirement for continuing employment in determining whether the payments represent part of the
purchase price or are separate transactions to be recognized as compensation expense in the
postcombination period. See BCG 3 for additional discussion of compensation arrangements.

EXAMPLE 2-21

Consideration of side arrangements in a business combination
Company B is made up of two business units, BU1 and BU2. The company is owned 5% by the former

CEO and current board member, 1% by each of two management employees (together the “owner-
employees”) and 93% by the majority owner.
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In order to meet certain debt obligations, Company B is selling BU1 to Company A in exchange for a
CU10 million upfront payment with additional consideration up to CU4 million based on BU1 meeting
certain EBITDA targets over a two-year period. The three owner employees will remain employed by
BU1. Company A became aware of a side arrangement between Company B and the former CEO
whereby the additional consideration would be paid to the former CEO and divided among the three
owner employees at his discretion. Company A did not initiate and was not involved in the side
arrangement.

Should the additional consideration be accounted for as contingent consideration or compensation?
Analysis

Absent the side arrangement, the additional consideration would likely be considered contingent
consideration. In the example, the additional consideration is directed to the three owner employees,
providing the individuals with contingent consideration that is not consistent with the majority
shareholder on a per-share basis. This may indicate that the arrangement is compensation and not
contingent consideration.

The previous example illustrates the importance of understanding the terms of the business
combination, including any side arrangements. Refer to BCG 3.3 for additional considerations
when determining whether amounts represent consideration or compensation.

Existing contingent consideration arrangements of an acquiree—US GAAP

Contingent consideration arrangements of an acquiree assumed by the acquirer in a business
combination should be recognized initially at fair value and subsequently measured in accordance with
the guidance for contingent consideration under the existing provisions of ASC 805 regardless of
whether the acquiree had accounted for its business combination using the guidance in ASC 805 or
prior guidance (i.e., FAS 141). The subsequent acquisition does not change the nature of the contingent
consideration arrangement.

The fair value of a contingent consideration arrangement of an acquiree should be determinable
because (1) the existing contingent consideration arrangement is inherently part of the economic
consideration in the negotiations between the buyer and the seller and (2) most contingent
consideration obligations are financial instruments for which fair value can be determined using
current valuation techniques.

Existing contingent consideration arrangement of an acquiree—IFRS

Existing contingent payment arrangements of the acquiree are contingent consideration under IFRS 3.
Contingent consideration arrangements of the acquiree would be liabilities (or in some instances,
assets) of the acquired business. These arrangements would almost always be established by contract
and fall within the scope of IAS 39/ IFRS 9 and be recognized at fair value on the acquisition date. The
subsequent accounting would be driven by the classification of the asset or liability under IAS 39/
IFRS 9.
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Effect of contingent equity issued in a business combination on earnings per share

When contingent consideration arrangements are in the form of common shares [ordinary shares], the
shares are considered contingently issuable shares and may need to be included in the computation of
basic and diluted earnings per share (EPS) of the combined entity. The EPS guidance for contingently
issuable shares is included in ASC 260, Earnings per Share, paragraphs ASC 260-10-45-13 and

ASC 260-10-45-48 through 45-57, and paragraphs 52—57 of IAS 33, Earnings Per Share. Contingently
issuable shares (including shares placed in escrow) are shares whose issuance is contingent upon the
satisfaction of certain conditions, and are considered outstanding and included in the computation of
EPS as follows:

o If all necessary conditions have been satisfied by the end of the period (the events have occurred),
those shares must be included in basic and diluted EPS as of the date that such conditions were
satisfied.

o If all necessary conditions have not been satisfied by the end of the period, the number of
contingently issuable shares is excluded from basic EPS but may be included in the calculation of
diluted EPS. The number of contingently issuable shares included in diluted EPS is based on the
number of shares, if any, that would be issuable if the end of the reporting period was the end of
the contingency period (e.g., the number of shares that would be issuable based on current period
earnings [profit or loss] or period-end market price), assuming the effect is dilutive. These
contingently issuable shares are included in the denominator of diluted EPS as of the beginning of
the period or as of the acquisition date, if later, in accordance with ASC 260-10-45-48 and IAS
33.52.

Figure 2-2 provides guidance on the effect of certain types of contingencies on EPS if all necessary

conditions have not been satisfied by the end of the reporting period.

Figure 2-2
EPS guidance for specific types of contingencies

Earnings [profit] The number of contingently issuable shares depends upon meeting or

contingency maintaining a specified amount of earnings [profit or loss]. In
accordance with ASC 260-10-45-51 and IAS 33.53, the diluted EPS
computation should include those shares that would be issued under the
conditions of the contract based on the actual earnings [profit], if the end
of the reporting period was the end of the contingency period and their
effect is dilutive. Because the amount of earnings [profit] may change in
a future period, basic EPS should not include such contingently issuable
shares, because all necessary conditions (i.e., end of the contingency
period) have not been satisfied.

Market price The number of contingently issuable shares depends upon the market

contingency price of the shares at a future date. The computation of diluted EPS
should reflect the number of shares that would be issued based on the
current market price at the end of the period being reported, if the end of
the reporting period were the end of the contingency period and their
effect is dilutive. If the condition is based on an average of market prices
over some period of time, the average should be used. Because the
market price may change in a future period, basic EPS should not include
such contingently issuable shares since all necessary conditions (i.e., end
of the contingency period) have not been satisfied (see ASC 260-10-45-
52 and IAS 33.54).
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Both earnings [profit] If the number of shares contingently issuable depends on both future
and market price earnings [profit] and future market prices of the shares, the
contingency determination of the number of shares included in diluted EPS must be

based upon both conditions—that is, earnings [profit] to date and
current market price—as they exist at the end of the reporting period. In
accordance with ASC 260-10-45-53 and IAS 33.55, contingently issuable
shares should be included in diluted EPS if both conditions are met at
the end of the reporting period and the effect is dilutive. Because the
amount of earnings [profit] and the market price may change in a future
period, basic EPS should not include such contingently issuable shares
because all necessary conditions (i.e., end of the contingency period)
have not been satisfied.

Other performance If the contingency is based on a condition other than earnings [profit] or

contingency market price (e.g., opening a certain number of retail stores), the
contingent shares should be included in the computation of diluted EPS,
based on the current status of the condition and the assumption that the
current status will remain unchanged until the end of the contingency
period, in accordance with ASC 260-10-45-54 and IAS 33.56. Until the
condition has been satisfied and the number of shares to be issued is no
longer contingent, basic EPS should not include such contingently
issuable shares.

Contingent consideration—seller accounting
Entities may sell a business in a transaction that includes a contingent consideration arrangement.
The seller should determine whether the arrangement meets the definition of a derivative under US

GAAP. ASC 815-10-15-83 defines a derivative instrument as a financial instrument or other contract
with all of the following characteristics:

ASC 815-10-15-83

A derivative instrument is a financial instrument or other contract with all of the following
characteristics:

a. Underlying, notional amount, payment provision. The contract has both of the following terms,
which determine the amount of the settlement or settlements, and, in some cases, whether or
not a settlement is required:

1. One or more underlyings

2. One or more notional amounts or payment provisions or both.

b. Initial net investment. The contract requires no initial net investment or an initial net
investment that is smaller than would be required for other types of contracts that would be

expected to have a similar response to changes in market factors.

c. Net settlement. The contract can be settled net by any of the following means:
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1. Its terms implicitly or explicitly require or permit net settlement.
2. It can readily be settled net by a means outside the contract.

3. It provides for delivery of an asset that puts the recipient in a position not substantially different
from net settlement.

If the arrangement meets the definition of a derivative and does not qualify for a scope exception in
ASC 815-10-15, it should be recorded at fair value on the acquisition date and subsequently adjusted to
fair value each reporting period. In the Basis for Conclusions in FAS 141(R) the FASB acknowledged
that most contingent consideration arrangements are financial instruments and that many meet the
definition of a derivative. However, in practice, contingent consideration arrangements when the
underlying is revenue, net income, cash flow from operations, or EBITDA qualify for the scope
exception in ASC 815-10-15-59 (unless the income measure is due predominantly to the movement of
the fair value of a portfolio of assets) and would therefore not be accounted for as derivatives.

If the arrangement meets the definition of a derivative but qualifies for a scope exception in ASC 815-
10-15 or it does not meet the definition of a derivative, then the seller should make an accounting
policy election to either record the contingent consideration portion of the arrangement at fair value at
the transaction date, or record the contingent consideration portion of the arrangement when the
consideration is determined to be realizable. If the seller elects to record the contingent consideration
portion of the arrangement at fair value at the transaction date, the seller must also make an election
with respect to the subsequent accounting. The seller may elect the fair value option or account for it
as an interest bearing financial instrument.

Under IFRS, a contract to receive contingent consideration that gives the seller the right to receive
cash or other financial assets when the contingency is resolved meets the definition of a financial asset.
When the contingent consideration arrangement meets the definition of a financial asset, it should be
included as part of consideration received and should be measured using one of the four measurement
categories specified in IAS 39/ IFRS 9. Determining the contingent consideration arrangement’s
classification will require judgment and will be based on the specific facts and circumstances of each
arrangement.

Example 2-22 provides an example of how to account for a contingent consideration arrangement
from a seller perspective.

EXAMPLE 2-22

Contingent consideration—seller accounting

Company A sells its entire controlling stake in wholly owned Subsidiary B. The proceeds of the sale
include CU150 million in cash paid up front plus contingent payments of 5% of revenue for the next 3
years. Net assets of Subsidiary B were CU100 million. Company A has accounted for the contingent
consideration arrangement based on the following information:

o The contingent consideration arrangement does not meet the criteria to be accounted for as a
derivative under ASC 815 or IAS 39.
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o For US GAAP, the seller can make an accounting policy election to either record the contingent
consideration portion of the arrangement at fair value at the transaction date or when the
consideration is determined to be realisable. In this example, Company A will account for the
contingent consideration arrangement at fair value at the transaction date.

o The fair value of the contingent consideration proceeds as of the disposal date is CU10 million
(assessed based on expected sales over the next 3 years of CU70 million in year 1 with a 15%
annual growth rate for years 2 and 3 and using a 10% discount rate that does not change over the
period of the arrangement).

o At the end of year one, while revenue was equal to the projections for the year, it was determined
that the years two and three revenue growth rate would increase to 30%.

o For US GAAP, Company A elects the fair value option for subsequent accounting.

o For IFRS, the contingent consideration arrangement is considered an available for sale debt asset.
o Interest income is recognized using the effective interest method.

How should Company A record the contingent proceeds?

Analysis

The following analysis evaluates how Company A should account for the contingent proceeds
(excluding the accounting for any tax effects of the transaction).

The journal entry to record the sale of Subsidiary B at the disposal date is as follows (in millions):

Cash CU150
Contingent consideration—asset CU10
Net assets CU100
Gain on sale CU60

Company A records the following journal entries at the end of year one. Similar journal entries would
be recorded for years two and three. For ease of illustration, this example assumes that there is a 100%
probability of the annual growth rates noted above will be achieved (companies would have to consider
multiple scenarios and probability weight each scenario to determine the fair value).

The journal entry to record cash received from the contingent consideration arrangement after year
one is as follows (in millions):

Cash (A) CU3.5

Contingent consideration—asset CU3.5

Under US GAAP, the journal entry to record interest income and the remeasurement of contingent
consideration due to the change in growth rate expectation for year one is as follows (in millions):
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Contingent consideration—asset CU2.5

P&L—changes in fair value (B) CU2.5

Under IFRS, the journal entries to record interest income and the remeasurement of contingent
consideration due to the change in growth rate expectation are as follows (in millions):

Contingent consideration—asset CU1.0
Interest income (C) CU1L.0
Contingent consideration—asset CU1.5
Gain (D) CU1.5

Expected revenues at sale date (15% growth rate and 10% discount rate):

Revenue 5% of revenue Present value
Year 1 CU70.0 CUs.5 CU3.2
Year 2 80.5 4.0 3.3
Year 3 92.6 4.6 3.5
Total CU12.1 CU10.0

Expected revenues after year 1 (30% growth rate and 10% discount rate):

5% of
Revenue revenue Present value
Year 2 CUog1.0 CU4.6 CU4.1
Year 3 118.3 5.9 4.9
Total CU10.5 CU9g.0

A CU70 x 5%

B (CU10 x 10%) + (CU9 — (10 — 3.5 + (CU10 x 10%)))
C CU10 x 10%

D CU9 - (10 - 3.5+ 1.0)

If Company A had elected to record the contingent consideration portion of the arrangement when the
consideration is determined to be realizable under US GAAP, then Company A would not have
recorded a contingent consideration asset at the transaction date and any subsequent proceeds would
not be recognized until the contingent consideration asset was realizable.
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Under IFRS, since the contingent consideration asset was classified as an available-for-sale debt asset
and there are no changes in the market discount rate during the three years, fair value would not differ
from amortized cost and therefore there is nothing to recognize in OCI.

Noncontrolling interest

The noncontrolling interest is the portion of equity (net assets) in a subsidiary not attributable,
directly or indirectly, to a parent (see ASC 810-10-45-15 and IFRS 10, Appendix A). Only financial
instruments issued by a subsidiary that are classified as equity in the subsidiary’s financial statements
for financial reporting purposes can be classified as noncontrolling interest in the consolidated
financial statements. A financial instrument that a subsidiary classifies as a liability is not a
noncontrolling interest in the consolidated financial statements. However, not all financial
instruments that are issued by a subsidiary and classified as equity will be recognized as a
noncontrolling interest within equity in consolidation. Certain preferred shares, warrants, puts, calls,
and options may not form part of noncontrolling interest within equity in consolidation by the parent
company. For example, instruments indexed to a subsidiary’s shares issued to investors do not create
NCT if those instruments do not meet the requirements for equity classification. See FG 7.2 for

the analysis of equity-linked instruments. See BCG 5.2 for further information on the guidance to
determine whether such instruments are considered noncontrolling interests in consolidation.

For all US GAAP companies, the noncontrolling interest is recognized and measured at fair value on
the acquisition date in accordance with ASC 805-20-30-1. IFRS companies, on the other hand, have
the option of measuring the noncontrolling interest at fair value or at its proportionate share of the
recognized amount of the acquiree’s identifiable net assets in accordance with IFRS 3.19. This
accounting choice may be made on a transaction-by-transaction basis and does not require a
company to make an accounting policy election. See BCG 5 for additional guidance on the accounting
for the noncontrolling interest and FV 7 for guidance on measuring the noncontrolling interest at fair
value.

The accounting election related to the measurement of the noncontrolling interest in a partial
acquisition can impact the amount of goodwill recognized under IFRS. However, goodwill is the same
for a full or partial acquisition under US GAAP. Figure 2-3 provides a diagram showing the impact of
the accounting election on the measurement of goodwill.
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Figure 2-3
Measurement of goodwill based on accounting election for the noncontrolling interest under IFRS
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2.6.6.1 Redeemable noncontrolling interest—US GAAP

US GAAP public companies with securities that are redeemable upon the occurrence of an event that is
not solely within the control of the issuer are subject to the guidance issued in ASC 480-10-S99-3A. US
GAAP public companies would continue to classify these securities as mezzanine equity in the
consolidated financial statements but still consider these securities a noncontrolling interest. As a
result, these securities would be subject to the accretion requirements in ASC 480-10-S99-3A in
addition to the accounting guidance in ASC 810-10. However, companies should consider the SEC
staff’s views in ASC 480-10-S99-3A regarding the interaction between that guidance and ASC 810-10.
The staff’s views:

o Clarify that ASC 480-10-S99-3A applies to the noncontrolling interests that are redeemable or
may become redeemable 1) at a fixed or determinable price on a fixed or determinable date, 2) at
the option of the holder, or 3) upon occurrence of an event that is not solely within the control of
the issuer. This may be a change in practice for certain companies that previously did not accrete
noncontrolling interests that meet these criteria.

o Provide guidance for the reclassification of securities to permanent equity if they are no longer
required to be classified as mezzanine equity under ASC 480-10-S99-3A.

o Require the measurement of any gains and losses in the deconsolidation of a subsidiary to exclude
any accretion included in the carrying amount of the noncontrolling interest.

o Provide guidance for the calculation of EPS if:
a. Preferred shares issued or guaranteed by the parent: Increases or decreases in the carrying

amount of the preferred shares should be treated in the same manner as dividends on
nonredeemable shares and should be effected by charges against retained earnings or, in the
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absence of retained earnings, by charges against additional paid-in capital. Increases or
decreases in the carrying amount of the preferred shares should reduce or increase income
available to common shareholders of the parent.

b. Preferred shares issued by the subsidiary: Increases or decreases in the carrying amount of the
preferred shares should be treated in the same manner as dividends on nonredeemable shares
and should be effected by charges against retained earnings or, in the absence of retained
earnings, by charges against additional paid-in capital. Increases or decreases in the carrying
amount of the preferred shares should be attributed to the parent and the noncontrolling
interest in accordance with ASC 260-10-55-20 (i.e., attributed to the parent based on its
holdings in the subsidiary).

c. Common shares: Increases or decreases in the carrying amount of the common shares should
be treated in the same manner as dividends on nonredeemable shares and should be effected
by charges against retained earnings or, in the absence of retained earnings, by charges
against additional paid-in capital. If the adjustment to the carrying value of the common
shares is not fully considered in the attribution of net income to the parent and noncontrolling
interest under ASC 810-10-45, application of the two-class method described in ASC 260-10-
45-59A at the subsidiary level is necessary to determine net income available to common
shareholders of the parent. If the adjustment to the carrying value of the common shares is
fully considered in the attribution of net income to the parent and noncontrolling interest
under ASC 810-10-45, application of the two-class method is unnecessary.

Generally the guidance in ASC 480-10-S99-3A was effective upon the adoption of ASC 810-10.
Although technically not required for non-public entities, mezzanine equity presentation of a
redeemable noncontrolling interest is strongly encouraged. For further discussion refer to FSP 5.

Initial measurement

Upon issuance, redeemable equity securities are generally recorded at fair value. If the securities are
issued in conjunction with other non-derivative financial instruments, such as debt or equity
instruments, the sales proceeds from the issuance should be allocated to each instrument based on
their relative fair values.

Subsequent measurement

The objective in accounting for redeemable equity securities subsequent to issuance is to report the
securities at their redemption value no later than the date they become redeemable by the holder.

A discount may arise from a redeemable equity security when it is issued:
o On a stand-alone basis with a fair value less than its redemption value.

o In conjunction with other securities, and the proceeds are allocated between the redeemable
equity security and the other securities issued.

A redeemable equity security recorded at an amount less than its redemption value should be accreted
to its redemption value in some cases. Accretion of a redeemable equity security is recorded as a
deemed dividend, which reduces retained earnings and earnings available to common shareholders in
calculating basic and diluted EPS.
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o If the equity security is currently redeemable (e.g., at the option of the holder), it should be
adjusted to its maximum redemption amount as of each reporting period.

o If the equity security is not currently redeemable and it is probable the instrument will become
redeemable, then it should be either (1) accreted to its redemption value over the period from the
date of issuance to the earliest redemption date or (2) recognized immediately at its redemption
value.

o If the equity security is not currently redeemable (e.g., the contingency that triggers the holder’s
redemption right has not been met) and it is not probable that it will become redeemable,
subsequent adjustment is not necessary until redemption is probable. The parent company should
disclose why redemption of the equity security is not probable.

A reduction in the carrying value of a redeemable equity security is appropriate only to the extent the
carrying value had previously been increased. Thus, if the redemption price of an instrument
decreases, it should not be adjusted below its initial carrying value. An exception to this rule exists for
redeemable securities that participate in the earnings of the subsidiary. In that case, the adjustment to
the carrying value is determined after the attribution of net income or loss of the subsidiary pursuant
to the consolidation procedures in ASC 810.

