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IFRS 3 Business Combinations

Textbook: Chapters 6, 18



Learning objectives

• Scope and definitions of IFRS 3

• Explain Business Combinations step-by-step model 



Overview of IFRS 3

• What it does:

• IFRS 3 clarifies how to identify business combination.

• It prescribes the acquisition method in accounting for business combination.

• Applying the acquisition method comprises 4 steps:

1. Identifying the acquirer.

2. Determining the acquisition date.

3. Recognizing and measuring the identifiable assets acquired, the liabilities assumed and any non-
controlling interest in the acquiree.

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

• IFRS 3 sets out the details for all of these steps.

• IFRS 3 gives also additional guidance for applying the acquisition method to particular types of business 
combinations, such as achieved in stages or achieved without the transfer of consideration.

• It prescribes the rules for subsequent measurement and accounting and defines all the necessary 
disclosures.



When does IFRS 3 apply?
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IFRS 3 applies to all business combinations

IFRS 3: ”A business combination should be accounted for by applying the acquisition method. 
The acquirer recognises the acquiree’s identifiable assets, liabilities and contingent liabilities at 

their fair values at the acquisition date and also recognises goodwill”. 



When does not IFRS 3 apply?
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Formation of a 
joint venture

Acquisition of asset / 
group of assets that is 

not a business

Common control 
transactions 

IFRS 3 does not apply to:

Cost allocated to 
identifiable assets / 
liabilities on basis of 
relative fair values



What is a business? 

A business is an integrated set of activities and assets capable of being managed to provide a return 
to investors via dividends, 

lower costs or other economic benefits

Inputs Processes Ability to create outputs

Rebuttable presumption that a group of assets 
in which goodwill is present is a business





Case

• Which of the following transactions are in the scope of IFRS 3 and why? 

A. Company A purchases a building from Company B

B. Company A purchases 100 % of shares in Company C 

C. Company A purchases a development project, e.g. test results, rights

D. Company A purchases a development company with only one development project

E. Company A purchases Company B. The owners are the same. 

Please share 
your 

thoughts



Case

• Which of the following transactions are in the scope of IFRS 3 and why? 

A. Company A purchases a building from Company B

B. Company A purchases 100 % of shares in Company C 

C. Company A purchases a development project, e.g. test results, rights

D. Company A purchases a development company with only one development project

E. Company A purchases Company B. The owners are the same. 



Step – by – step
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Step 1: Identify the acquirer

Step 2: Identify the date for obtaining control

Step 3: Recognition and measurement of assets acquired and liabilities assumed

Step 4: Determine the consideration transferred 

Step 5: Measure non-controlling interest (NCI) 

A business combination is a transaction or other event in which an acquirer obtains 
control of one or more businesses

What is a business 
combination



IFRS 3
Step – by – step

Step 6: Determine goodwill or negative goodwill, including allocation

Step 7: Recognise any adjustment in the allowed adjustment period 



STEP 1
Identify the acquirer
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The acquirer is the entity that obtains control of the business

Consider 
additional factors 
identified in IFRS 3

Use IFRS 10 to 
determine who 

has control
Existence of large minority 

voting interest in 
combined entity

Relative voting rights in 
combined entity

Composition of governing 
body and senior management 

of combined entity

Terms of exchange of 
equity instruments

Relative size of entities

Normally Group 
Accounting will 
determine the 

acquirer



STEP 2
Determine the acquisition date
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Determine the acquisition date
Case
• Based on the information below, please assess the acquisition date to be used for accounting purposes.

A. Letter of intent is signed on 1 January 2019 

B. Sale and purchase agreement (SPA) is signed on 15 September 2019

C. According to the contract, the sale will be effective as of 1 January 2020, the expected date of closing

D. Payment of 90% of the purchase price is due 15 days after the SPA has been signed and the remaining 
10% 15 days after closing



Determine the acquisition date
Case
• Based on the information below, please assess the acquisition date to be  used for accounting purposes.