EXAMPLE 2-23

Adjustment to the carrying value of redeemable equity securities

Parent Company A acquires 80% of the common shares of Subsidiary B from Company Z. Company Z
retains the remaining common shares (20%) in Subsidiary B. As part of the acquisition, Parent
Company A and Company Z enter into an agreement that allows Company Z to put its equity interest
in Subsidiary B, in its entirety, to Parent Company A for CU100 million at any time. The fair value of
the noncontrolling interest at the acquisition date is CU100 million.

Parent Company A concludes that the put option is embedded in the noncontrolling interest (i.e., it is a
puttable noncontrolling interest). As a result, the noncontrolling interest is recorded as mezzanine
equity because the interest is redeemable at the option of the minority shareholder.

At the end of the first year, Subsidiary B records a net loss of CU50 million. The amount of the net loss
attributable to the noncontrolling interest shares is CU 10 million (CU50 million x 20%).

The redemption value of CU100 million does not change as a result of Subsidiary B generating a net
loss.

How should the adjustment to the carrying value of redeemable equity securities be recorded?
Analysis

Since the redemption value of the noncontrolling interest remains unchanged, the CU10 million net
loss attributable to the noncontrolling interest shares should be offset by a deemed dividend to the

noncontrolling interest holder. The dividend is deducted from earnings available to common
shareholders in calculating Parent Company A’s basic and diluted earnings per share.
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Calls and puts related to the noncontrolling interest

The entity may have the right to purchase the noncontrolling interest (i.e., a call right) or the
noncontrolling interest holder may have the right to sell its interest (i.e., a put right) to the entity.
These rights to purchase or sell the noncontrolling interest may be at a fixed or variable price, or at fair
value, and may be exercisable on a fixed date or any time at some point in the future. The existence of
these rights impacts (1) whether separate assets or liabilities should be recognized for these rights, (2)
the classification of any minority ownership as a liability or equity (including mezzanine equity under
US GAAP), and (3) the amount of earnings [profit or loss] recognized in the financial statements.

The complexity surrounding the accounting for call and put rights is due to the difficulty in
determining whether these rights are accounted for separately or as part of the noncontrolling interest.
An in-depth analysis of equity-linked instruments as well as share repurchase contracts can be found
in PwC’s accounting and financial reporting guide for Financing transactions (FG). This section
provides an overview of the accounting for options related to the noncontrolling interest with specific
references to relevant FG sections.

Calls and puts related to the noncontrolling interest—US GAAP

An instrument indexed to the stock of a consolidated subsidiary should be considered indexed to its
own stock (provided the subsidiary is a substantive entity) based on the guidance in

ASC 815-40-15-5C. This is the case whether an instrument that is executed with a noncontrolling
interest holder is entered into by the parent or by the subsidiary. Therefore, the analysis to determine
the appropriate accounting treatment for an instrument issued by a parent indexed to the stock of a
consolidated subsidiary is similar to the analysis to determine the accounting treatment for an equity-
linked instrument on a company’s own stock. FG 7 provides an overview of equity-linked
instruments.

Figure 2-4 illustrates the steps used to assess whether an instrument indexed to a subsidiary’s shares
and executed with noncontrolling interest holders is embedded in the noncontrolling interest or is a
freestanding instrument.
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Figure 2-4
Analysis of instruments indexed to a subsidiary’s shares executed with noncontrolling interest holders

Is the instrument (or embedded
component) freestanding or
embedded in the NCI?

Freestanding

Embedded component is not within
the scope of ASC 480. Perform

Is the instrument within the scope analysis of embedded

of ASC 4807 equity-linked components (FG 2.3)
and consider impact of the embedded
component on the classification of
NCI shares.

Yes No

Perform analysis of embedded
Apply the recognition and
mea3urement guidance in ASC 480 equity-linked components (FG 2.3)
> and consider impact of the embedded
Consider impact of the instrument
on the classification of NCI shares

component on the classification of
NCI shares.

Freestanding vs. embedded

To determine the appropriate accounting treatment of an instrument indexed to a subsidiary’s shares
executed with a noncontrolling interest holder, it is necessary to first determine whether the
instrument is freestanding or embedded in the noncontrolling interest. A freestanding financial
instrument is defined as:

A financial instrument that meets either of the following conditions:

o Itis entered into separately and apart from any of the entity’s other financial instruments or equity
transactions.

o Itis entered into in conjunction with some other transaction and is legally detachable and
separately exercisable.

Separately and apart

Factors to consider in determining whether an instrument is entered into separately and apart from
the transaction that created the noncontrolling interest include:

o  Whether the counterparty to the instrument is unrelated to the noncontrolling interest holder—a

counterparty that is unrelated to the noncontrolling interest holder would be an indicator that the
instrument was entered into separately and apart from the noncontrolling interest.
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o  When the counterparty to the instrument is the noncontrolling interest holder, (1) whether the
instrument is documented separately from the transaction that gave rise to the noncontrolling
interest, and (2) the length of time between the creation of the noncontrolling interest and the
execution of the instrument—execution with the noncontrolling interest holder may occur
separately and apart from the noncontrolling interest if the instrument is separately documented
(and there is no linkage between the two instruments) and there is a reasonable period of time
between the transaction that created the noncontrolling interest and the execution of the

instrument.

Legally detachable and separately exercisable

Oftentimes an instrument indexed to a subsidiary’s shares will be executed in connection with the
transaction that created the noncontrolling interest. Thus, in determining whether the instrument is
freestanding or embedded, the analysis generally hinges on whether the instrument is legally
detachable and separately exercisable.

Figure 2-5 highlights indicators and considerations when determining whether an instrument is
legally detachable and separately exercisable from the noncontrolling interest.

Figure 2-5
Embedded vs. freestanding indicators

Indicates

Indicator freestanding Indicates embedded  Considerations

Transferability of ~ Shareholder and/or Shareholder and/or Significant indicator if

either (1) the purchase agreements  purchase agreements do  separately transferable;

shares that do not limit the limit the transfer of however, not a significant

represent the NCI  transfer of either either instrument (i.e., indicator if

or (2) the instrument (i.e., the the instrument cannot be shares/instrument cannot

instrument instrument can be transferred without the be separately transferred
transferred while the  underlying shares) as stapled/attached
underlying shares are securities can still be
retained) freestanding

Continued Instrument can be Once the instrument is Significant indicator

existence of the settled while the NCI  settled, the NCI is

NCI after the remains outstanding  subject to redemption or

instrument is is no longer outstanding

settled

Settlement Instrument can be or  Instrument can only be Significant indicator
isrequired tobe net  settled on a gross
settled physical basis

Counterparty If the parent is the If the subsidiary is the Not a significant
counterparty, then counterparty, then the freestanding indicator
from the perspective  equity comprising the
of the NCI holder the NCI and the instrument

instrument could be
viewed as separate
from or attached to
the NCI

are with the same
counterparty. From a
consolidated perspective,
a subsidiary’s equity is
also the parent’s equity
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Indicates
Indicator freestanding Indicates embedded  Considerations
Specific shares The shares that The shares that If the shares issued by the
represent the NCIto  represent the NCI to be subsidiary are not
be delivered upon delivered upon publicly traded, this
settlement of the settlement of the indicator is less
instrument are not instrument are significant because it may
specifically identified specifically identified not be possible for the

NCI holder to obtain the
issuer’s shares in the
open market

Example 2-24 illustrates an example of an embedded put option.

EXAMPLE 2-24

Analysis of put right

Parent Company A acquires 80% of the common shares of Subsidiary B from Company Z. Company Z
retains the remaining common shares (20%) in Subsidiary B.

As part of the acquisition, Parent Company A and Company Z enter into an agreement that allows
Company Z to put its equity interest in Subsidiary B, in its entirety, to Parent Company A at a fixed

price on a specified date. The put option is non-transferrable and terminates if Company Z sells its
Subsidiary B shares to a third party.

Should the put right be separately recorded?
Analysis

The put option is embedded in the noncontrolling interest recorded in Parent Company A’s financial
statements because it does not meet either of the conditions of a freestanding financial instrument.

o The put option was executed as part of the acquisition, therefore it was not entered into separately
and apart from the transaction that created the noncontrolling interest.

o The put option is not legally detachable and separately exercisable as it is non-transferrable and
terminates if Company Z sells its shares.

Accounting for a fireestanding instrument executed with noncontrolling interest
holders

A freestanding instrument should be accounted for on a separate basis. The appropriate accounting
treatment will be determined by the type of instrument and its terms. The issuer should also consider
what impact, if any, the freestanding instrument has on the parent company’s accounting for the
noncontrolling interest. In many cases, the noncontrolling interest continues to be reported in the
parent company’s financial statements based on the contractual terms of the shares that represent the
noncontrolling interest. In other cases, the noncontrolling interest is derecognized and a liability is
recognized even though the instrument indexed to the subsidiary’s shares is considered freestanding
from the noncontrolling interest.

2-64



Acquisition method

Figure 2-6 summarizes the parent company’s accounting treatment for (1) various instruments
indexed to a subsidiary’s shares and (2) noncontrolling interest.

Figure 2-6

Accounting impacts of freestanding derivatives on NCI shares

Freestanding derivative on Accounting for the
NCI shares instrument(s) Accounting for NCI

Written put option Generally, a written put option is Recorded as a separate
recorded at fair value with changes =~ component of equity.
in fair value recorded in earnings.

Purchased call option A purchased call option is recorded  Recorded as a separate
at fair value with no subsequent component of equity.
remeasurement if the option meets
the requirements for equity
classification.

A purchased call option is recorded
at fair value with subsequent
remeasurement in earnings if the
option does not meet the
requirement for equity

classification.
Forward-purchase for a fixed Generally, physically settled The NCI is derecognized
number of shares for cash forward-purchase contracts are and a liability is

initially recorded at fair value. recognized because it is

certain that the parent will
purchase the remaining
shares.

If the amount to be paid and the
settlement date are fixed, the
liability should be accreted to the
settlement date payment amount. If
the amount to be paid or the
settlement date vary, ASC 480
requires the instrument to be
remeasured each reporting date.

Subsequent remeasurement should
be recognized in interest cost.

Collar comprised of a Generally, a collar is recorded at Recorded as a separate
purchased call option and a fair value with changes in fair value =~ component of equity.
written put option recorded in earnings based on the

guidance in ASC 480.

Freestanding written put and Generally, a written put option and  Recorded as a separate
purchased call a purchased call option are component of equity.
accounted for separately unless they
are economically equivalent to a
forward-purchase contract.

See FG 7.6 for further discussion of the accounting treatment for these instruments.
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Combination of written put and purchased call options freestanding from the
noncontrolling interest

Generally, a written put option and a purchased call option are accounted for separately; however, a
written put option and a purchased call option with the same exercise price and exercise dates are
economically equivalent to a forward-purchase contract. The accounting treatment of both (1) the
instrument and (2) the corresponding noncontrolling interest differ based on whether the options are
accounted for separately (i.e., as a written put option and a purchased call option) or in combination
(i.e., as a forward-purchase contract). Thus, a parent company should determine whether a written put
option and a purchased call option that are freestanding from a noncontrolling interest are also
freestanding from each other.

If the written put option and purchased call option with the same exercise price and exercise dates are
issued as a single instrument and are freestanding from the noncontrolling interest, the single
instrument is economically equivalent to a forward-purchase contract and is recorded as an asset or
liability at fair value with changes in fair value recorded in earnings based on the guidance in ASC 480.

As discussed in ASC 480-10-25-15, a freestanding written put option that is accounted for as a liability
within the scope of ASC 480 should not be combined with a freestanding purchased call option that is
outside the scope of ASC 480. A written put option is recorded as a liability at fair value with changes
in fair value recorded in earnings based on the guidance in ASC 480. A purchased call option may be
recorded as (1) equity, which is not remeasured, or (2) an asset recorded at fair value with changes in
fair value recorded in earnings depending on its terms (see FG 7.5 and 7.6).

Classification of an instrument embedded in a noncontrolling interest

Once the parent company determines that an instrument is embedded in a noncontrolling interest, it
should assess whether the agreement meets the requirements to be accounted for separately from the
host noncontrolling interest. FG 7.4 provides an analysis of embedded equity-linked components.
Frequently, embedded components in a noncontrolling interest are not required to be accounted for as
derivatives and thus are not accounted for separately.

If a parent company determines that an embedded component should not be accounted for separately,
it should assess whether the embedded component has an impact on the classification of and

accounting for the noncontrolling interest shares.

Figure 2-7 summarizes the potential effect that various embedded components may have on the
classification of noncontrolling interest shares.

Figure 2-7
Impacts of embedded components on the classification of NCI

Embedded component Impact on classification of NCI

o Typically, for public companies, the puttable shares will

Written put option : : : - ‘
result in classification as mezzanine equity.

o See BCG 2.6.6.1 for a discussion of redeemable NCI.

2-66


https://www.pwc.com/us/en/cfodirect/assets/pdf/accounting-guides/pwc-guide-financing-transactions-debt-equity.pdf#page=242
https://www.pwc.com/us/en/cfodirect/assets/pdf/accounting-guides/pwc-guide-financing-transactions-debt-equity.pdf#page=239
https://www.pwc.com/us/en/cfodirect/assets/pdf/accounting-guides/pwc-guide-financing-transactions-debt-equity.pdf#page=232

2.6.7.2

Acquisition method

Embedded component Impact on classification of NCI

o A purchased call option typically will not affect the

Purchased call option s
classification of the NCI shares.

o A forward contract embedded in a NCI results in mandatorily
redeemable NCI shares. The parent company should
eliminate the NCI shares from equity and recognize a liability
for the mandatorily redeemable shares.

Forward-purchase

o See FSP 7 for a discussion of mandatorily redeemable shares.

Collar o The impact of a collar is generally determined by the terms of
the options. See written put option and purchased call option
discussions above.

Written put and purchased call = Based on the guidance in ASC 480-10-55-59 and 55-60, the

with the same fixed exercise written put option and purchased call option should be

price and exercise date viewed on a combined basis with the NCI and accounted for
as a financing of the parent’s purchase of the NCI.

o The parent consolidates 100% of the subsidiary. The
instrument is recorded as a liability and accreted, through
interest cost, to the exercise price over the period until
settlement.

Written put and purchased call ~ © A NCI with an embedded put and purchased call with a

with floating exercise prices floating exercise price is not considered a mandatorily
redeemable instrument under ASC 480. Therefore, the NCI
shares are contingently redeemable rather than mandatorily
redeemable and typically, for public companies, the puttable
shares will result in classification as mezzanine equity.

o See FSP 7 for a discussion of contingently redeemable
securities.

Calls and puts related to the noncontrolling interest—IFRS

An acquirer may purchase a call option and/or write a put over a noncontrolling interest in connection
with the acquisition of a controlling interest in a business combination. IFRS 3 does not provide
guidance on how such contracts should be accounted for in a business combination and there is also a
lack of guidance when such contracts are entered into by a parent subsequent to the business
combination. In determining the appropriate accounting treatment, IFRS 10, IAS 32 and IAS 39 need
to be considered. The main accounting principles are as follows:

o The ownership risks and rewards of the shares relating to the forward or option should be
analysed to determine whether they remain with the noncontrolling interest or have transferred to
the parent. The noncontrolling interest is recognized to the extent the risks and rewards of
ownership of those shares remain with them.
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o Irrespective of whether the noncontrolling interest is recognized, a financial liability (redemption
liability) is recorded to reflect the forward or put option. All subsequent changes to the liability are
recognized in profit or loss. Where the risks and rewards of ownership remain with the
noncontrolling interest, the financial liability recognized reduces the controlling interest equity.
The noncontrolling interest continues to be recognized and is allocated its share of profits and
losses in the normal way. Where significant risks and rewards of ownership reside with the
controlling interest, the financial liability recognized is offset against the noncontrolling interest
balance:

o Ifthe liability is greater than the noncontrolling interest (which will generally be the case) the
difference is debited to controlling interest equity. This is to avoid the noncontrolling interest
becoming negative.

o Ifthe liability is less than the noncontrolling interest, it is likely that the noncontrolling
interest has retained some residual rights, which might be, for example, to future dividends. In
this situation, the balance is shown as a noncontrolling interest.

o Dividends paid to the noncontrolling interest that do not reduce the contracted future
purchase price are deducted from the noncontrolling interest carrying value. Profits and losses
are allocated to the noncontrolling interest to the extent it is necessary to cover the dividend
payment so that the noncontrolling interest does not become negative.

o Ifthe forward or put option states that dividend payments reduce the contracted future
purchase price, then the dividend amount should be deducted from the redemption liability.

Analysis of contract terms

The terms of the forward and option contracts should be analysed to assess whether they provide the
parent with access to the economic benefits and risks associated with the actual ownership of the
shares during the contract period. The noncontrolling shareholder may have substantially retained the
risks and rewards associated with the continued ownership until such time as the contract is settled.
Factors to consider in making this assessment include, for example, the pricing of the forward contract
or options and whether share price movements during the contract period result in benefits and losses
being borne by the parent or by the noncontrolling shareholder.

Typically, forwards or options that will be settled with a transfer of the noncontrolling interest’s shares
for a fair value price do not result in a transfer of the risks and rewards or ownership to the parent
until the contract is settled. However, fixed price forwards do result in a transfer of risks and rewards
of ownership of the shares to the parent from the date the contract is written. Written put options with
a fixed exercise price that are accompanied by a similarly priced call option, exercisable at the same
future date, are similar, in substance, to a fixed price forward. If symmetrical put and call options
exist, it is often virtually certain that either the parent or the noncontrolling shareholder will exercise
the option given it will be in one of their economic interests to do so. If the share price falls below the
fixed exercise price, the noncontrolling shareholder will exercise the put option and sell the shares
(that is, the parent has retained the risks of decline in value during the option period). If the share
price increases above the fixed exercise price, the parent will exercise the call option and buy the
shares (that is, the parent has retained access to the benefits from increases in value during the option
period).
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Accounting for option and forward contracts related to noncontrolling interests

A noncontrolling interest is recognized in equity to the extent that the risks and rewards of ownership
substantially remain with the noncontrolling interest during the contract period. Where all the risks
and rewards of ownership have transferred to the parent, a noncontrolling interest is not recognized. If
the forward or symmetrical put and call options are entered into at the same time as the business
combination and an amount is recognized for noncontrolling interest, in accordance with IFRS 3, it is
recorded either at fair value or at its proportionate share of the fair value of identifiable net assets of
the subsidiary. If the contracts are entered into subsequent to the date of the business combination,
then the noncontrolling interest is derecognized to the extent the risks and rewards of ownership have
transferred to the parent.

Evaluating whether the risk and rewards of ownership transfer to the parent or remain with the
noncontrolling interest is judgmental and requires consideration of all contracts’ terms and
conditions. There may also be circumstances when the exercise price of the forward or symmetrical
put and call options to acquire the noncontrolling interest is based on a formula that is not akin to a
fair value price. These are complex situations, and determining where the risks and rewards of
ownership lie depends on the facts and circumstances.

An entity that enters into a contract that contains an obligation for the entity to deliver cash or another
financial asset in exchange for its own equity shares is a financial liability in accordance with IAS
32.23. This liability is recorded irrespective of whether that contract meets the definition of an equity
instrument. Under a forward contract, the entity has an obligation to deliver cash or a financial asset,
but an issue arises as to whether an obligation exists for an entity that enters into a written put option
over its own shares. The financial liability is recognized at the present value of the redemption amount
and accreted through finance charges in the income statement over the contract period up to the final
redemption amount. Any adjustments to the redemption amount are recognized as finance charges in
the income statement in accordance with IAS 39.AG8. The initial redemption liability is a reduction of
parent’s equity if the risks and rewards of ownership remain with the noncontrolling interest or a
reduction of noncontrolling interest equity if the risks and rewards of ownership transfer to the parent.
If the present value of the redemption amount exceeds the carrying value of the noncontrolling
interest, any excess is recorded against parent’s equity.

A noncontrolling interest may receive dividends during the period of the contract. Dividends are
deducted from the noncontrolling interest; however, if the dividend amount exceeds the carrying value
of the noncontrolling interest, then an allocation of the entity’s profits is made to bring the
noncontrolling interest to zero. Dividends paid should only reduce the redemption liability if the
forward or put and call options stipulate that such payments reduce the exercise price. Profits should
be allocated to the noncontrolling interest to the extent they retain risks and rewards of ownership.

If the contract is exercised, any noncontrolling interest equity is allocated to parent equity. No
adjustments are made to goodwill upon settlement of the contract. The redemption liability is offset by
the cash payment.

If the contract lapses unexercised where the risks and rewards of ownership have transferred to the
parent, a noncontrolling interest equity is reinstated. In substance, the parent has sold those shares
back to the noncontrolling interest and it is a transaction with a noncontrolling interest. The
noncontrolling interest equity amount is reinstated at an amount equal to its share of the carrying
values of the subsidiary’s net assets at the date of lapse plus the goodwill from the subsidiary’s initial
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acquisition. Any difference between the redemption liability and the noncontrolling interest equity
adjustment is recognized against the parent’s equity. No adjustments are made to goodwill.

If the contract lapses unexercised where the risks and rewards of ownership remain with the
noncontrolling interest, then no adjustment is made to the carrying value of the noncontrolling
interest and the redemption liability is derecognized against the parent’s equity.

Treatment of a previously held equity interest in an acquiree

The acquirer may hold an equity interest in the acquiree prior to a business combination. In the Basis
for Conclusions in FAS 141(R) (B384) and IFRS 3 (BC384), the Boards concluded that, on the
acquisition date, the acquirer exchanges its status as an owner of an investment in the acquiree for a
controlling financial interest of the acquiree and the right to direct and manage its assets and
operations. The Boards believe this change in control of the previously held equity interest in the
acquiree is an economic event that triggers the remeasurement of the investment to fair value.

On the acquisition date, the acquirer recognizes a gain or loss in earnings [profit or loss] based on the
remeasurement of any previously held equity interest in the acquiree to fair value. If a previously held
equity interest had been classified as an available-for-sale security under ASC 320 or IAS 39, prior
adjustments to its fair value would have been recognized in other comprehensive income [directly in
equity]. In these situations, the amount recognized in other comprehensive income [directly in equity]
should be reclassified and included in the calculation of any gain or loss for US GAAP, or recognized
on the same basis that would be required if the acquirer had directly disposed of the previously held
equity interest for IFRS.

The remeasurement of a previously held equity interest is more likely to result in the recognition of
gains, since companies are required to periodically evaluate their investments for impairment.
Example 2-25 illustrates the recognition and measurement of a gain on a previously held equity
interest in the acquiree in a business combination.

EXAMPLE 2-25

Gain on a previously held equity interest in an acquiree

Company T (acquirer) previously held a 10% equity interest in Company U (acquiree) with an original
investment of CU6 million. Company T pays CU90 million in cash for the remaining 90% interest
outstanding. The 10% equity interest held in the acquiree is classified as an available-for-sale security.
On the acquisition date, the identifiable net assets of the acquiree have a fair value of CU80 million,
the 10% equity interest of the acquiree has a fair value of CU10 million, and CU4 million of
unrecognized gains related to the previously held equity interest was recorded in other comprehensive
income [directly in equity].

How should the gain on the previously held equity interest in an acquiree be recorded?
Analysis

Excluding any income tax effects, Company T would record the following entry to recognize a gain and
the acquisition of Company U (in millions):
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Identifiable net assets CU8o
Goodwill CU20!
Equity—unrecognized gains CU4
Cash CUgo
10% equity interest in acquire CU10
Gain CU42

1 Goodwill: Fair value of consideration transferred, plus the fair value of the previously held equity interest in acquiree, less
identifiable net assets = (CU9o + CU10) — CU8o0.
2 Gain: Fair value of previously held equity interest in acquiree, less carrying value of previously held equity interest in

acquiree, plus / less amount recognized in other comprehensive income [directly to equity] = CU10 — CU10 + CU4.

Business combinations achieved without consideration transferred

Business combinations achieved without consideration transferred should also apply the acquisition
method. Business combinations can occur without the transfer of consideration, as control may be
obtained through means other than the purchase of equity interests or net assets. As discussed in
BCG 1, business combinations that do not involve a transfer of consideration include a share
repurchase by an investee, combinations by contract, and the lapse of minority veto rights.

In a business combination achieved by contract alone, the equity interests in the acquiree held by
parties other than the acquirer are the noncontrolling interest in the acquirer’s financial statements.
This could result in the noncontrolling interest being equal to 100% of the acquiree’s equity if the
acquirer holds no equity interests in the acquiree after the business combination.

Assessing what is part of a business combination
transaction

The Standards provide the following principle for determining what is part of a business combination
transaction:

Excerpts from ASC 805-10-25-20 and IFRS 3.51

The acquirer and the acquiree may have a preexisting relationship or other arrangement before
negotiations for the business combination began, or they may enter into an arrangement during the
negotiations that is separate from the business combination. In either situation, the acquirer shall
identify any amounts that are not part of what the acquirer and the acquiree (or its former owners)
exchanged in the business combination, that is, [ie] amounts that are not part of the exchange for the
acquiree. The acquirer shall recognize as part of applying the acquisition method only the
consideration transferred for the acquiree and the assets acquired and liabilities assumed in the
exchange for the acquiree. Separate transactions shall be accounted for in accordance with the relevant
GAAP [IFRSs].
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The transfer of consideration may be accompanied by other transactions in a business combination. A
transaction is likely to be recognized and accounted for separately from a business combination if it is
entered into by or on behalf of the acquirer and is primarily for the benefit of the acquirer or the
combined entity rather than that of the acquiree or its former owners.

Identifying those transactions that should be accounted for separately from the acquisition can require
significant judgment and analysis. The Standards provide three factors to consider that are neither
mutually exclusive nor individually conclusive. Those factors are:

Excerpts from ASC 805-10-55-18 and IFRS 3.B50

a. The reasons for the transaction—Understanding the reasons why the parties to the combination
(the acquirer, the acquiree, and their owners, directors, managers, and their agents) entered into a
particular transaction or arrangement may provide insight into whether it is part of the
consideration transferred and the assets acquired or liabilities assumed. For example, if a
transaction is arranged primarily for the benefit of the acquirer or the combined entity rather than
primarily for the benefit of the acquiree or its former owners before the combination, that portion
of the transaction price paid (and any related assets or liabilities) is less likely to be part of the
exchange for the acquiree. Accordingly, the acquirer would account for that portion separately
from the business combination.

b. Who initiated the transaction—Understanding who initiated the transaction may also provide
insight into whether it is part of the exchange for the acquiree. For example, a transaction or other
event that is initiated by the acquirer may be entered into for the purpose of providing future
economic benefits to the acquirer or combined entity with little or no benefit received by the
acquiree or its former owners before the combination. On the other hand, a transaction or
arrangement initiated by the acquiree or its former owners is less likely to be for the benefit of the
acquirer or combined entity and more likely to be part of the business combination transaction.

c. The timing of the transaction—The timing of the transaction may also provide insight into whether
it is part of the exchange for the acquiree. For example, a transaction between the acquirer and the
acquiree that takes place during the negotiations of the terms of a business combination may have
been entered into in contemplation of the business combination to provide future economic
benefits to the acquirer or the combined entity. If so, the acquiree or its former owners before the
business combination are likely to receive little or no benefit from the transaction except for
benefits they receive as part of the combined entity.

In accordance with ASC 805-10-25-21; IFRS 3.52, transactions that are recognized separately from the
business combination are accounted for based on the applicable guidance in US GAAP or IFRS.
Specific guidance is provided for the following transactions in connection with a business
combination:

o Employee compensation arrangements

o Reimbursement provided to the acquiree or former owners for paying the acquirer’s acquisition
costs

o Settlement of preexisting relationships between the acquirer and acquiree
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These types of transactions are discussed in the next sections of this chapter.
Employee compensation arrangements

Employees of the acquiree may receive replacement awards or be provided with other agreements that
represent compensation for past services to the acquiree or future services to the combined entity, or
both. Employee compensation arrangements should be reviewed to determine what amount, if any, is
considered part of the business combination and recognized as a component of consideration
transferred. Amounts that are not part of the consideration transferred are recognized separately from
a business combination and accounted for in accordance with the applicable US GAAP or IFRS.
Additional guidance on the accounting for employee compensation arrangements can be found in
BCG 3.

Examples 2-26 and 2-27 illustrate the accounting treatment for certain employee compensation
arrangements that are not recognized as a component of the consideration transferred in a business
combination.

EXAMPLE 2-26

Employee compensation arrangements—prefunded retention agreement

Company A acquires Subsidiary B from Company C for CU200 million. As part of the transaction,
Company A hires five employees of Subsidiary B who were deemed critical to Subsidiary B’s business
due to their knowledge and expertise. Also as part of the transaction, Company C agreed to fund an
escrow arrangement under which these five individuals would receive a retention bonus aggregating
CU15 million if they remain employed by Company A for the three years following the acquisition. If
any of the five individuals terminate employment, they forfeit their bonus and these amounts will
revert to Company C.

How should the prefunded retention agreement be recorded by Company A?
Analysis

The retention arrangement represents compensation for postcombination services rendered to
Subsidiary B, even though it is funded by Company C. Accordingly, the retention arrangement is a
separate transaction from the business combination and should be reflected as expense in Company
A’s consolidated financial statements during the three-year employment period to the extent paid to
the employees in accordance with ASC 805-10-25-20 [IFRS 3.51]. Therefore, Company A would
allocate the amount paid of CU200 million between prepaid compensation and consideration
transferred to acquire Subsidiary B.

EXAMPLE 2-27

Agreement conditioned upon a dual trigger consisting of change in control and termination

Company D acquires Company E in a business combination. Company E has an existing employment
agreement in place with one of its key employees that states that the employee will be paid CU1 million
upon a change of control and termination of employment within 18 months following the acquisition
date (sometimes referred to as a “dual trigger”). The employee receives the stated amount only if the
employee is subsequently terminated without cause or leaves for good reason as defined in the
employment contract. At the date of the business combination, Company D had determined it would
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not offer employment to the key employee of Company E, effectively terminating employment on the
acquisition date, and would pay CU1 million to the former employee of Company E.

How should Company E account for the termination of the key employee based upon a dual trigger?
Analysis

The termination payment to the employee is only incurred when both of the two conditions outlined in
the employment agreement are met (i.e., a change of control and termination of employment). Since
the decision to terminate the employee is out of Company E’s control, only one of the two conditions is
met by Company E at the acquisition date. Therefore, it would not be appropriate for Company E to
record a liability in connection with the effective termination of the key employee.

Company D should recognize CU1 million of expense in its postcombination period as a transaction
separate from the business combination. As noted above, the payment to the employee is conditioned
upon both a change in control of the acquiree and a termination of employment by the acquirer. At the
acquisition date, both conditions were triggered. The decision by Company D was made for its own
benefit and should be recorded separately from the business combination in accordance with ASC
805-10-55-18 and IFRS 3.B50. Therefore, Company D would not record a liability in acquisition
accounting but instead would recognize the expense in the period after the business combination.

Reimbursement arrangements between the acquiree and the acquirer for transaction
costs incurred

Consistent with the guidance for acquisition costs (see BCG 2.7.5), acquisition costs embedded in the
consideration transferred should be accounted for separately from the business combination. For
example, consideration transferred by the acquirer that includes amounts to reimburse the acquiree or
its former owners for payments made on behalf of the acquirer for its acquisition-related costs should
be recognized separately from the business combination.

In contrast, costs incurred by an acquiree to sell a business are not acquisition-related costs. Such
costs may include legal, accounting, or advisory fees and should be recognized in the period incurred.
Consideration transferred by the acquirer that includes amounts to reimburse the acquiree for the
acquiree’s costs incurred to sell the business generally would be accounted for by the acquirer as part
of the consideration transferred, as illustrated in Example 2-28.

In determining whether costs incurred are on behalf of the acquirer or acquiree, the reason for the
transaction, who initiated it, and the timing should be considered in accordance with
ASC 805-10-55-18.

EXAMPLE 2-28

Accounting for assumed liabilities for transaction costs incurred by the seller in connection with a
business combination

Company A acquired 100% of Company B. In connection with this transaction, Company B incurred
costs to sell the business, including legal fees. As of the acquisition date, Company B had several
outstanding invoices to the attorneys and other advisors that assisted with this sale recorded in its
acquisition-date balance sheet. The costs incurred by the seller were not for the benefit of the buyer as
contemplated in ASC 805-10-25-21.
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Should Company A recognize the outstanding payables of Company B as assumed liabilities in
acquisition accounting?

Analysis

Yes. Acquisition-related costs incurred by an acquirer are considered separate transactions and should
be expensed as incurred. However, in this fact pattern, these costs were incurred by the seller as a
result of the sale. Therefore, as long as the outstanding payables do not include any of the acquirer’s
acquisition-related costs (i.e., Company A and Company B did not negotiate for Company B to pay for
Company A’s transaction costs), Company A should recognize the outstanding payables as assumed
liabilities in acquisition accounting no different than Company A assuming Company B’s other
accounts payable balances from normal operating activities.

If Company A and Company B did negotiate for Company B to pay the transaction costs of Company A,
such costs would be outside of the business combination. Therefore, the reimbursement provided by
Company A would not be consideration transferred and an expense would be recognized by Company
A in the period the costs were incurred.

Settlement of preexisting relationships between the acquirer and acquiree

A preexisting relationship can be contractual (e.g., vendor and customer, licensor and licensee) or it
can be noncontractual (e.g., plaintiff and defendant). The acquirer should identify any preexisting
relationships to determine which ones have been effectively settled. Typically, a preexisting
relationship will be effectively settled, since such a relationship becomes an “intercompany”
relationship upon the acquisition and is eliminated in the postcombination financial statements.
Reacquired rights, which also arise from preexisting relationships, are discussed at BCG 2.5.6. The
acquirer should recognize a gain or loss if there is an effective settlement of a preexisting relationship
in accordance with ASC 805-10-55-21 and IFRS 3.B52. When there is more than one contract or
agreement between the parties with a preexisting relationship or more than one preexisting
relationship, the settlement of each contract and each preexisting relationship should be assessed
separately.

Example 2-29 illustrates the settlement of a preexisting debtor/creditor relationship between an
acquirer and acquiree.

EXAMPLE 2-29

Settlement of a preexisting relationship recorded at current market rates

Company A has accounts payable of CU100 to Company B and Company B has accounts receivable of
CU100 from Company A. Both the recorded payable and corresponding receivable approximate fair
value. Company A acquires Company B for CU2,000 in a business combination.

How should the settlement of the preexisting relationship be recorded in acquisition accounting?

Analysis

As aresult of the business combination, the preexisting relationship between Company A and
Company B is effectively settled. No gain or loss was recognized on the settlement as the payable was
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effectively settled at the recorded amount. Company A should reduce the consideration transferred for
the acquisition by CU100 to account for the effective settlement of the payable to Company B.

Calculating the gain or loss on settlement of preexisting relationships

The acquirer should recognize a gain or loss for the effective settlement of a preexisting relationship.
Settlement gains and losses from noncontractual relationships should be measured at fair value on the
acquisition date in accordance with ASC 805-10-55-21 and IFRS 3.B52.

Settlement gains and losses from contractual relationships should be measured as the lesser of:

a. The amount the contract terms are favorable or unfavorable (from the acquirer’s perspective)
compared to pricing for current market transactions for the same or similar items. If the contract
terms are favorable compared to current market transactions, a settlement gain should be
recognized. If the contract terms are unfavorable compared to current market transactions, a
settlement loss should be recognized.

b. The amount of any stated settlement provisions in the contract available to the counterparty to
whom the contract is unfavorable. The amount of any stated settlement provision (e.g., voluntary
termination) should be used to determine the settlement gain or loss. Provisions that provide a
remedy for events not within the control of the counterparty, such as a change in control,
bankruptcy, or liquidation, would generally not be considered a settlement provision in
determining settlement gains or losses.

If (b) is less than (a), the difference is included as part of the business combination in accordance with
ASC 805-10-55-21 and IFRS 3.B52. If there is no stated settlement provision in the contract, the
settlement gain or loss is determined from the acquirer’s perspective based on the favorable or
unfavorable element of the contract.

If the acquirer has previously recognized an amount in the financial statements related to a preexisting
relationship, the settlement gain or loss related to the preexisting relationship should be adjusted (i.e.,
increasing or decreasing any gain or loss) for the amount previously recognized in accordance with
ASC 805-10-55-21 and IFRS 3.B52.

Examples 2-30 through 2-32 reflect the settlement accounting for certain preexisting relationships in a
business combination. The examples illustrate the accounting for settlement of a noncontractual
relationship, settlement of a contractual relationship that includes a settlement provision, and
settlement of a contractual relationship that does not include a settlement provision. Additional
examples are provided in the Standards in ASC 805-10-55-30 through 55-32 and IFRS 3.IE54-1E57.

EXAMPLE 2-30

Settlement loss with a liability previously recorded on a noncontractual relationship

Company A is a defendant in litigation relating to a patent infringement claim brought by Company B.
Company A pays CU50 million to acquire Company B and effectively settles the lawsuit. The fair value
of the settlement of the lawsuit is estimated to be CUs million, and Company A had previously
recorded a CU3 million litigation liability in its financial statements before the acquisition.
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How should the settlement loss related to a noncontractual relationship be recorded in acquisition
accounting?

Analysis

Company A would record a settlement loss related to the litigation of CU2 million, excluding the effect
of income taxes. This represents the CU5 million fair value of the settlement after adjusting for the
CU3 million litigation liability previously recorded by Company A. The consideration transferred for
the acquisition of Company B and the effective settlement of the litigation are recorded as separate
transactions (in millions):

Litigation liability CUs
Loss on settlement of lawsuit with Company B CU2
Acquired net assets of Company B CU4gs
Cash CUs50

If, however, Company A had previously recorded a liability greater than CU5 million, then a settlement
gain would be recognized for the difference between the liability previously recorded and the fair value
of the settlement.

EXAMPLE 2-31

Settlement loss on a contractual relationship

Company C provides services to Company D. Since the inception of the contract, the market price for
these services has increased. The terms in the contract are unfavorable compared to current market
transactions for Company C in the amount of CU10 million. The contract contains a settlement
provision that allows Company C to terminate the contract at any time for CU6 million. Company C
acquires Company D for CU100 million.

How should the settlement loss related to a contractual relationship be recorded in acquisition
accounting?

Analysis
Company C would recognize a settlement loss of CU6 million, excluding the effect of income taxes.

A settlement loss of CU6 million is recognized because it is the lesser of the fair value of the
unfavorable contract terms (CU10 million) and the contractual settlement provision (CU6 million).
The CU100 million in cash paid by Company C is attributed as CU6 million to settle the services
contract and CU94 million to acquire Company D. The CU4 million difference between the fair value
of the unfavorable contract terms and the contractual settlement provision is included as part of
consideration transferred for the business combination. The consideration transferred for the
acquisition of Company D and the effective settlement of the services contract would be recorded as
follows (in millions):
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Loss on settlement of services contract with Company D CU6
Acquired net assets of Company D CUog4
Cash CU100

EXAMPLE 2-32

Settlement loss on a contractual relationship when the contract is silent on the amount of the
settlement provision

Company E acquires Company F for CU100 million. Company E provides services to Company F.
Since the inception of the services contract, the market price for these services has increased. The
terms in the contract are unfavorable compared to current market transactions for Company E in the
amount of CU10 million. The services contract is silent on a settlement provision in the event that
either party terminates the contract.

How should the settlement loss related to a contractual relationship be recorded in acquisition
accounting?