A. Letter of intent is signed on 1 January 2019

B. Sale and purchase agreement (SPA) is signed on 15 September 201

C. According to the contract, the sale will be effective as of 1 January 2020, the expected date of closing

D. Payment of 90% of the purchase price is due 15 days after the SPA has been signed and the remaining 
10% 15 days after closing



Determine the acquisition date
Case
• Based on the information below, please assess the acquisition date to be  used for accounting purposes.

A. Letter of intent is signed on 1 January 2019 

B. Sale and purchase agreement (SPA) is signed on 15 September 2019

C. According to the contract, the sale will be effective as of 1 January 2020, the expected date of closing

D. Payment of 90% of the purchase price is due 15 days after the SPA has been signed and the remaining 
10% 15 days after closing

Same scenario as before but according 
to the SPA, the sale is effective as of 1 
January 2019, the same date as letter of 
intent was signed. Does this change the 
conclusion?

Answer: No it does not. The answer is C.

➢ It cannot be artificially backdated or otherwise 
altered, for example, by the inclusion of terms in 
the agreement indicating that the acquisition is 
to be effective as of an earlier date, with the 
acquirer being entitled to profits arising after 
that date, even if the purchase price is based on 
the net asset position of the acquiree at that 
date.



Determine the acquisition date
Case 
• Based on the information below, please assess the acquisition date to be  used for accounting purposes.

A. Letter of intent is signed on 1 January 2019 

B. Sale and purchase agreement (SPA) is signed on 15 September 2019

C. According to the contract, the sale will be effective as of 1 January 2020, the expected date of closing

D. Payment of 90% of the purchase price is due 15 days after the SPA has been signed and the remaining 
10% 15 days after closing

Same scenario as above but the contract 
is contingent upon approval from the 
competition authorities. Does this 
change the conclusion?

Answer: Yes it does. Until there is an approval, it is unlikely that 
control could have been obtained prior to the approval. (keeping 
in mind the nature of an approval)

➢ Where the offer is conditional upon receiving some form of 
regulatory approval, then it will depend on the nature of that 
approval. 

➢ Where it is a substantive hurdle (block), such as obtaining the 
approval of a competition authority, it is unlikely that control 
could have been obtained prior to that approval. 

➢ However, where the approval is merely a formality, or ‘rubber-
stamping’ exercise, then this would not preclude control 
having been obtained at an earlier date.



STEP 3
Recognition and measurement of assets acquired
and liabilities assumed
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• An acquirer or investor shall recognize all 
identifiable assets acquired, liabilities assumed 
and non-controlling interests in the acquiree
separately from goodwill.

• Made at acquisition date

• All assets and liabilities are measured at 
acquisition-date fair value.

• However, some exceptions apply. 

Acquired assets and liabilities



Fair value measurement in a business 
combination (IFRS 13)
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Overview of valuation methods used in 
practice



STEP 4
Identify and measure consideration transferred



Cost of acquisition 
Case 

Entity N acquires Entity M. The outflows of economic benefits from Entity N in respect of this transaction are as 
follows: 

a) Entity N issues 1000 new shares to shareholders of Entity M with terms equivalent to those traded on 
the market. The market price of Entity N’s shares is CU4. 

b) Entity N pays CU1000 in cash to the previous shareholders of Entity M.

c) Entity N has an acquisition department, which incurred CU200 in running costs over the period of 
completing the business combination. Staff in the department estimate they have spent 25% of their 
time on the acquisition of Entity M over this period. 

d) Entity N incurs liability of CU500 to a customer of Entity M in respect of termination of a supply 
agreement that was necessitated by the business combination.

e) Entity N will incur expenditure of CU200 on updating Entity M’s accounting systems to be consistent 
with those used by Entity N. 

f) Entity N pays accounting fees in relation to the transaction of CU200 and legal fees of CU200. 