Analysis

Company E would recognize a CU10 million settlement loss, excluding the effect of income taxes, for
the unfavorable amount of the contract. The CU100 million that Company E pays Company F’s
shareholders is attributed CU10 million to settle the preexisting relationship and CU90 million to
acquire Company F. The consideration transferred for the acquisition of Company F and the effective
settlement of the services contract would be recorded by Company E as follows (in millions):

Loss on settlement of services contract with Company F CU10

Acquired net assets of Company F CU9go

Cash CU100
Settlement of debt

If the preexisting relationship effectively settled is a debt financing issued by the acquirer to the
acquiree, the guidance in ASC 470, Debt, and IAS 39 should be applied. If debt is settled
(extinguished) prior to maturity, the amount paid upon reacquisition of debt may differ from the
carrying amount of the debt at that time. An extinguishment gain or loss is recognized in earnings
[profit or loss] for the difference between the reacquisition price (fair value or stated settlement
amount) and the carrying amount of the debt in accordance with ASC 470-50-40-2 and IAS 39.41. For
example, if the acquiree has an investment in debt securities of the acquirer with a fair value of CU110
million and the carrying amount of the acquirer’s debt is CU100 million, the acquirer would recognize
a settlement loss of CU10 million on the acquisition date (based on the assumption that the debt was
settled at CU110 million).
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If the preexisting relationship effectively settled is a debt financing issued by the acquiree to the
acquirer, the acquirer effectively is settling a receivable and would apply the Standards’ guidance
for settling a preexisting relationship. See BCG 2.7.3.1 for further information.

Acquisition-related costs

An acquirer in a business combination typically incurs acquisition-related costs, such as finder’s fees;
advisory, legal, accounting, valuation, other professional or consulting fees; and general and
administrative costs. Acquisition-related costs are considered separate transactions and should not be
included as part of the consideration transferred but, rather, expensed as incurred or when the service
is received in accordance with ASC 805-10-25-23 and IFRS 3.53. These costs are not considered part
of the fair value of a business and, by themselves, do not represent an asset. Acquisition-related costs
represent services that have been rendered to and consumed by the acquirer.

Costs related to the issuance of debt are capitalized and amortized into earnings [profit or loss] over
the term of the debt in accordance with ASC 835-30-45-1 through 45-4, IAS 39R.43, and IAS 39R.47.
Costs related to the issuance of equity reduce the proceeds received from the issuance.

Question 2-9

Are fees paid to an investment banker to handle the financing of the business combination considered
acquisition-related costs?

PwC response

Fees paid to an investment banker in connection with a business combination, when the investment
banker is also providing interim financing or underwriting services, must be allocated between direct
costs of the acquisition and those related to financing or underwriting the business combination. For
example, assume Company A acquired Company B for 70% cash and the balance in preferred shares
and debt and Company A hired an investment banker to handle the financing and underwriting
services. The costs paid to the investment banker should be allocated between those that related to
financing or underwriting the business combination (generally recorded as part of the cost of the debt
or equity issuance) and all other services that should be expensed as incurred.

Question 2-10

Should transaction costs incurred by the acquirer be reflected in the separate financial statements of
the acquiree in a business combination accounted for under ASC 805?

PwC response

Under US GAAP, generally no. SAB Topic 1B (Questions 1-2) indicates that the separate financial
statements of a subsidiary should reflect any costs of its operations that are incurred by the parent on
its behalf. Acquisition-related costs incurred by the acquirer in acquiring the acquiree (e.g., acquisition
due diligence fees to assist in determining the purchase price) generally would not benefit the acquiree
nor represent part of the acquiree’s operations and, therefore, would not be reflected as expense in the
separate financial statements of the acquiree.
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In situations when predecessor and successor financial statements are presented with a blackline
resulting from the effects of push down accounting, a question often arises as to which period expenses
should be recorded in if such amounts are contingent upon the closing of a business combination.
These types of costs are typically recorded in the predecessor period, immediately prior to the closing
date. However, in a speech at the 2014 AICPA Conference on Current SEC and PCAOB Developments,
an SEC staff member stated that when certain expenses are contingent upon a change-in-control
event, the staff has not objected to the presentation of such items in neither the predecessor or
successor periods, provided that transparent and disaggregated disclosure of the nature and amount of
such expenses is made. Such amounts are considered to be “on the line.”

Financial instruments entered into by the acquirer in contemplation of a business
combination

Financial instruments entered into by the acquirer to hedge certain risks in contemplation of a
business combination generally should be accounted for as separate transactions apart from the
business combination. These contracts are generally not eligible for hedge accounting under US GAAP
and IFRS, even though these contracts may effectively hedge various economic risks and exposures
related to the transaction. Hedge accounting for a firm commitment to acquire a business is prohibited
under ASC 815 and IAS 39, with the exception that IAS 39 does allow companies to achieve hedge
accounting for the foreign currency exchange risk embedded in a firm commitment.

Hedges of other items in contemplation of a business combination (e.g., the forecasted interest
expense associated with debt to be issued to fund an acquisition or the forecasted sales associated with
the potential acquiree) generally do not qualify for hedge accounting and should be accounted for
separately from the business combination. While it may be argued that hedge accounting should be
acceptable theoretically, practically it may not be possible to achieve because a forecasted transaction
can qualify for hedge accounting under ASC 815 and IAS 39 only if it is probable of occurrence. The
ability to support an assertion that a business combination is probable of occurrence and achieve
hedge accounting for these types of hedges will be rare given the number of conditions that typically
must be met before an acquisition can be consummated (e.g., satisfactory due diligence, no material
adverse changes/developments, shareholder votes, regulatory approval). Accordingly, an evaluation of
the specific facts and circumstances would be necessary if an entity asserts that a forecasted
acquisition is probable of occurrence.

Transaction service arrangements

Transaction service arrangements (TSAs) are often entered into in connection with a business
combination. The services are generally provided by the seller to the acquirer for a specified period of
time following the acquisition and may be at no cost, at a cost below fair market value of the services,
or at fair market value. In such cases, the acquirer should consider whether a portion of the
consideration paid should be allocated to the services to be rendered in the future. Example 2-33
illustrates the accounting for a TSA.

EXAMPLE 2-33

Transaction service arrangements
Company A agrees to sell a business for CU100 million to Company B. Company A's net book value of

the assets acquired and liabilities assumed by Company B is CU70 million. Concurrent with the
acquisition agreement, Company A and Company B enter into a transition services agreement, under
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which Company A agrees to provide certain services to Company B for a period of one year after the
acquisition at no cost to Company B. Company A estimates the fair value of the services to be provided
under the TSA to be CU5 million, at a cost of CU3 million.

How should Company A account for the services to be provided under the TSA?
Analysis

On the date of sale of the business, Company A should allocate CU5 million of the proceeds (the fair
value of the services less the fee assessed, in this case zero) to the TSA. The remaining CUg95 million
represents the consideration paid for the business.

Although the TSA agreement stipulates that the services will be performed by Company A at no cost to
Company B, the substance of the transaction is that a portion of the consideration for the sale of the
business relates to the transition services that will be provided in the future. Company B should
recognize an asset for the prepayment of the services of CU5 million to be realized as the services are
provided.

Example of applying the acquisition method

Example 2-34 provides an example of the general application of the acquisition method in a business
combination.

EXAMPLE 2-34

Applying the acquisition method

Company A acquires all of the equity of Company B in a business combination. The company applied
the acquisition method based on the following information on the acquisition date:

o Company A pays CU100 million in cash to acquire all outstanding equity of Company B.

o Company A incurs CU15 million of expenses related to the acquisition. The expenses incurred
include legal, accounting, and other professional fees.

o Company A agreed to pay CU6 million in cash if the acquiree’s first year’s postcombination
revenues are more than CU200 million. The fair value of this contingent consideration

arrangement at the acquisition date is CU2 million.

o The fair value of tangible assets and assumed liabilities on the acquisition date is CU70 million
and CU35 million, respectively.

o The fair value of identifiable intangible assets is CU25 million.

o Company A intends to incur CU18 million of restructuring costs by severing employees and closing
various facilities of Company B shortly after the acquisition.

o There are no measurement period adjustments.

o Company A obtains control of Company B on the closing date.

2-81



Acquisition method

How should the acquisition be recorded?
Analysis
The following analysis excludes the accounting for any tax effects of the transaction.

Identifying the acquirer (BCG 2.3)

Company A is identified as the acquirer because it acquired all of Company B’s equity interests for
cash. The acquirer can be identified based on the guidance in ASC 810-10 and IFRS 10.

Determining the acquisition date (BCG 2.4)
The acquisition date is the closing date.
Purchase accounting (BCG 2.5)

Company A would recognize and measure all identifiable assets acquired and liabilities assumed at the
acquisition date. There is no noncontrolling interest because Company A acquired all of the equity of
Company B. Company A would record the acquired net assets of Company B in the amount of CU60
million (CU95 million of assets less CU35 million of liabilities), excluding goodwill, as follows (in
millions):

Tangible assets CU70
Intangible assets 25
Liabilities 35

Acquired net assets CU6o0

Company A would not record any amounts related to its expected restructuring activities as of the
acquisition date because Company A did not meet the relevant US GAAP or IFRS criteria. The
recognition of exit/restructuring costs would be recognized in postcombination periods.

Recognizing and measuring goodwill (BCG 2.6)

Acquisition costs are not part of the business combination and will be expensed as incurred. Company
A would make the following entry (in millions):

Acquisition costs CU15

Cash CUi5
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The consideration transferred is CU102 million, which is calculated as follows (in millions):

Cash CU100
Contingent consideration—liability 21
CU102

1 The contingent consideration liability will continue to be measured at fair value in the postcombination period with changes

in its value reflected in earnings [profit or loss].

The acquisition results in goodwill because the CU102 million consideration transferred is in excess of
the CU60 million identifiable net assets acquired, excluding goodwill, of Company B. Goodwill
resulting from the acquisition of Company B is CU42 million and is measured, as follows (in millions):

Total consideration transferred CU102
Less: acquired net assets of Company B (60)
Goodwill to be recognized CU42

Measurement period adjustments

The Standards require that an acquirer in a business combination report provisional amounts when
measurements are incomplete as of the end of the reporting period covering the business combination.

In accordance with ASC 805-10-25-15 and IFRS 3.46, the acquirer has a period of time, referred to as
the measurement period, to finalize the accounting for a business combination. The measurement

period provides companies with a reasonable period of time to determine the value of:

o The identifiable assets acquired, liabilities assumed, and any noncontrolling interest in the
acquiree

o The consideration transferred for the acquiree or other amount used in measuring goodwill (e.g., a
business combination achieved without consideration transferred)

o The equity interest in the acquiree previously held by the acquirer
o The goodwill recognized or a bargain purchase gain

IFRS 3 provides the following principle for measurement period adjustments:
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Excerpt from IFRS 3.45

If the initial accounting for a business combination is incomplete by the end of the reporting period in
which the combination occurs, the acquirer shall report in its financial statements provisional
amounts for the items for which the accounting is incomplete. During the measurement period, the
acquirer shall retrospectively adjust the provisional amounts recognised at the acquisition date to
reflect new information obtained about facts and circumstances that existed as of the acquisition date
and, if known, would have affected the measurement of the amounts recognised as of that date.

During the measurement period, the acquirer shall also recognise additional assets or liabilities if new
information is obtained about facts and circumstances that existed as of the acquisition date and, if
known, would have resulted in the recognition of those assets and liabilities as of that date. The
measurement period ends as soon as the acquirer receives the information it was seeking about facts
and circumstances that existed as of the acquisition date or learns that more information is not
obtainable. However, the measurement period shall not exceed one year from the acquisition date.

US GAAP requires that measurement period adjustments be recognized in the reporting period in
which the adjustment amount is determined.

ASC 805-10-25-13

If the initial accounting for a business combination is incomplete by the end of the reporting period in
which the combination occurs, the acquirer shall report in its financial statements provisional
amounts for the items for which the accounting is incomplete. During the measurement period, in
accordance with paragraph 805-10-25-17, the acquirer shall adjust the provisional amounts recognized
at the acquisition date to reflect new information obtained about facts and circumstances that existed
as of the acquisition date that, if known, would have affected the measurement of the amounts
recognized as of that date.

Excerpt from ASC 805-10-25-17

During the measurement period, the acquirer shall recognize adjustments to the provisional amounts
with a corresponding adjustment to goodwill in the reporting period in which the adjustments to the
provisional amounts are determined. Thus, the acquirer shall adjust its financial statements as needed,
including recognizing in its current-period earnings the full effect of changes in depreciation,
amortization, or other income effects, by line item, if any, as a result of the change to the provisional
amounts calculated as if the accounting had been completed at the acquisition date.

New information that gives rise to a measurement period adjustment should relate to events or
circumstances existing at the acquisition date. Factors to consider in determining whether new
information obtained gives rise to a measurement period adjustment includes the timing of the receipt
of new information and whether the acquirer can identify a reason for the measurement period
adjustment. Information obtained shortly after the acquisition date is more likely to reflect facts and
circumstances existing at the acquisition date, as opposed to information received several months
later.

If a measurement period adjustment is identified, the acquirer is required to recognize the adjustment

as part of its acquisition accounting. An acquirer increases or decreases the provisional amounts of
identifiable assets or liabilities for measurement period adjustments by means of increases or
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decreases in goodwill. New information obtained during the measurement period may sometimes
result in an adjustment to the provisional amounts of more than one asset or liability. In these
situations, the adjustment to goodwill may be offset, in whole or part, by another adjustment resulting
from a corresponding change to the provisional amount of another asset or liability.

For example, an acquirer might assume a liability to pay damages related to an accident in one of the
acquiree’s facilities, part or all of which is covered by the acquiree’s insurance policy. If the acquirer
obtains new information during the measurement period about the acquisition-date fair value of that
liability, the adjustment to goodwill resulting from a change in the provisional amount recognized for
the liability would be offset (in whole or in part) by a corresponding adjustment to goodwill resulting
from a change in the provisional amount recognized for the claim receivable from the insurer in
accordance with ASC 805-10-25-16 and IFRS 3.48.

Under IFRS 3.49, comparative prior period information included in subsequent financial statements
would be revised to include the effect of the measurement period adjustment as if the accounting for
the business combination had been completed on the acquisition date. The effects of a measurement
period adjustment may cause changes in depreciation, amortization, or other income or expense
recognized in prior periods.

Under ASC 805-10-65-3, the cumulative impact of the measurement period adjustments on current
and prior periods is required to be recognized in the period that the adjustment amount is determined.

All changes that do not qualify as measurement period adjustments are included in current period
earnings [profit or loss] under both the US GAAP and IFRS.

After the measurement period ends, an acquirer should revise its accounting for the business
combination only to correct an error in accordance with ASC 250, Accounting Changes and Error
Corrections for US GAAP and IAS 8, Accounting Policies, Changes in Accounting Estimates and
Errors, for IFRS.

Paragraphs ASC 805-10-55-27 through 55-29 and paragraphs IE51—1E53 of IFRS 3 provide an
example that illustrates the application of the measurement period guidance where an appraisal is
completed after the initial acquisition. Example 2-35 provides an example of the assessment of
whether new information gives rise to a measurement period adjustment.

EXAMPLE 2-35

Identifying measurement period adjustments

On January 1, 20X0, Company C acquires Company D. As part of the initial acquisition accounting,
Company C recognizes CU50 million of goodwill and a CU5 million intangible asset for the customer
relationship related to Company D’s largest customer. The useful life of the customer relationship is
deemed to be four years. On June 30, 20X0, Company D obtains an independent appraisal of the
acquisition-date fair value of the customer relationship intangible asset. Based on the appraisal, the
value of the customer relationship of Company D’s largest customer is determined to be CU7 million,
with a useful life of four years.

How should Company C record the change in fair value of the Company D customer relationship
asset?
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Analysis

The appraisal obtained by Company C in the postcombination period is new information about facts
and circumstances existing at the acquisition date. Company C should recognize any difference
between the appraisal and the initial acquisition accounting as a measurement period adjustment. In
the June 30, 20Xo0 financial statements, Company D would make the following measurement period
adjustment to the year-to-date financial information, excluding income tax effects (in millions):

Customer relationship CU2

Goodwill CU2
To increase the value of the customer relationship

Amortization expense CUo.25%

Customer relationship CUo.25

1 Amortization expense based on the appraised value, less amortization expense recorded based on initial value: CU0.875 (6
months / 48 total months x CU?7) less CU0.625 (6 months / 48 total months x CU5).

To adjust amortization expense to reflect the incremental value assigned to the customer relationship

Under IFRS, the financial statements for the quarter ended March 31, 20X0 should be adjusted to
include the impact of the measurement period adjustment. The results of operations would reflect the
amortization expense of the intangible asset as if the adjustment had been recorded on the acquisition
date.

Under US GAAP, the entire impact of the measurement period adjustment should be recognized in the
reporting period in which the adjustment amount was determined (in this case, the quarter ended
June 30, 20X0). Accordingly, under the revised Standard, the financial statements for the quarter
ended March 31, 20X0 would not be restated.

Reverse acquisitions

Reverse acquisitions (reverse mergers) present unique accounting and reporting considerations.
Depending on the facts and circumstances, these transactions can be asset acquisitions, capital
transactions, or business combinations. See BCG 6.2.1.1 for further information on the accounting for
when a new parent is created for an existing entity or group of entities. A reverse acquisition that is a
business combination can occur only if the accounting acquiree meets the definition of a business
under the Standards. An entity that is a reporting entity, but not a legal entity, could be considered the
accounting acquirer in a reverse acquisition. Like other business combinations, reverse acquisitions
must be accounted for using the acquisition method.

A reverse acquisition occurs if the entity that issues securities (the legal acquirer) is identified as the
acquiree for accounting purposes and the entity whose equity interests are acquired (legal acquiree) is
the acquirer for accounting purposes. For example, a private company wishes to go public but wants to
avoid the costs and time associated with a public offering. The private company arranges to be legally
acquired by a publicly listed company that is a business. However, after the transaction, the owners of
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the private company will have obtained control of the public company and would be identified as the
accounting acquirer under the Standards. In this case, the public company would be the legal acquirer,
but the private company would be the accounting acquirer. The evaluation of the accounting acquirer
should include a qualitative and quantitative analysis of the factors. See BCG 2.3 for further
information. Figure 2-8 provides a diagram of a reverse acquisition.

Figure 2-8
Diagram of a reverse acquisition

Legal Acquirer/Accounting Acquiree

Legal Acquirer Legal Acquiree
Issues Shares Gains Control

Legal Acquiree/Accounting Acquirer

The legal acquirer is the surviving legal entity in a reverse acquisition and continues to issue financial
statements. The financial statements are generally in the name of the legal acquiree because the legal
acquirer often adopts the name of the legal acquiree. In the absence of a change in name, the financial
statements remain labelled as those of the surviving legal entity. Although the surviving legal entity
may continue, the financial reporting will reflect the accounting from the perspective of the accounting
acquirer, except for the legal capital, which is retroactively adjusted to reflect the capital of the legal
acquirer (accounting acquiree) in accordance with ASC 805-40-45-1 and IFRS 3.B21.

Reverse acquisition (merger) involving a nonoperating public shell and a private
operating entity

The merger of a private operating entity into a nonoperating public shell corporation with nominal net
assets typically results in (1) the owners of the private entity gaining control over the combined entity
after the transaction, and (2) the shareholders of the former public shell corporation continuing only
as passive investors. This transaction is usually not considered a business combination because the
accounting acquiree, the nonoperating public shell corporation, does not meet the definition of a
business under the Standards. Instead, these types of transactions are considered to be capital
transactions of the legal acquiree and are equivalent to the issuance of shares by the private entity for
the net monetary assets of the public shell corporation accompanied by a recapitalization.

Under US GAAP, any excess of the fair value of the shares issued by the private entity over the value of
the net monetary assets of the public shell corporation is recognized as a reduction to equity.

Under IFRS, any difference in the fair value of the shares issued by the private entity over the value of

the net monetary assets of the public shell corporation represents a service, and the cost of the service
should be recognized as an expense by the acquirer.
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Consideration transferred in a reverse acquisition

ASC 805-40-30-2 and IFRS 3.B20

In a reverse acquisition, the accounting acquirer usually issues no consideration for the acquiree.
Instead, the accounting acquiree usually issues its equity shares to the owners of the accounting
acquirer. Accordingly, the acquisition-date fair value of the consideration transferred by the
accounting acquirer for its interest in the accounting acquiree is based on the number of equity
interests the legal subsidiary would have had to issue to give the owners of the legal parent the same
percentage equity interest in the combined entity that results from the reverse acquisition.

In a reverse acquisition involving only the exchange of equity, the fair value of the equity of the
accounting acquiree may be used to measure consideration transferred if the value of the accounting
acquiree’s equity interests are more reliably measurable than the value of the accounting acquirer’s
equity interest. This may occur if a private company acquires a public company with a quoted and
reliable market price. If so, the acquirer should determine the amount of goodwill by using the
acquisition-date fair value of the accounting acquiree’s equity interests in accordance with

ASC 805-30-30-2 through 30-3 and IFRS 3.33.

Example 2-36 illustrates the measurement of the consideration transferred in a reverse acquisition.

EXAMPLE 2-36

Valuing consideration transferred in a reverse acquisition (adapted from ASC 805-40-55-8 through
55-10 and IFRS 3.IE5)

Company B, a private company, acquires Company A, a public company, in a reverse acquisition.
Immediately before the acquisition date:

o Company A has 100 shares outstanding

o Company B has 60 shares outstanding

On the acquisition date:

o Company A issues 150 shares in exchange for Company B’s 60 shares

o The shareholders of Company B own 60% (150/250) of the new combined entity
o The shareholders of Company A own 40% (100/250) of the new combined entity
o Market price of a share of Company A is CU16

o Estimated fair value of a share of Company B is CU40

Analysis

The fair value of the consideration effectively transferred should be measured based on the most
reliable measure. Because Company B is a private company, the fair value of Company A’s shares is
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likely more reliably measurable. The consideration effectively transferred of CU1600 is measured
using the market price of Company A’s shares (100 shares times CU16).

Otherwise, the fair value of the consideration effectively transferred would be calculated using the
amount of Company B’s shares that would have been issued to the owners of Company A on the
acquisition date to give Company A an equivalent ownership interest in Company B as it has in the
combined company. Company B would have had to issue 40 shares! to Company A shareholders,
increasing Company B’s outstanding shares to 100 shares. Consideration effectively transferred would
be CU1,600 (40 shares times the fair value of Company B’s shares of CU40).

1 The number of shares to be issued that will give owners of accounting acquiree a percentage ownership interest equal to their

ownership interest in the combined entity: (60 shares / 60%) x 40%.

Presentation of consolidated financial statements

The presentation of the financial statements represents the continuation of the legal acquiree, except
for the legal capital structure in a reverse acquisition. Historical shareholders’ equity of the accounting
acquirer (legal acquiree) prior to the reverse acquisition is retrospectively adjusted (a recapitalization)
for the equivalent number of shares received by the accounting acquirer after giving effect to any
difference in par value of the issuer’s and acquirer’s stock with any such difference recognized in
equity. Retained earnings (deficiency) of the accounting acquirer are carried forward after the
acquisition. Operations prior to the merger are those of the accounting acquirer. Earnings per share
for periods prior to the merger are retrospectively adjusted to reflect the number of equivalent shares
received by the acquiring company.

The Standards provide the following financial statement presentation guidance for reverse
acquisitions:

Excerpts from ASC 805-40-45-2 and IFRS 3.B22

Because the consolidated financial statements represent the continuation of the financial statements
of the legal subsidiary except for its capital structure, the consolidated financial statements reflect all
of the following:

a. The assets and liabilities of the legal subsidiary (the accounting acquirer) recognized and
measured at their precombination carrying amounts.

b. The assets and liabilities of the legal parent (the accounting acquiree) recognized and measured in
accordance with the guidance in this Topic applicable to business combinations [TFRS].

c. The retained earnings and other equity balances of the legal subsidiary (accounting acquirer)
before the business combination.

d. The amount recognized as issued equity interests in the consolidated financial statements
determined by adding the issued equity interest of the legal subsidiary (the accounting acquirer)
outstanding immediately before the business combination to the fair value of the legal parent
(accounting acquiree) determined in accordance with the guidance in this Topic applicable to
business combinations [IFRS]. However, the equity structure (that is, [ie] the number and type of
equity interests issued) reflects the equity structure of the legal parent (the accounting acquiree),
including the equity interests the legal parent issued to effect the combination. Accordingly, the
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equity structure of the legal subsidiary (the accounting acquirer) is restated using the exchange
ratio established in the acquisition agreement to reflect the number of shares of the legal parent
(the accounting acquiree) issued in the reverse acquisition.

e. The noncontrolling interest’s proportionate share of the legal subsidiary’s (accounting acquirer’s)
precombination carrying amounts of retained earnings and other equity interests as discussed in
paragraphs 805-40-25-2 and 805-40-30-3 [IFRS3.B23 and B24] and illustrated in Example 1,
Case B (see paragraph 805-40-55-18).

Examples 2-37 and 2-38 illustrate the presentation of shareholders’ equity following a reverse
acquisition.

EXAMPLE 2-37

Presentation of shareholders’ equity immediately following a reverse acquisition (adapted from
ASC 805-40-55-13 and IFRS 3.IE7)

Company B, a private company, acquires Company A, a public company, in a reverse acquisition.

Shareholders’ equity immediately before the acquisition date:

Company A Company B
(accounting (accounting
acquiree) acquirer)
Shareholders’ equity
Retained earnings CU8o00 CU1,400
Issued equity
100 common shares 300
60 common shares 600
Total shareholders’ equity CU1,100 CU2,000

On the acquisition date:

o Company A issues 150 shares in exchange for Company B’s 60 shares

o Fair value of consideration transferred is CU1,600

o The shareholders of Company B own 60% (150/250) of the new combined entity

How should the statement of shareholders’ equity be presented following the reverse acquisition?
Analysis

The presentation of shareholders’ equity of the combined company on the acquisition date is:
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Combined company

Shareholders’ equity

Retained earnings! CU1,400
Issued equity

250 common shares? 2,200
Total shareholders’ equity CU3,600

1 Retained earnings is based on the retained earnings of Company B, the accounting acquirer.

2 The amount recognized for issued equity (i.e., common shares outstanding) is the sum of the value recognized for issued
equity interests of Company B immediately before the acquisition, plus the value of the consideration transferred:
CU600 + CU1,600.

EXAMPLE 2-38

Restated presentation of shareholders’ equity following a reverse acquisition

Company B, a private company, acquires Company A, a public company, in a reverse acquisition. The
transaction was consummated on 4/1/X2.

Immediately before the acquisition date:

o Company A has 100 shares outstanding (CU1 par)

o Company A has total shareholders’ equity of CU125

o Company B has 100 shares outstanding (CU2 par)

o Company B has total shareholders’ equity of CU1,850

On the acquisition date:

o Company A issues 400 shares in exchange for 100% of Company B

After the acquisition date:

o The recapitalized entity has net income of CU300 for the period 4/1/X2 to 12/31/X2
How should the statement of shareholders’ equity be restated in a reverse acquisition?
Analysis

Shareholders’ equity (Company B) immediately before the acquisition date:
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Total
Shares at Retained shareholders’
par (CU2) APIC earnings equity
1/1/X1 120 600 300 1,020
Shares issued 7/1/X1 40 110 150
Net income 250 250
12/31/X1 160 710 550 1,420
Shares issued 2/1/X2 40 190 230
Net income 200 200
3/31/X2 200 900 750 1,850
Restated shareholders’ at 12/31/X2:
Total
Shares at Retained shareholders’
par (CU1) APIC earnings equity
1/1/X1 240 480 300 1,020
Shares issued 7/1/X1 80 70 150
Net income 250 250
12/31/X1 320 550 550 1,420
Shares issued 2/1/X2 80 150 230
Net income 200 200
3/31/X2 400 700 750 1,850
Recapitalization 4/1/X2 100 25 125
Net income 300 300
12/31/X2 500 725 1,050 2,275

Noncontrolling interest in a reverse acquisition

Some shareholders of the legal acquiree (accounting acquirer) may not participate in the exchange
transaction in a reverse acquisition. These shareholders will continue to hold shares in the legal
acquiree and will not exchange their shares for shares in the legal acquirer (accounting acquiree).
Because these shareholders hold an interest only in the legal acquiree, they participate in the earnings
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[profit or loss] of only the legal acquiree and not the earnings [profit or loss] of the combined entity. As
mentioned in the previous section, the legal acquiree’s assets and liabilities are recognized at their
precombination carrying values (i.e., not recognized at fair value) on the acquisition date. These
shareholders that will now become noncontrolling interest holders were not owners of the accounting
acquiree and do not participate in earnings [profit or loss] generated in the accounting acquiree.
Therefore, in a reverse acquisition, the value of the noncontrolling interest is recognized at its
proportionate interest in the precombination carrying amounts of the accounting acquirer in
accordance with ASC 805-40-30-3 and IFRS 3.B24.

Example 2-39 illustrates the measurement of a noncontrolling interest in a reverse acquisition.

EXAMPLE 2-39

Measurement of noncontrolling interest (adapted from ASC 805-40-55-18 through 55-21 and
IFRS 3.1E12)

Company B, a private company, acquires Company A, a public company, in a reverse acquisition.
Immediately before the acquisition date:

o Company A has 100 shares outstanding.

o Company B has 60 shares outstanding.

Company B’s recognized net assets are CU2,000

On the acquisition date:

o Company A issues 140 shares in exchange for 56 shares of Company B.

o The shareholders of Company B own 58.3% (140/240) of the new combined entity.

o Four shares of Company B remain outstanding.

How should the combined entity recognize the noncontrolling interest?

Analysis

The combined entity would recognize a noncontrolling interest related to the four remaining
outstanding shares of Company B. The value of the noncontrolling interest should reflect the
noncontrolling interest’s proportionate share in the precombination carrying amounts of the net assets

of Company B, or CU134. This is based on a 6.7% ownership (4 shares / 60 issued shares) in Company
B and Company B’s net assets of CU2,000.

Computation of earnings per share in a reverse acquisition
In a reverse acquisition, the financial statements of the combined entity reflect the capital structure

(i.e., share capital, share premium and treasury capital) of the legal acquirer (accounting acquiree),
including the equity interests issued in connection with the reverse acquisition. Consistent with this
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financial statement presentation, the computation of EPS is also based on the capital structure of the
legal acquirer.

The Standards provide the following guidance on EPS:

Excerpts from ASC 805-40-45-4, ASC 805-40-45-5 and IFRS 3.B26, B27

In calculating the weighted-average number of common [ordinary] shares outstanding (the
denominator of the earnings-per-share calculation) during the period in which the reverse acquisition
oceurs:

a. The number of common [ordinary] shares outstanding from the beginning of that period to the
acquisition date shall be computed on the basis of the weighted-average number of common
[ordinary] shares of the legal acquiree (accounting acquirer) outstanding during the period
multiplied by the exchange ratio established in the merger agreement.

b. The number of common [ordinary] shares outstanding from the acquisition date to the end of that
period shall be the actual number of common [ordinary] shares of the legal acquirer (the
accounting acquiree) outstanding during that period.

The basic earnings per share for each comparative period before the acquisition date presented in the
consolidated financial statements following a reverse acquisition shall be calculated by dividing (a) by

(b):

a. The income [profit or loss] of the legal acquiree attributable to common [ordinary] shareholders in
each of those periods

b. The legal acquiree’s historical weighted average number of common [ordinary] shares outstanding
multiplied by the exchange ratio established in the acquisition agreement.

Example 2-40 illustrates the computation of EPS in a reverse acquisition.

EXAMPLE 2-40

Computation of EPS (adapted from ASC 805-40-55-16 and IFRS 3.1E9)

Company B, a private company, acquires Company A, a public company, in a reverse acquisition on
September 30, 20X6.

Immediately before the acquisition date:
o Company A has 100 shares outstanding
o Company B has 60 shares outstanding

o Company B’s outstanding shares (i.e., 60 shares) remained unchanged from January 1, 20X6
through the acquisition date
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On September 30, 20X6, the acquisition date:

o Company A issues 150 shares in exchange for Company B’s 60 shares. This is an exchange ratio of
2.5 shares of Company A for 1 share of Company B

o Earnings [profit] for the consolidated entity for the year ended December 31, 20X6 are CU800
How should earnings per share be computed?
Analysis

EPS for the year ended December 31, 20X6 is computed as follows:

Earnings [profit] for the year ended December 31, 20X6 CU8o0
Number of common shares outstanding of Company B 60
Exchange ratio 2.5

Number of shares outstanding from January 1, 20X6 through
September 30, 20X6 150

Number of shares outstanding from acquisition date through
December 31, 20X6 250

Weighted-average number of shares outstanding (150 shares x 9 /
12) + (250 shares x 3 / 12) 175

Earnings per share for year ended December 31, 20X6 (CU800 /
175 shares) CU4.57

Applying the acquisition method for variable interest
entities and special purpose

The guidance in ASC 805 is also applicable to the consolidation of VIEs that are businesses when
control is obtained under the VIE subsections of ASC 810-10. Even if the entity is not considered a
business, the VIE subsections of ASC 810-10 refers to the guidance in ASC 805 for the recognition and
measurement of assets and liabilities (except for goodwill) when consolidating the VIE. VIEs that are
determined to be businesses must follow the disclosure requirements of ASC 805, as indicated in ASC
810-10-50-3.

If the primary beneficiary of a VIE transfers assets or liabilities to the VIE at, after, or shortly before
the date that the entity becomes the primary beneficiary, the assets are recognized at the same
amounts at which the assets and liabilities would have been measured if they had not been transferred
(i.e., no gain or loss is recognized) in accordance with ASC 810-10-30-3.
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Figure 2-9 provides the applicable guidance for the VIE subsections of ASC 810-10 in connection with a
business combination. Although VIEs are accounted for under ASC 810, a model outside of ASC 805,
the considerations highlighted in BCG 7 figure 7-1 on how to account for common differences between a
business combination and an asset acquisition should also be considered in accounting for a VIE.

Figure 2-9
Variable interest entities and business combinations

Scenario Application of ASC 805

Acquired group is a: The consolidation of a VIE when control is

obtained is considered a business combination.

Apply the acquisition method in ASC 805. In this

Business situation, the date a VIE must be consolidated
should be used as the acquisition date. The primary
beneficiary, the entity that consolidates the VIE, is
identified as the acquirer in accordance with ASC
805-10-25-5 through 25-6.

Variable interest entity

Acquired group is a: The consolidation of the VIE is considered an asset

acquisition. Apply sections ASC 805-20-25, ASC

805-20-30, ASC 805-740-25-2 and ASC 805-740-

Not a business 30-1 to recognize and measure the VIE’s assets and
liabilities, excluding goodwill, at fair value. The
difference between (1) the fair value of any
consideration transferred, the fair value of the
noncontrolling interest in the VIE, and the
reported amount of any previously held equity
interests in the VIE; and (2) the net amount of the
VIE'’s identifiable assets and liabilities recognized
and measured in accordance with ASC 805 will be
recognized as a gain or loss. No goodwill is
recognized in accordance with ASC 810-10-30-3
through 30-4.

Variable interest entity

Acquired group is: Determine whether the acquired group is a
business. If it is a business, apply ASC 805. If it is
not a business, apply asset acquisition
accounting. See BCG 7 for further information.

Not a variable interest entity

IFRS does not include the concept of VIEs. Prior to the adoption of IFRS 10, SIC 12 provided an
interpretation of IAS 27 (2008). Special purpose entities (SPEs) are those that are set up to achieve a
narrow or specifically defined outcome, and it is often difficult to change their activities [SIC 12.1]. An
entity may have no ownership interest in an SPE, but it may, in substance, control it. SIC 12 lists
factors that may indicate control. These are, in substance:

o The SPE’s activities are being conducted for the benefit of the entity.

o The entity has substantive decision-making powers to realize benefits or it has delegated the
powers through an “autopilot” mechanism.

2-96



2.12

2.13

2.13.1

Acquisition method

o The entity has access to the majority of the rewards of the SPE and may, therefore, be exposed to
the majority of the risks.

o The entity has the majority of ownership or residual risks so that it obtains the majority of the
rewards from the SPE.

An entity should apply IFRS 3 if it gains control of an SPE that is a business and account for the
transaction as a business combination. An entity that acquires control over an SPE that is not a
business and consolidates the SPE, accounts for the transaction as an acquisition of assets in
accordance with BCG 7.

IFRS 10 superseded SIC 12. There is no longer specific accounting guidance for special purpose
entities because IFRS 10 applies to all types of entities. The application of IFRS 10 includes
situations where control is gained through a contract (i.e., structured entities). See BCG 1.7.2 for
further information on IFRS 10.

Conforming accounting policies of the acquiree to
those of the acquirer

Absent justification for different accounting policies, the acquiree’s policies should be conformed to
those of the acquirer. Dissimilar operations or dissimilar assets or transactions of the acquiree may
provide justification for different accounting policies. However, the presence of intercompany
transfers or the use of common manufacturing facilities or distribution systems are examples of
circumstances that would establish a presumption that the operations of the acquiree are similar to
those of the acquirer.

The acquirer may want to change its policies to conform to those of the acquiree. Conforming the
acquirer’s accounting policies to those of the acquiree is a change in accounting principle and the
preferability requirements of ASC 250 and IAS 8 must be considered.

Continuing transition requirements

US GAAP and IFRS companies should generally apply the provisions of the Standards prospectively to
business combinations for which the acquisition date was on or after the Standards’ effective date.
Adjustments to most assets acquired and liabilities assumed that arose from business combinations
consummated prior to the effective date of the Standards continue to be accounted for under previous
US GAAP or IFRS. However, the Standards should be applied to certain income tax matters (e.g.,
valuation allowance releases and changes to uncertain tax positions) that arose from business
combinations consummated prior to the effective date of the Standards. These continuing transition
considerations are discussed in more detail below.

Income tax transition provisions

The release of a valuation allowance [initial recognition of acquired deferred tax assets] that does not
qualify as a measurement period adjustment is reflected in income tax expense (or as a direct
adjustment to equity as required by ASC 740 or IAS 12). The release of a valuation allowance [initial
recognition of acquired deferred tax assets] within the measurement period resulting from new
information about facts and circumstances that existed at the acquisition date is reflected first as an
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adjustment to goodwill, then as a bargain purchase in accordance with ASC 805-740-45-2 and
IAS 12.68.

The acquirer must consider whether changes in the acquired deferred tax balances are due to new
information about facts and circumstances that existed at the acquisition date or are due to events
arising in the postcombination period. Discrete events or circumstances that arise within the
measurement period and that did not exist at the acquisition date generally would not be recorded in
acquisition accounting in accordance with ASC 805-10-25-13 and IFRS 3.45.

Unlike the general transition provisions of the Standards, whereby the guidance is applied only to
business combinations consummated after the effective date of the Standards, the guidance related to
the release of a valuation allowance (ASC 740) or recognition of assets (IAS 12) subsequent to the date
of acquisition also applies to business combinations consummated prior to the effective date of the
Standards in accordance with ASC 805-10-65-1 (for business combinations entered into before 2009)
and IFRS 3.67. Therefore, changes to acquired deferred tax balances that are not measurement period
adjustments are no longer recorded as adjustments to purchase accounting and are instead reflected in
income tax expense.

Measurement period adjustments to uncertain tax positions are recorded first as an adjustment to
goodwill, and then as a bargain purchase. Other adjustments are recorded in earnings [profit or loss]
directly impacting a company’s income tax expense and effective tax rate. This guidance related to
adjustments to acquisition-related tax uncertainties also applies to business combinations
consummated prior to the effective date of the Standards. Under IFRS, adjustments related to tax
uncertainties recorded in a business combination that (1) were made within one year of the acquisition
date and (2) related to matters existing at the acquisition date, are generally recorded as an
adjustment to purchase accounting. Otherwise, adjustments are recognized in the income statement.

Question 2-11

How should excess tax-deductible goodwill from acquisitions made prior to the effective date of ASC
805 be accounted for under US GAAP?

PwC response

In general, when specific transition guidance is not provided, companies should continue to follow the
previous guidance for acquisitions consummated prior to the adoption of ASC 805.

Under historical US GAAP guidance,bif tax-deductible goodwill exceeded book goodwill as of the
acquisition date, no deferred tax asset was recorded. The tax benefit of the excess tax basis is
recognized when it is realized on the tax return. ASC 805 amended the guidance for accounting for
excess tax-deductible goodwill at the acquisition date. However, no transition guidance was provided
for accounting for excess tax-deductible goodwill that arose in acquisitions consummated prior to the
effective date of ASC 805.

Therefore, companies should continue to follow the historical guidance for recording the income tax
benefit from amortizing component-2 tax-deductible goodwill for acquisitions consummated prior to
the effective date of ASC 805. For those acquisitions, the tax benefit from the component-2 tax-
deductible goodwill is recorded as the benefit is realized on the tax return, first as a reduction to

6 FAS 109, par.263 prior to being amended by ASC 805-740.
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goodwill from the acquisition, second as a reduction to other noncurrent intangible assets related to
the acquisition, and third to reduce income tax expense.

Acquired tax benefits disclosure

IAS 12.81(k) requires the disclosure of the event or change in circumstances that caused the
recognition of a deferred tax benefit that was not initially recognized on the acquisition date.

Under ASC 740, prior to the adoption of the Standards, companies recorded the tax benefit of excess
tax-deductible goodwill over book goodwill when realized on the tax return. That tax benefit was
applied first to reduce to zero the goodwill related to that acquisition, second to reduce to zero other
noncurrent intangible assets related to that acquisition, and third to reduce income tax expense. While
the Standards are silent as to the accounting treatment for excess tax-deductible goodwill upon
transition, current practice is for companies to apply the guidance that was in place at the time the
acquisition was completed. For acquisitions that took place prior to the adoption of the Standards,
companies should continue to follow the previous guidance for recording the income tax benefit for
excess tax-deductible goodwill.

For more discussion on the amendments to ASC 740 and IAS 12, and other income tax
accounting matters associated with a business combination, see TX 10.7.

Contingent consideration of an acquiree

Under US GAAP, a pre-existing contingent consideration arrangement of the acquiree assumed in a
business combination should be accounted for by the acquirer in accordance with the guidance for
contingent consideration arrangements in ASC 805-30-25-5. This guidance requires that contingent
consideration be recognized as part of the consideration transferred in a business combination and
measured at its acquisition-date fair value. See BCG 2.6.4.1 for further information on the
accounting for contingent consideration in a business combination under US GAAP.

In contrast to US GAAP, a pre-existing contingent consideration arrangement of the acquiree would be
accounted for as an assumed liability (or in some instances, an asset) of the acquired business under
IFRS. As these arrangements would almost always be established by a contract, they would fall within
the scope of IAS 39 and be recognized at fair value on the acquisition date. The IASB concluded that
such pre-existing arrangements would not constitute contingent consideration under IFRS 3 because
the consideration does not arise from the current transaction between the acquirer and the former
owners of the acquiree.
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Chapter overview

The acquirer in a business combination may agree to assume existing compensation arrangements
with employees of the acquiree or may establish new arrangements to compensate those employees for
postcombination services. These arrangements may involve cash payments to the employees or the
exchange (or settlement) of share-based payment awards. These replacement share-based payment
awards, in many cases, include the same terms and conditions as the original awards and are intended
to keep the employees of the acquiree “whole” (i.e., preserve the value of the original awards at the
acquisition date) after the acquisition. The acquirer may, in other situations, change the terms of the
share-based payment awards, often to provide an incentive to key employees to remain with the
combined entity.

Employee compensation arrangements should be analyzed to determine whether they represent
compensation for (1) precombination services, (2) postcombination services, or (3) a combination of
precombination and postcombination services. Amounts attributable to precombination services are
accounted for as part of the consideration transferred for the acquiree. Amounts attributable to
postcombination services are accounted for separately from the business combination and are usually
recognized as compensation cost in the post-acquisition period. Under ASC 805-10-25-20 and IFRS
3.51, amounts attributable to a combination of precombination and postcombination services are
allocated between the consideration transferred for the acquiree and the postcombination services.

Contingent payment arrangements with an acquiree may represent consideration transferred for the
acquiree or compensation for postcombination services. This chapter discusses the analysis that the
acquirer should perform to determine if the contingent consideration is accounted for as part of the
consideration transferred or as a transaction separate from the business combination (in the
postcombination financial statements).

The acquiree may enter into employee related transactions during the negotiations for a business
combination. These transactions might include the settlement or acceleration of vesting for share-
based payment awards or bonus payments to employees. The acquirer should assess these
transactions to determine whether they should be accounted for in the postcombination financial
statements or included as part of the consideration transferred for the acquiree. Transactions that
benefit the acquiree before the acquisition are included as part of consideration transferred. If it is
determined that a transaction was arranged primarily for the economic benefit of the acquirer (or
combined entity), the transaction is not deemed to be part of the consideration transferred for the
acquiree and should be accounted for separately from the business combination under ASC 805-10-
25-20 through 25-22 or IFRS 3.51—52,B52. Factors to consider in this analysis include:

o The reasons for the transaction

o Who initiated the transaction

o The timing of the transaction

The basic principle outlined in ASC 805-10-25-20 and IFRS 3.51 is broadly applicable to other
transactions outside of arrangements with employees. This principle and the three factors listed

above are discussed in more detail in BCG 2.

This chapter also addresses the accounting for other employee compensation arrangements, such as
“stay bonuses” and “golden parachute” agreements with employees of the acquiree.

3-2



Employee compensation arrangements

For guidance on accounting for share-based payment awards under US GAAP, refer to PwC’s Stock-
based compensation guide. For guidance on accounting for share-based payment awards under IFRS
2, refer to the PwC IFRS Manual of Accounting. The accounting for pension and other
postretirement benefits in a business combination is addressed in BCG 2.

New guidance

On March 30, 2016, the FASB issued ASU 2016-09, Improvements to Employee Share-Based
Payment Accounting, which amends ASC 718, Compensation — Stock Compensation. The ASU
includes provisions intended to simplify various provisions related to how share-based payments are
accounted for and presented in the financial statements.

One provision in ASU 2016-09, allows companies to make an accounting policy election when
recognizing share-based compensation expense to either estimate the number of awards that are
expected to vest (current GAAP) or account for forfeitures when they occur. The fair value of acquiree
awards measured in a business combination are not impacted by such an accounting policy election.
ASU 2016-09 is effective for public business entities for annual reporting periods beginning after
December 15, 2016, and interim periods within that reporting period. For all other entities, it is
effective for annual periods beginning after December 15, 2017, and interim periods within annual
periods beginning after December 15, 2018. Early adoption will be permitted in any interim or annual
period, with any adjustments reflected as of the beginning of the fiscal year of adoption.

IFRS does not allow a similar policy election and there is no current project to converge the accounting
standards. Under IFRS, forfeitures must be estimated.

Assessing what is part of the consideration
transferred for the acquiree

Employee compensation arrangements should be analyzed to determine whether they represent
compensation for (1) precombination services, (2) postcombination services, or (3) a combination of
precombination and postcombination services. Amounts attributable to precombination services are
accounted for as part of the consideration transferred for the acquiree. Amounts attributable to
postcombination services are accounted for separately from the business combination and are costs in
the post-acquisition period. The cost of an arrangement that includes precombination and
postcombination services is attributed between the consideration transferred for the acquiree and the
postcombination services. This assessment will not always be straightforward and may require
significant judgment.

An acquirer may agree to exchange share-based payment awards held by employees of the acquiree for
replacement share-based payment awards of the acquirer. The awards held by the employees of the
acquiree and the replacement awards are measured using the fair-value-based measurement
principles of ASC 718 or IFRS 2 on the acquisition date (share-based payment transactions are
excluded from the scope of ASC 820) under ASC 805-30-30-11 and ASC 805-30-55-7 and IFRS 3.B57.
Throughout this chapter, references to fair value of share-based payment awards mean the “fair-value-
based measure” that is determined in accordance with ASC 718 and IFRS 2. The acquirer should then
attribute the fair value of the awards to precombination services and postcombination services, as
appropriate, based on the principles in the Standards.

The fair value of the awards attributed to precombination services is included as part of the
consideration transferred for the acquiree. The fair value of the awards attributed to postcombination
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services is recorded as compensation cost in the postcombination financial statements of the
combined entity in accordance with ASC 805-30-55-8 through 55-10 and IFRS 3.B57-B59. Although
ASC 805 focuses on the fair value method, it also applies to situations when ASC 718 permits the use
of the calculated-value method or the intrinsic-value method for both the acquiree awards and the
replacement awards (refer to ASC 805-30-55-7).

An acquirer may enter into a contingent consideration arrangement with the selling shareholders of
the acquiree, or the acquiree may enter into a transaction for the benefit of the acquirer or the
combined entity. These arrangements need to be analyzed to determine if they should be included in
the consideration transferred for the acquiree, accounted for as a separate transaction apart from the
business combination, or a combination of both.

A transaction arranged primarily for the economic benefit of the acquirer (or combined entity) is not
deemed to be part of the consideration transferred for the acquiree and should be accounted for
separately from the business combination in accordance with ASC 805-10-25-20 through 25-22 and
IFRS 3.51—52, B50. Factors identified in ASC 805-10-55-18; IFRS 3.B50 to consider in this analysis
include:

o The reasons for the transaction

o Who initiated the transaction

o The timing of the transaction [ASC 805-10-55-18; IFRS 3.B50]

The basic principle outlined in the Standards and the three factors listed above are discussed in
more detail in BCG 2. Throughout this chapter, the analysis of employee compensation
arrangements requires consideration of the basic principle and an assessment of the three factors.

See BCG 3.3 for information on the indicators to be considered when analyzing contingent
consideration arrangements.

Contingent payments—determining whether the
arrangement is compensation

Arrangements that include contingent payments are assessed to determine if the consideration is for
postcombination services. In accordance with ASC 805-10-55-24 and IFRS 3.B54, this assessment
requires obtaining an understanding of why the contingent payments are included in the arrangement,
which party (the acquiree or the acquirer) initiated the arrangement, and when the parties entered
into the arrangement. The nature of the arrangement will dictate whether contingent payments to
employees (or selling shareholders) are (1) contingent consideration in a business combination or (2)
separate transactions. If it is not clear whether an arrangement is part of the exchange for the acquiree
or is a separate transaction, ASC 805-10-55-25 and IFRS 3.B55 provide eight indicators that should be
considered. These criteria need to be applied to all arrangements for payments to employees or selling
shareholders, including both cash compensation and share-based payment awards. Additionally,
arrangements between the selling shareholders and the acquiree’s employees should be evaluated to
determine whether such arrangements were entered into for the benefit of the acquirer and thus
represent compensation.

All of the indicators in the Standards should be considered when analysing whether consideration is
for postcombination services. However, the Standards require the consideration to be accounted for as
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postcombination compensation cost! if the consideration is automatically forfeited upon termination
of employment.

Excerpts from ASC 805-10-55-25 and IFRS 3.B55

a.

Continuing employment. The terms of continuing employment by the selling shareholders who
become key employees may be an indicator of the substance of a contingent consideration
arrangement. The relevant terms of continuing employment may be included in an employment
agreement, acquisition agreement, or some other document. A contingent consideration
arrangement in which the payments are automatically forfeited if employment terminates is
compensation [remuneration] for postcombination services. Arrangements in which the
contingent payments are not affected by employment termination may indicate that the
contingent payments are additional consideration rather than compensation [remuneration].

Duration of continuing employment. If the period of required employment coincides with or is
longer than the contingent payment period, that fact may indicate that the contingent payments
are, in substance, compensation [remuneration].

Level of compensation [remuneration]. Situations in which employee compensation
[remuneration] other than the contingent payments is at a reasonable level in comparison to that
of other key employees in the combined entity may indicate that the contingent payments are
additional consideration rather than compensation [remuneration].

Incremental payments to employees. If selling shareholders who do not become employees receive
lower contingent payments on a per-share basis than the selling shareholders who become
employees of the combined entity, that fact may indicate that the incremental amount of
contingent payments to the selling shareholders who become employees is compensation
[remuneration].

Number of shares owned. The relative number of shares owned by the selling shareholders who
remain as key employees may be an indicator of the substance of the contingent consideration
arrangement. For example, if the selling shareholders who owned substantially all of the shares in
the acquiree continue as key employees, that fact may indicate that the arrangement is, in
substance, a profit-sharing arrangement intended to provide compensation [remuneration] for
postcombination services. Alternatively, if selling shareholders who continue as key employees
owned only a small number of shares of the acquiree and all selling shareholders receive the same
amount of contingent consideration on a per-share basis, that fact may indicate that the
contingent payments are additional consideration. The preacquisition ownership interests held by
parties related to selling shareholders who continue as key employees, such as family members,
also should be considered.

Linkage to the valuation. If the initial consideration transferred at the acquisition date is based on
the low end of a range established in the valuation of the acquiree and the contingent formula
relates to that valuation approach, that fact may suggest that the contingent payments are
additional consideration. Alternatively, if the contingent payment formula is consistent with prior
profit-sharing arrangements, that fact may suggest that the substance of the arrangement is to
provide compensation [remuneration].

1 Compensation cost is typically recorded as expense, unless required or permitted to be capitalized by other standards.
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g. Formula for determining consideration. The formula used to determine the contingent payment
may be helpful in assessing the substance of the arrangement. For example, if a contingent
payment is determined on the basis of a multiple of earnings, that might suggest that the
obligation is contingent consideration in the business combination and that the formula is
intended to establish or verify the fair value of the acquiree. In contrast, a contingent payment that
is a specified percentage of earnings might suggest that the obligation to employees is a profit-
sharing arrangement to compensate employees for services rendered.

h. Other agreements and issues. The terms of other arrangements with selling shareholders (such as
noncompete agreements, executory contracts, consulting contracts, and property lease
agreements) and the income tax treatment of contingent payments may indicate that contingent
payments are attributable to something other than consideration for the acquiree. For example, in
connection with the acquisition, the acquirer might enter into a property lease arrangement with a
significant selling shareholder. If the lease payments specified in the lease contract are
significantly below market, some or all of the contingent payments to the lessor (the selling
shareholder) required by a separate arrangement for contingent payments might be, in substance,
payments for the use of the leased property that the acquirer should recognize separately in its
postcombination financial statements. In contrast, if the lease contract specifies lease payments
that are consistent with market terms for the leased property, the arrangement for contingent
payments to the selling shareholder may be contingent consideration in the business combination.

Example 3-1 provides an example of a contingent consideration arrangement that is forfeited upon the
termination of employment and therefore is treated as postcombination compensation cost.

EXAMPLE 3-1

Contingent consideration arrangement

Company A (the acquiree) is owned by a sole shareholder, Shareholder X, who is also the chief
executive officer (CEO) of Company A. Company A is acquired by Company B (the acquirer).
Shareholder X will, per the terms of the purchase agreement, receive additional consideration for the
acquisition based upon specific earnings before interest, taxes, depreciation, and amortisation
(EBITDA) levels of Company A over the two-year period following the acquisition. Company B believes
that retaining the services of Shareholder X for at least two years is critical to transitioning Company
A’s ongoing business. The arrangement also stipulates that Shareholder X will forfeit any rights to the
additional consideration if Shareholder X is not an employee of Company B at the end of the two-year
period.

How should Company B account for the contingent consideration arrangement?
Analysis

Under ASC 805-10-55-25 and IFRS 3.B55, a contingent consideration arrangement in which the
payments are automatically forfeited if employment terminates is considered compensation for the
postcombination services. Accordingly, any payments made to Shareholder X for achievement of the
specific EBITDA levels would be accounted for as compensation cost in Company B’s postcombination
financial statements.
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See Question 3-7 for a discussion of the accounting for a subsequent modification to an arrangement
with contingent payments in a business combination.

Golden parachute and stay bonus arrangements

Employment agreements with executives often include arrangements whereby the executive receives a
bonus, in cash or shares, when his or her employment is terminated. These arrangements are often
triggered by a business combination and are commonly referred to as “golden parachute”
arrangements. These arrangements need to be assessed to determine if they represent compensation
for precombination or postcombination services. Generally, if the arrangement was included in the
employment agreement prior to contemplation of the business combination and there is no
postcombination service required, the consideration is associated with a precombination arrangement.
The expense is typically recognized in the preacquisition financial statements of the acquiree and
would typically be a liability assumed by the buyer that is therefore included in the application of the
acquisition method.

Examples 3-2 and 3-3 include examples of arrangements that compensate for employee services.

EXAMPLE 3-2

Golden parachute arrangement

The employment contract for the CEO of Company B provides that if Company B is acquired by
another company, the CEO will receive a CU5 million cash payment if the CEO remains employed
through the acquisition date (a “golden parachute” arrangement). Several years after the employment
contract is signed, Company B is acquired by Company A. The CEO is not obligated to remain
employed after the acquisition date.

How should Company A account for the cash payment to the Company B CEO?
Analysis

Company A is required to assess whether the CU5 million cash payment to the CEO is (1) an assumed
obligation that should be included in the application of the acquisition method, or (2) a
postcombination expense that should be accounted for separately from the business combination.
Company A should consider the factors listed in ASC 805-10-55-18 and IFRS 3.B50:

o The reasons for the transaction: The CU5 million payment was originally included in the CEO’s
employment contract by Company B to secure employment of the CEO through the acquisition
date in the event that Company B was acquired in the future.

o Who initiated the transaction: The payment was arranged by Company B to benefit Company B
through the acquisition date, in the event of an acquisition.

o The timing of the transaction: The employment contract was in existence prior to any discussions
regarding the business combination.

The payment to the CEO is not primarily for the economic benefit of Company A. The CEO is not
required to provide continuing services to Company A to receive the payment. Therefore, the payment
should be recognized as compensation cost in Company B’s precombination financial statements and
an assumed obligation included in the application of the acquisition method.

3-7



3.4

Employee compensation arrangements

EXAMPLE 3-3

Stay bonus arrangements

Company Z acquires Company Y and agrees to provide each of the key officers of Company Y a cash
payment of CU1 million if they remain employed with the combined company for at least one year
from the acquisition date. The agreement stipulates that if the key officers resign prior to the first
anniversary of the acquisition date, the cash payment of CU1 million will be forfeited. A similar clause
was not included in Company Y’s key officers’ employment agreements prior to the discussions that
lead to the business combination.

How should Company Z account for the cash payment to each of the key officers?
Analysis

Company Z must assess whether the CU1 million cash payment to each of the key officers is (1)
consideration transferred for the acquiree or (2) a postcombination expense that should be accounted
for outside of the business combination. Company Z should consider the factors listed in ASC 805-10-
55-18 and IFRS 3.B50:

o The reasons for the transaction: The CU1 million payment was offered to the key officers of
Company Y by Company Z to facilitate the transition process following the acquisition.

o Who initiated the transaction: The payment was arranged by Company Z to benefit Company Z for
the first year following the acquisition.

o The timing of the transaction: The arrangement was negotiated in conjunction with the business
combination and was not included in the original employment agreements of the key officers.

The payments to the key officers of Company Y appear to be arranged primarily for the economic
benefit of Company Z. The key officers will forfeit the payments if they do not provide service to the
combined company for at least one year following the acquisition date. Therefore, the payments are
not part of the consideration transferred for Company Y and should be recorded as compensation cost
in the postcombination financial statements of the combined company.

Exchange of employee share-based payment awards

The acquirer may issue its own share-based payment awards (replacement awards) in exchange for
awards held by employees of the acquiree. Generally, in such a transaction, the acquirer will replace
the existing awards (under which the employees would have received shares of the acquiree) with
awards that will be settled in shares of the acquirer. The purpose of this transaction may be to keep the
employees “whole” after the acquisition (i.e., preserve the value of the original awards at the
acquisition date) or to provide further incentive for employees to remain with the combined entity.
Therefore, replacement awards may represent consideration for precombination services,
postcombination services, or a combination of both. Replacement awards may contain the same terms
as the original acquiree awards; other times, the acquirer may change the terms of the awards
depending on its compensation strategy or other factors, such as to provide incentives for key
employees to remain with the company.
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When the acquirer is obligated to grant replacement awards as part of a business combination, the
replacement awards should be considered in the determination of the amount of consideration
transferred for the acquiree. An acquirer is obligated to grant replacement awards if the acquiree or
the acquiree’s employees can legally require the acquirer to replace the awards. For purposes of
applying this requirement, the acquirer is considered obligated to grant replacement awards in a
business combination in accordance with ASC 805-30-30-9; IFRS 3.B56 if required by one of the
following:

o Terms of the acquisition agreement
o Terms of the acquiree’s awards
o Applicable laws or regulations

An exchange of share-based payment awards in a business combination is treated as a modification
under ASC 718 and IFRS 2. The replacement awards and the original acquiree awards should both be
measured at fair value at the acquisition date and calculated using the fair-value-based measurement
principles in ASC 718 or IFRS 2. The guidance in ASC 805 is also applicable to acquiree and
replacement awards valued using the calculated-value method or the intrinsic-value method, where
permitted by ASC 718. However, this chapter addresses share-based payment awards measured at fair
value under ASC 718.

Once the fair value of the awards has been determined, the replacement awards should be analyzed to
determine whether the awards relate to precombination or postcombination services. To the extent
replacement awards are for precombination services, the value of the awards should be allocated to
consideration transferred to the sellers for the acquiree. To the extent replacement awards are for
postcombination services, the value of the awards should be excluded from payments for the acquired
business and recognized as compensation cost in the postcombination financial statements in
accordance with ASC 805-30-30-11 through 30-13, ASC 805-30-55-7 through 55-10 and

IFRS 3.B57-B60.

Acquiree awards may expire as a consequence of a business combination and the acquirer may not be
obligated (as that term is defined in the Standards) to grant replacement awards. If the acquirer grants
replacement awards for awards that would otherwise expire and the acquirer is not obligated to do so,
the replacement awards are considered separate from the business combination. Under ASC 805-30-
30-10 and IFRS 3.B56, the entire fair value of the replacement awards should be recognized as
compensation cost in the postcombination financial statements.

Figure 3-1 summarizes the accounting for different arrangements involving the exchange of employee
awards in a business combination.

3-9



Figure 3-1
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The accounting for different arrangements involving the exchange of employee awards in a business

combination

Acquirer’s
obligation

Scenarios

Replacement of
awards

Expiration
of acquiree
awards

Accounting

US GAAP

IFRS

1. The acquirer is
obligated! to
issue
replacement
awards.

The acquirer issues
replacement
awards.

Not relevant.

The awards are
considered in the
determination of the
amount of consideration
transferred for the
acquiree or for
postcombination services.

The awards are
considered in the
determination of the
amount of
consideration
transferred for the
acquiree or for
postcombination
services.

2. The acquirer is
not obligated:
to issue
replacement
awards to the
acquiree.

The acquirer issues
replacement
awards.

The acquiree
awards would
otherwise
expire.

The entire fair value of
the replacement awards
is recognized as
postcombination
compensation cost in the
post-combination period.

The entire fair value of
the replacement
awards is recognized
as postcombination
compensation cost in
the postcombination
period.

3. The acquirer is
not obligated!
to issue
replacement
awards to the
acquiree.

The acquirer does
not issue
replacement
awards. The
acquiree awards
remain
outstanding
postcombination as
a noncontrolling
interest.

The acquiree
awards would
not otherwise
expire.

The acquirer could
account for the
continuation of the
awards as if the acquirer
was obligated to issue
replacement awards (see
Scenario 1 above).

Alternatively, the
acquirer could account
for the awards separate
from the business
combination as new
grants and recognize the
fair value of the awards as
compensation cost in the
post-combination period.

The acquirer accounts
for the continuation of
the awards as if the
acquirer was obligated
to issue replacement
awards (see Scenario 1
above).

4. The acquirer is
not obligated:
to issue
replacement
awards to the
acquiree.

The acquirer issues
replacement
awards.

The acquiree
awards would
not otherwise
expire.

The acquirer could
account for the
continuation of the
awards as if the acquirer
was obligated to issue
replacement awards (see
Scenario 1 above).

Alternatively, the
acquirer could account
for the awards separate
from the business
combination as new
grants and recognize the
fair value of the awards as
compensation cost in the
postcombination period.

The acquirer accounts
for the continuation of
the awards as if the
acquirer was obligated
to issue replacement
awards (see Scenario 1
above).

1 An acquirer is obligated to issue replacement awards if required by the terms of the acquisition agreement, the terms of the
acquiree’s awards, or applicable laws or regulations.
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Determining the fair value attributable to precombination and postcombination
services

The concepts in ASC 718 and IFRS 2 used to attribute compensation costs differ. ASC 718 uses a
service-period concept, whereas IFRS 2 uses a vesting-period concept. For purposes of these
standards, the service period and the vesting period include only periods of employee service that
directly contribute to meeting the specified vesting conditions of the award. Therefore, for the
attribution of fair value to precombination and postcombination service in a business combination, the
service period and the vesting period should generally be the same. An exception to this will be deep
out-of-the-money awards that under US GAAP are deemed to have a derived service period.

In accordance with ASC 805-30-55-8 through 55-9 and IFRS 3.B58, the portion of the replacement
award attributable to precombination service is the fair value of the acquiree awards multiplied by the
ratio of the precombination service [vesting] period completed prior to the exchange to the greater of
the total service [vesting] period of the replacement awards or the original service [vesting] period of
the acquiree awards.

The fair value of the awards to be attributed to postcombination services would then be calculated by
subtracting the portion attributable to precombination services from the total fair value of the acquirer
replacement awards under ASC 805-30-55-10 and IFRS 3.B59. Excess fair value which is the
incremental amount by which the fair value of the replacement awards exceeds the fair value of the
acquiree awards on the acquisition date, should be attributed to postcombination services. The fair
value attributable to precombination services should be reduced to reflect an estimate of future
forfeitures, notwithstanding the company’s policy for accounting for forfeitures upon adoption of ASU
2016-09.

Figure 3-2 illustrates how to calculate the amount of fair value attributed to precombination and
postcombination services.

Figure 3-2
Calculation of amount of fair value attributed to precombination and postcombination services

Precombination services Postcombination services
Precombination service (vesting) Total fair value of the acquirer
period completed prior to the replacement award
exchange

Less: portion attributable to

Fair value of X oS .
precombination services

the acquiree
award Greater of: Total service (vesting)
period of the replacement award

OR

Original service (vesting) period of the
acquiree award

When determining the fair value attributable to precombination and postcombination services, the
total service [vesting] period includes both the service [vesting] period of the acquiree’s awards
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completed before the acquisition date and the postcombination service [vesting] period of the
replacement awards in accordance with ASC 805-30-55-8 through 55-9 and IFRS 3.B58.

The amount attributable to precombination services should be included in the consideration
transferred for the acquiree. The amount attributable to postcombination services, however, is not
part of the consideration transferred for the acquired business. The amount attributable to
postcombination services should instead be recognized as compensation cost in the postcombination
financial statements over the postcombination requisite service [vesting] period in accordance with
ASC 805-30-30-12 through 30-13 and ASC 805-30-55-10 and IFRS 3.B58—-B59.

The method of attributing the fair value of replacement awards between periods of precombination
services and postcombination services is the same for equity- and liability-classified awards. All
changes in the fair-value-based measure of the awards classified as liabilities after the acquisition date
and the related income tax effects are recognized as an expense in the acquirer’s postcombination
financial statements in the periods in which the changes occur in accordance with ASC 805-30-55-13
and IFRS 3.B61.

Question 3-1

How should fair value be attributed to postcombination services for share options that are deep out of
the money at the acquisition date?

PwC response

Under US GAAP, deep out of the money options (i.e., the exercise price is significantly higher than the
measurement date share price) may have a derived service period if retention of the awards by the
employee is contingent upon employment (e.g., the contractual term of the awards will be truncated
upon termination). The awards have a derived service period because the employee may effectively be
required to provide service for some period of time to obtain any value from the award. Because the
awards have a derived service period after the acquisition date, a portion of the replacement awards
would be attributed to postcombination services and recognized as compensation cost in the
postcombination financial statements in accordance with ASC 718-10-35-5, ASC 718-10-55-69 through
55-79, and ASC 805-30-55-8 through 55-9.

For example, assume that, as of the acquisition date, employees of the acquiree are granted
replacement awards with the same terms as their original awards. Under the terms of the awards, one
year of service is required after the acquisition date for the awards to fully vest (i.e., the awards have
an explicit service period of one year) and vested awards are forfeited upon termination of
employment. However, on the acquisition date, the awards are deep out of the money. It is determined
through the use of a lattice pricing model that the employee would need to provide three years of
service to obtain any value from this award based on an expected increase in the company’s share
price. This three-year service period is considered a derived service period. The postcombination
service period should be based on the longer of the explicit service period and the derived service
period. Therefore, in this example, the acquirer would use a derived service period of three-years as
opposed to the explicit service period of one year. The derived service period should generally be
determined using a lattice model. Assessing whether an option is deep out of the money will require
judgment and may be impacted by whether the derived service period is substantive. The length of the
derived service period will be significantly affected by the volatility of the acquirer’s shares.

Under IFRS, the awards would be attributed over the one-year service period.
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Question 3-2

How should the fair value of the acquirer’s unvested replacement awards included in the consideration
transferred for the acquiree reflect an estimate of forfeitures?

PwC response

The Standards provide that replacement share-based payment awards should be measured using the
fair-value-based measurement method of ASC 718 or IFRS 2. Under ASC 718-10-30-11 and IFRS 2.19,
no compensation cost is recognized for an award that is not expected to vest. Accordingly, the amount
included in consideration transferred for the acquiree related to unvested awards should be reduced to
reflect an estimate of future forfeitures. An example is included within ASC 805-30-55-11.

Excerpt ASC 805-30-55-11

...if the fair-value-based measure of the portion of a replacement award attributed to precombination
service is $100 and the acquirer expects that the requisite service will be rendered for only 95% of the
instruments awarded, the amount included in consideration transferred in the business combination
is $95.

The estimate of future forfeitures should be based on the acquirer’s estimate of pre-vesting forfeitures,
regardless of the acquirer’s accounting policy for forfeitures upon adoption of ASU 2016-09. When
determining this estimate, the acquirer may need to consider the acquiree’s historical employee data
as well as the potential impact of the business combination on the employees’ future behavior in
accordance with ASC 718-10-35-3, ASC 805-30-55-11 through 55-12, IFRS 2.20 and IFRS 3.B60. Any
postcombination changes in assumptions should be recognized directly in net income.

Question 3-3

How should the compensation cost recognized in the acquirer’s postcombination financial statements
be adjusted to reflect estimated forfeitures of unvested awards?

PwC response

IFRS 2 require companies to recognize compensation cost based on the number of awards expected to
vest. Therefore, companies are required to estimate future forfeitures of unvested awards. For awards
that are unvested at the acquisition date, the amount of compensation cost recognized in the
postcombination financial statements should be reduced to reflect estimated forfeitures. Under IFRS
3.B60, postcombination forfeitures, or changes in the estimated forfeiture rate, should be accounted
for as adjustments to compensation cost in the period in which the forfeiture or change in estimate
occurred. When determining this estimate, the acquirer may need to consider the acquiree’s historical
employee data as well as the potential impact of the business combination on the employees’ future
behavior in accordance with IFRS 2.20.

Regardless of the accounting policy elected upon adoption of ASU 2016-09, in the event of an
acquisition, an estimate of forfeitures is still required under US GAAP. As described above, the amount
of compensation cost recognized in the precombination financial statements should be reduced to
reflect estimated forfeitures. Changes in the estimated forfeiture rate postcombination should be
accounted for as adjustments to compensation cost in the period in which the change in estimate
occurs in accordance with ASC 805-30-55-11 through 55-12. If an acquirer’s accounting policy is to
account for forfeitures as they occur, the amount excluded from consideration transferred (because the
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requisite service is not expected to be rendered) should be attributed to the postcombination service
and recognized in compensation cost over the requisite service period.

3.4.1.1  Awards with graded-vesting features

Awards with graded-vesting features vest in stages (tranches) over an award’s contractual term, as
opposed to vesting on a specific date. An example of an award with graded-vesting features is an award
that vests 25% each year over a four-year period. The portion of the award that vests each year is often
referred to as a “vesting tranche.”

US GAAP requires the attribution of compensation cost for the acquirer’s replacement awards in the
postcombination financial statements to be based on the acquirer’s attribution policy. The company’s
attribution policy should be applied consistently for all awards with similar features in accordance
with ASC 805-30-55-12.

Under the straight-line approach, a company recognizes compensation cost on a straight-line basis
over the total service period for the entire award (i.e., over the service period of the last separately
vesting tranche of the award), as long as the cumulative amount of compensation cost that is
recognized on any date is at least equal to the grant-date fair value of the vested portion of the award
on that date. Under the graded-vesting approach, a company recognizes compensation cost over the
service period for each separately vesting tranche of the award as though the award is, in substance,
multiple awards in accordance with ASC 718-10-35-8 and ASC 718-20-55-25 through 55-34.

IFRS 2 does not provide companies with the option to use the straight-line attribution method for
awards with graded-vesting features. Thus, a graded-vesting attribution approach should be used.

See SC 1.11 for information on awards with graded-vesting features.

Question 3-4

Under US GAAP, how does an acquirer’s attribution policy impact the amount attributable to
precombination services for awards with graded-vesting features?

PwC response

For awards with graded-vesting features, the amount of fair value attributable to precombination
services should be determined based on the acquirer’s attribution policy for any of its existing awards
in accordance with ASC 805-30-55-12. For example, an acquirer exchanges replacement awards with a
fair value of CU100 for the acquiree’s awards with a fair value of CU100 (measured at the acquisition
date). Under their original terms, the replacement awards vest 25% each year over four years, based on
continued service. At the acquisition date, one year of service has been rendered. The replacement
awards have the same vesting period as the original acquiree awards; therefore, three additional years
of service are required after the acquisition date for all of the awards to vest. The fair value attributable
to precombination services will depend on the acquirer’s attribution policy as follows:

o Straight-line attribution approach: If the acquirer’s attribution policy is the straight-line approach,
the amount attributable to precombination services is CU25 (CU100 x 1/4 years).

o Graded-vesting attribution approach: If the acquirer’s attribution policy is the graded-vesting
approach, the amount attributable to precombination services is CU52. The calculation of this
amount (assuming the fair value of the award was estimated for the entire grant) is illustrated
below:
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Graded-vesting

Total fair value % Vesting in year 1 attributed in year 1
Tranche 1 Cu25 100% CU25.00
Tranche 2 25 50% 12.50
Tranche 3 25 33% 8.33
Tranche 4 25 25% 6.25
Total Cu100 CU52.08

Accordingly, if the acquirer’s attribution policy is the straight-line approach, CU25 should be included
in consideration transferred for the acquiree, and CU75 (CU100 less CU25) should be recognized in
the postcombination financial statements. If the acquirer’s attribution policy is the graded-vesting
approach, CUs2 should be included in consideration transferred for the acquiree, and CU48 (CU100
less CU52) should be recognized in the postcombination financial statements.

When acquiree share-based awards with graded-vesting features are granted prior to a business
combination, some of the original awards may have vested and been exercised prior to the acquisition.
Share-based payment awards of the acquiree that have already been exercised will be included in the
consideration transferred for the acquiree’s outstanding shares. For replacement awards related to
awards still outstanding at the time of the business combination, the acquirer must determine the
portion of the awards’ fair value attributable to precombination services that will be recorded as part
of the consideration transferred. The remainder of the fair value of the replacement awards will be
attributable to postcombination services. Example 3-4 illustrates the attribution of the fair value of
replacement awards to the precombination and postcombination services when a portion of the
original awards has been exercised prior to the acquisition date.

EXAMPLE 3-4

Attribution of the fair value of replacement awards with graded-vesting features to precombination
and postcombination services as part of a business combination when a portion of the original awards
has been exercised

Company A acquires Company B on 1 July 20X9. Company A issues replacement awards with identical
terms for Company B’s outstanding awards held by employees. The original awards were issued to
employees by Company B on 1 January 20X7 and provided employees with the right to purchase 100
shares of Company B. The original awards vest annually over 5 years (i.e., the original awards vest at a
rate of 20% per year on the anniversary of the date of grant). The first two tranches of the original
awards were exercised prior to the acquisition and only the unvested tranches remain outstanding at
the acquisition date. Company A’s accounting policy for recognizing compensation cost for share-
based awards is the straight-line approach under US GAAP. The fair value of an award to purchase one
common share at the acquisition date is CU10. There is no excess fair value of the replacement awards
over the fair value of the acquiree awards as of the acquisition date.

How should the fair value of the replacement awards be attributed to the precombination and
postcombination services?
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Analysis

The first two tranches of the original awards (40 awards with a hypothetical acquisition date fair value
of CU400) were exercised and are no longer outstanding. Therefore, the shares issued upon exercise of
those awards would have already been included in the consideration transferred for Company B’s
outstanding shares. Company A will issue replacement awards for the 60 share-based awards
outstanding at the acquisition date. The fair value of the 60 replacement awards is CU600 and
Company A must determine the total amount attributable to precombination services that will be
recorded as part of the consideration transferred for Company B. The remainder will be attributable to
postcombination services.

One approach to attribute the fair value of the replacement awards to precombination and
postcombination services would be to consider the initial awards to purchase 100 shares of Company
B as if none of the awards had been exercised. In this case, the fair value as if all 100 of Company B’s
awards were outstanding on the acquisition date (i.e., as a single unit) would be CU1,000 (100 awards
multiplied by CU10 fair value). The awards would have been 50% vested as 2.5 years have elapsed as of
the acquisition date out of the 5 year total service period. The 50% vesting would include the 40 share-
based awards that have been exercised as well as the portion of the 20 replacement awards in the third
tranche, which are half-way through the vesting period of 1 January 20X9 to 1 January 20Yo0.
Multiplying the 50% vesting percentage to the awards’ entire fair value of CU1,000 results in CU500
attributable to precombination services (consideration transferred for Company B) if all 100 awards
were outstanding and being replaced. However, since 40 of the awards with a hypothetical fair value of
CU400 have already vested and been exercised (and therefore included as part of consideration
transferred for outstanding shares), only CU100 of the CU500 attributable to precombination services
is recorded for the replacement awards as part of the consideration transferred for Company B. The
aggregate unvested portion (50% or CU500) of the entire awards’ fair value of CU1,000 would be
attributable to postcombination services. Or, said another way, subtracting the CU100 attributable to
precombination services from the CU600 fair value of the 60 replacement awards results in CU500
attributable to postcombination services.

Another approach to attribute the fair value of the replacement awards to precombination and
postcombination services may be to determine the hypothetical service inception date for the
remaining outstanding awards, as the straight-line method inherently views each tranche as a series of
awards with sequential service periods. In this fact pattern, the hypothetical service-inception date
would be 1 January 20X9, coincident with the beginning of the vesting period of the third tranche, and
the service period would end on 1 January 20Y2, the final vesting date of the fifth tranche of the
original award. The 60 remaining outstanding awards are therefore 16.7% vested as 6 months have
elapsed (1 January 20X9 to the acquisition date of 1 July 20X9) out of the 3-year service period from
the hypothetical service-inception date until the final vesting date of the original award. Multiplying
the CU600 fair value of the 60 replacement awards exchanged as of the acquisition date by 16.7%
results in CU100 to be attributed to precombination services (consideration transferred for Company
B). The remaining CU500 (CU600 - CU100) would be attributable to postcombination services.

Additional analyses may be necessary to attribute the fair value of the replacement awards to
precombination and postcombination services in more complex fact patterns. Complex fact patterns
may include situations where tranches are only partially exercised, awards do not vest rateably, or
complete records are not available to specifically identify the tranche of exercised awards.

If Company A’s accounting policy for recognizing share-based award compensation cost were to utilize
a graded-vesting allocation approach (as required under IFRS and as permitted under US GAAP), the
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allocation would be calculated differently. Under a graded-vesting allocation approach CU392 of the
CU600 fair value of the replacement awards would be attributable to precombination services and be
recorded as part of the consideration transferred for Company B. This is calculated as follows:

Graded-vesting

% Vesting at attributed to
Replacement awards Total fair value acquisition date precombination services
Tranche 3 Cu200 83.3% Ccu1e7
Tranche 4 200 62.5%2 125
Tranche 5 200 50.0%3 100
Total Cu600 CU392

" Calculated as 30 months out of 36 months total service period.
2 Calculated as 30 out of 48 months total service period.

3 Calculated as 30 out of 60 months total service period.

The remaining value of the 60 replacement awards is attributable to postcombination services. That is,
CU60o0 fair value of the 60 replacement awards less the CU392 attributable to precombination
services results in CU208 attributable to postcombination services.

Service required after the acquisition date is equal to or greater than the original
service requirement

An employee may hold an award that is fully vested under its original terms, but the terms of the
replacement award require additional service from the employee. Although the holder of the award
performed all of the service as required by the original award granted by the acquiree, the acquirer
added an additional service [vesting] period to the replacement awards. Therefore, a portion of the fair
value of the replacement award will be attributable to postcombination services.

Consider a scenario in which the original terms of an award require four years of service which were
completed as of the acquisition date. However, an additional year of service was added to the terms of
the replacement award by the acquirer, resulting in a total service [vesting] period of five years. The
acquirer will use the ratio of the four years of service completed compared to the total service [vesting]
period of five years, resulting in 80% of the fair value of the acquiree award being attributed to
precombination services and accounted for as consideration transferred for the acquiree. The
remaining fair value of the replacement award, including any excess fair value, would be accounted for
over the remaining service [vesting] period of one year in the postcombination financial statements.

Service required after the acquisition date is less than the original service requirement

A replacement award that requires less service after the acquisition than would have been required
under the original award effectively accelerates the vesting of the original award, eliminating all or a
portion of the postcombination service requirement. See BCG 3.4.3.1 for information on awards with
an automatic change in control clause. The amount of fair value attributable to the accelerated vesting
of the award should be recognized as additional compensation cost separate from the business
combination. The amount included in the consideration transferred for the acquiree is limited to the
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amount of the acquiree’s award attributable to precombination service. The ratio of the
precombination service period [portion of the vesting period completed] to the greater of the total
service [vesting] period or the original service [vesting] period of the acquiree award should be used
when calculating the amount of the replacement award attributable to precombination services.

Example 3-5 further illustrates this guidance.

EXAMPLE 3-5

Attribution of fair value when service required after the acquisition date is less than the original
service requirement

Company X (the acquirer) exchanges replacement awards with a fair value of CU100 for Company Y’s
(the acquiree) awards with a fair value of CU100. When originally granted, Company Y’s awards
provided for cliff vesting after a service [vesting] period of four years from the grant date. As of the
acquisition date, three of the four years of service required by the original terms of Company Y’s
awards have been rendered. The replacement awards issued by Company X are fully vested. Company
X was obligated to issue replacement awards under the terms of the acquisition agreement.

How should the fair value of the replacement awards be attributed to the precombination services?
Analysis

Company X accelerated the vesting of the awards by eliminating the one year of postcombination
service that would have been required under the awards’ original terms. The amount of Company X’s
replacement awards’ value attributable to precombination services is equal to the fair value of
Company Y’s awards at the acquisition date, multiplied by the ratio of precombination service period
(portion of the vesting period completed) to the greater of the total service [vesting] period or the
original service [vesting] period of Company Y’s awards.

o The total service [vesting] period is three years (i.e., the years of service rendered as of the
acquisition date).

o The original service [vesting] period of Company Y’s awards was four years.

o The original service [vesting] period of four years is greater than the total service [vesting] period
of three years; therefore, the original service period of four years should be used to determine the
amount attributable to precombination services; the amount attributable to precombination
services is CU75 (the value of Company Y’s awards of CU100 x 3 years precombination service / 4
years original service).

o The fair value of Company Y’s replacement awards of CU100, less the amount attributed to
precombination services of CU75, or CU25 (the portion for which vesting was accelerated), should
be recognized in the postcombination financial statements. Because the replacement awards are
vested, the entire CU25 should be recognized immediately in the postcombination financial
statements.

Acquiree awards with an automatic change in control provision

The fair value of acquiree awards that include a preexisting, automatic change in control clause
(whereby awards vest immediately upon a change in control) should be included in the consideration
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transferred for the acquiree. The excess fair value of any replacement awards over the fair value of the
acquiree awards should be reflected in the postcombination period in accordance with ASC 805-30-
55-23 through 55-24 and IFRS 3.B56—B59, IE70. However, a preexisting change in control

clause should be assessed carefully to determine if the change in control clause is a transaction
separate from the business combination (e.g., considering when the change in control clause was
added to the terms of the agreement).

Example 3-6 illustrates the accounting for an award with an automatic change in control provision.

EXAMPLE 3-6

Allocation of fair value when an automatic change in control provision accelerates vesting upon closing
of an acquisition

Company X (the acquirer) exchanges vested shares with a fair value of CU100 for Company Y’s (the
acquiree) awards with a fair value of CU100. Company Y’s awards contain a change in control clause,
whereby they automatically vest upon closing of an acquisition. When originally granted, Company Y’s
awards provide for cliff vesting after a service [vesting] period of four years. As of the acquisition date,
three of the four years of service required by the original terms of Company Y’s awards have been
rendered.

How should the fair value of the replacements awards be attributed to the precombination services?
Analysis

The change in control clause in Company Y’s awards requires that all awards automatically vest upon
closing of an acquisition. Due to the fact that the change in control clause was in the original terms of
Company Y’s awards prior to the acquisition and required automatic vesting of the awards, there is no
need to compare the total service [vesting] period to the original service [vesting] period. Therefore,
the amount attributable to precombination services is the entire CU100 fair value of the replacement
awards. If the replacement awards issued by Company X had a fair value greater than CU100, any
excess would have been recognized in the postcombination financial statements of the combined
company.

Acquiree awards with a discretionary change in control provision

Acquiree awards for which vesting is accelerated based on a discretionary change in control clause
need to be analysed to determine if the acceleration of the vesting of the awards by the acquiree was
arranged primarily for the economic benefit of the acquirer (or combined entity), or if it was for the
benefit of the acquiree (as illustrated in Example 3-5). The portion of the fair value of the acquiree’s
award related to the acceleration of vesting under a discretionary change in control clause would be
recognized in the postcombination financial statements of the combined company if it is for the
benefit of the acquirer. Refer to BCG 3.2 for the factors to consider in this analysis.

Excess fair value of the acquirer’s replacement award

Any excess fair value of the replacement awards over the fair value of the acquiree awards at the
acquisition date is considered an expense incurred by the acquirer (i.e., additional compensation)
outside of the business combination. The excess fair value at the acquisition date, typically, is not
significant if the replacement awards have the same terms and conditions as the acquiree awards. The
assumptions used to calculate fair value immediately before the business combination may converge
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with the assumptions used to calculate the fair value of the replacement awards immediately after the
modification because the value of the equity of the acquirer and the acquiree will usually reflect the
pending acquisition as the closing date approaches.

However, if the acquirer changes the terms and conditions of the awards or the employee’s awards are
exchanged using a different ratio than that offered to other equity holders (as this would usually be a
change to make the awards more valuable to the employees), it is likely that there will be excess fair
value. The acquirer should recognize the excess fair value over the remaining service [vesting] period
in the postcombination financial statements in accordance with ASC 805-30-55-10 and IFRS 3.B59.
Refer to ASC 805-30-55-18 through 55-19 and IFRS 3.IE63-1E64 for an example of replacement
awards with excess fair value.

Acquiree awards that continue after the business combination

There may be circumstances when acquiree employee awards are not exchanged and do not expire but
continue after the business combination. This may occur when the acquirer purchases a target
company and the target company continues as a separate subsidiary of the acquirer. When the
employee awards of the target are not exchanged but continue under the original terms after the
business combination, the acquirer could account for the continuation of the awards as if the acquirer
was obligated to issue replacement awards. This is similar to an exchange of awards in a business
combination under ASC 805-30-30 and IFRS 3.B56.

Alternatively, under US GAAP, the acquirer could choose to account for the awards separate from the
business combination. The acquirer would account for the awards as new grants and recognize the fair
value of the awards as compensation cost in the postcombination period.

Awards with performance or market conditions

For awards with performance conditions (as defined by ASC 718 and IFRS 2), the acquirer should
follow the same principle outlined in the Standards for awards with service conditions. Consistent with
the guidance in the Standards, the amount by which the fair value of the replacement awards exceeds
the fair value of the original awards should be recognized in the postcombination financial statements
in accordance with ASC 805-30-55-10 and IFRS 3.B59.

The determination of the fair value attributable to precombination and postcombination services
would also be consistent with the analysis performed for awards with service conditions. The amount
attributable to precombination services is determined by multiplying the fair value of the acquiree
award by the ratio of the precombination service [vesting] period completed prior to the exchange to
the greater of the total service [vesting] period or the original service [vesting] period of the acquiree
award. The amount attributable to postcombination services would then be calculated by subtracting
the portion attributable to precombination services from the total fair value of the acquirer’s
replacement award. The determination of the postcombination service [vesting] period for the
replacement awards should include consideration of the performance condition and the period in
which it is probable that the performance condition will be achieved. The acquirer will need to make a
probability assessment at the acquisition date.

Example 3-7 illustrates this guidance.
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EXAMPLE 3-7

Allocation of fair value for awards with a performance condition

Company Z (the acquirer) exchanges replacement awards with a fair value of CU300 for Company A’s
(the acquiree) awards with a fair value of CU300. Company Z was obligated to issue replacement
awards under the terms of the acquisition agreement. When granted, Company A’s awards cliff vest
following the completion of the development of a new product. Because the awards contain a
performance condition, at the acquisition date Company A had to assess the probability of whether the
performance condition would be achieved. Prior to the acquisition, it was considered probable that the
product would be finished three years from the grant date. As of the acquisition date, one year has
passed since the grant date; therefore, two years remain in the original service [vesting] condition.
Company Z assessed the performance condition on the acquisition date and determined that it is still
likely that the new product will be completed two years from the acquisition date. This probability
assessment should be consistent with the assumptions included in the valuation of Company A’s in-
process research and development (IPR&D).

How much of the fair value of the replacement awards should be attributed to precombination
services?

Analysis

The amount of Company Z’s replacement awards attributable to precombination services is equal to
the fair value of Company A’s awards at the acquisition date, multiplied by the ratio of the
precombination service period (portion of the vesting period completed) to the greater of the total
service [vesting] period or the original service [vesting] period of Company A’s awards. The original
service [vesting] period of Company A’s awards was three years. Company Z, at the acquisition date,
determined that it is still probable that the development of the new product will be completed in two
more years; therefore, the awards will have a total service [vesting] period of three years. That is, the
original service [vesting] period and the total service [vesting] period are both three years. The amount
attributable to precombination services is CU100 (CU300 x 1 year precombination service / 3 years
original service). The remaining fair value of the awards of CU200 should be recognized in the
postcombination financial statements over the remaining service [vesting] period of two years because
the awards have not yet vested.

Had the acquirer determined on the acquisition date that it was probable that the product would be
completed one year from the acquisition date, then the amount attributable to precombination
services (CU100) would remain the same. This would be the case since the original service [vesting]
period of three years is greater than the total service [vesting] period of two years. The remaining fair
value of CU200, however, would be recognized over the remaining service [vesting] period of one year.
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Question 3-5

How should the acquirer account for the exchange of an equity settled award with a performance
(nonmarket) condition (as defined by ASC 718 and IFRS 2), assuming it is not probable both before
and after the exchange that the condition will be achieved?

PwC response

Under ASC 718 and IFRS 2, the probability that an award with a service or performance condition will
vest is not incorporated into the fair value of the award; instead, compensation cost is recognized only
for awards expected to vest. In other words, compensation cost is recognized if and when it is probable
that the performance condition will be achieved in accordance with ASC 718-10-35-3 and IFRS 2.20.

The Standards provide that replacement share-based payment awards should be measured using the
fair-value-based measurement method of ASC 718 or IFRS 2 in accordance with ASC 805-30-30-11
and ASC 805-30-55-7 and IFRS 3.B57. Under ASC 718-10-35-3 and IFRS 2.20, no compensation cost
is recognized for an award with a performance condition that is not expected to vest. Accordingly, if it
is not probable both before and after the exchange that the performance condition will be achieved,
then no amount should be recorded for that replacement award in connection with the business
combination. The acquirer should not record any compensation cost in the postcombination financial
statements unless and until achievement of the performance condition becomes probable.

Once achievement of the performance condition becomes probable, the company should begin
recognizing cumulative compensation cost from the date it becomes probable based on the fair value
of the replacement award as of the acquisition date. No adjustment should be made to the amounts
recorded in connection with the business combination (e.g., goodwill) in accordance with ASC 805-30-
55-11 through 55-12 and IFRS 3.B60. The approach in the consolidated financial statements of the
combined entity would be the same under US GAAP and IFRS.

For awards with a market condition, the acquirer should follow the same principle outlined in the
Standards for awards with service conditions. Because a market condition is reflected in the fair value
of an award, the market condition should be taken into consideration when calculating the fair value of
the acquirer’s replacement awards. Consistent with the guidance in the Standards, any excess fair
value should be recognized as compensation cost in the postcombination financial statements.

The determination of the fair value attributable to precombination and postcombination services is
consistent with the analysis performed for awards with service conditions. The determination of the
precombination and postcombination service [vesting] periods for the replacement awards should
include consideration of the market condition. As noted in BCG 3.4.4, the assumptions used to
calculate fair value immediately before the business combination may converge with the assumptions
used to calculate the fair value of the replacement awards immediately after the exchange.

3.4.7 Illustrative summary of attributing fair value to precombination and
postcombination services

The examples presented in Figure 3-3 are based on the following assumptions:

(1) the original terms of the acquiree’s awards cliff vest following four years of service, (2) the acquirer
is obligated to issue replacement awards under the terms of the acquisition agreement (except as
specified in Example 6), and (3) the fair value of the replacement awards is equal to the fair value of
the acquiree awards on the acquisition date (except as specified in Example 3). See BCG 3.4.1.1 for
information on awards with graded-vesting features.
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Figure 3-3
Attribution of fair value to precombination and postcombination services
Greater of
total service
[vesting] Fair value Fair value
Acquirer’s period or original attributable to attributable to
Acquiree’s replacement service [vesting] precombination postcombination
awards awards period services services
Example 1:
4 years of service ~ No service required 4 years. The original 100% (4 years 0%

required under
original terms. All
required services
rendered prior to
acquisition.

after the
acquisition date.

service [vesting]
period and the total
service [vesting]
period are the same.

precombination
service/4 years
total service).

Example 2:

4 years of service
required under
original terms.
3 years of service

1 year of service
required after the
acquisition date.

4 years (3 years
prior to acquisition
plus 1 year after
acquisition). The

75% (3 years
precombination
service/4 years
total service).

25% (total fair value
of the replacement
award less the 75%
for precombination

rendered prior to original service services). This
acquisition. [vesting] period and amount is recognized
the total service in the
[vesting] period are postcombination
the same. financial statements
over the remaining
service [vesting]
period of 1 year.
Example 3:

4 years of service
required under
original terms.

4 years of service
rendered prior to
acquisition.

1 year of service
required after the
acquisition date.
The employee has
agreed to the
additional year of
service because the
fair value of the
replacement
awards is greater
than the fair value
of the acquiree
awards.

5 years (4 years
completed prior to
acquisition plus 1
year required after
acquisition). The
total service
[vesting] period of 5
years is greater than
the original service
[vesting] period of 4
years.

80% of the
acquiree award (4
years
precombination
service/5 years
total service).

20% of the acquiree
award and the excess
fair value of the
replacement award
(total fair value of the
replacement award
less the 80% for
precombination
services). This
amount is recognized
in the
postcombination
financial statements
over the remaining
service [vesting]
period of 1 year.
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Greater of
total service
[vesting] Fair value Fair value
Acquirer’s period or original attributable to attributable to
Acquiree’s replacement service [vesting] precombination postcombination
awards awards period services services
Example 4:

4 years of service
required under
original terms.
1year of service
rendered prior to

2 years of service
required after the
acquisition date.
Therefore, the
replacement

4 years (since only 2
years of service are
required
postcombination,
the total service

25% (1 year
precombination
service/4 years
original service
[vesting] period).

75% (total fair value
of the replacement
award less the 25%
for precombination
services). This

acquisition. awards require one  [vesting] period for amount is recognized
less year of service.  the replacement in the

awards is 3 years, postcombination
which is less than financial statements
the original service over the remaining
[vesting] period of 4 service [vesting]
years). Therefore, period of 2 years.
the original service
[vesting] period is
greater than the
total service
[vesting] period.

Example 5:

4 years of service
required under
original terms. 3
years of service
rendered prior to

acquisition. There

was no change in
control clause in
the terms of the

acquiree awards.

No service required
after the
acquisition date.

4 years (since no
additional service is
required, the total
service [vesting]
period for the
replacement awards
is 3 years, which is
less than the
original service
[vesting] period of 4
years). Therefore,
the original service
[vesting] period is
greater than the
total service
[vesting] period.

75% (3 years
precombination
service / 4 years
original service
[vesting] period).

25% (total fair value
of the replacement
award less the 75%
for precombination
services). This
amount is recognized
in the
postcombination
financial statements
immediately because
no future service is
required.

Example 6:

4 years of service
required under
original terms. 3
years of service
rendered prior to

acquisition. There

was a change in
control clause in

the original terms

of the acquiree
awards when
granted that
accelerated
vesting upon a

change in control.

No service required
after the
acquisition date.

Not applicable.
Because the awards
contain a pre-
existing change in
control clause, the
total fair value of the
acquiree awards is
attributable to
precombination
services.

100%. For acquiree
awards with a
change in control
clause that
accelerates vesting,
the total fair value
of the acquiree
awards is
attributable to
precombination
services.

0%. For acquiree
awards with a pre-
existing change in
control clause, no
amount is
attributable to
postcombination
services because
there is no future
service required.
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Cash settlement of employee share-based payment
awards

An acquirer may elect to pay cash to settle outstanding awards held by employees of the acquiree
instead of granting replacement awards. The accounting for the cash settlement of share-based
payment awards outside of a business combination is addressed by ASC 718-20-35-7 and IFRS 2.28.
The accounting for the cash settlement of share-based payment awards within a business combination
is not explicitly addressed by the Standards. However, we believe many of the same principles that
apply to the exchange of share-based payment awards should be applied to these transactions. That is,
determine the portion of the cash settlement to be attributed to precombination services or
postcombination services using the guidance for the exchange of share-based payment awards and the
allocation formula described in Figure 3-2. The following sections discuss cash settlements initiated by
the acquirer as well as cash settlements initiated by the acquiree. Determining who initiated the cash
settlement may require analysis of the factors listed in BCG 3.2 and 3.3.

Initiated by the acquirer

Cash payments made by the acquirer to settle vested awards should be included in the consideration
transferred for the acquiree up to an amount equal to the fair value of the acquiree’s awards measured
at the acquisition date. To the extent the cash payment is greater than the fair value of the acquiree’s
awards, the excess fair value amount is considered an expense incurred by the acquirer outside of the
business combination rather than as consideration transferred for the acquiree. Accordingly, the
excess amount of cash paid over the fair value of the acquiree’s awards should be immediately
recognized as compensation cost in the postcombination financial statements in accordance with ASC
805-30-55-10 and IFRS 3.B59.

If cash payments are made 