What would be the cost of acquisition 
when Entity N acquires Entity M?



Cost of acquisition 
Case 

• Entity N acquires Entity M. The outflows of economic benefits from Entity N in respect of this transaction are 
as follows: 

a) Entity N issues 1000 new shares to shareholders of Entity M with terms equivalent to those traded on 
the market. The market price of Entity N’s shares is CU4. 

b) Entity N pays CU1000 in cash to the previous shareholders of Entity M.

c) Entity N has an acquisition department, which incurred CU200 in running costs over the period of 
completing the business combination. Staff in the department estimate they have spent 25% of their 
time on the acquisition of Entity M over this period. 

d) Entity N incurs liability of CU500 to a customer of Entity M in respect of termination of a supply 
agreement that was necessitated by the business combination.

e) Entity N will incur expenditure of CU200 on updating Entity M’s accounting systems to be consistent 
with those used by Entity N. 

f) Entity N pays accounting fees in relation to the transaction of CU200 and legal fees of CU200. 

What would be the cost of acquisition 
when Entity N acquires Entity M?



Cost of acquisition 
Case 
The following items would be included in the cost of acquisition:

Equity instruments issued 4,000

Cash 1,000

Liability 500

Total cost of acquisition 5,500



STEP 5
Measure non-controlling interest (NCI)



NCI
Case
Company P pays 800 to acquire an 80% interest in the ordinary shares of S. The aggregated fair value of 100% 
of S's identifiable assets and liabilities (determined in accordance with the requirements of IFRS 3) is 600, and 
the fair value of the non-controlling interest (the remaining 20% holding of ordinary shares) is 185. 

➢ The measurement of the non-controlling interest, and its resultant impacts on the determination of 
goodwill, under each option is illustrated below:
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STEP 6
Determine goodwill or gain on bargain purchase



Goodwill

• Goodwill acquired in a business combination represents a payment made by the acquirer in anticipation of 
future economic benefits from assets that are not capable of being individually identified and separately 
recognised.

• Goodwill is measured as the residual cost of the business combination after recognising the acquiree’s 
identifiable assets, liabilities and contingent liabilities. 

• Negative goodwill can consequently arise.

• Goodwill is subject to impairment testing in accordance with IAS 36.



Negative goodwill – Gain on bargain purchase

• Negative goodwill arises if the acquirer’s interests in the net fair value of acquired identifiable assets and 
liabilities exceed the cost

• When negative goodwill arises:

1. The acquirer is required to undertake a review to ensure the identification of assets and liabilities is 
complete, and that measurements appropriately reflect consideration of all available information. 

2. Negative goodwill/gain on bargain purchase is to be immediately recognised as a gain in profit or loss. 



STEP 7
Recognise any measurement period adjustments



IFRS 10 Consolidated 
Financial Statements

So what is control?



Control in accordance with IFRS 10 

• An investor controls an investee when the investor:

Is exposed to, or has right to variable returns from its 
involvement with the investee;

Has the ability to affect those returns

Through its power over the investee.



Control 



How to assess control

• Remember 3 basic elements inherent in control: power, ability to use this power and variable returns.

• Power is the existing rights that give the current ability to direct the relevant activities. Let’s break it down a 
bit:

• The rights must be substantive, not only some minor rights;

• The ability must be current, exercisable in the present time;

• The relevant activities must be significant and related to major activities of investee.

• When assessing whether an investor controls an investee, more than one factor need to be considered. IFRS 
10 contains guidance in this area.



Financial Instruments IFRS 9

Textbook: Chapter 11



Learning objectives

• Explain circumstances in which a financial asset or liability should be recognised

• Calculate the amounts at which financial assets and financial liabilities should be measured on initial 
recognition and subsequently 



Why IFRS 9?

IFRS 9 establishes principles for the financial reporting of financial assets and financial liabilities.

• Please note that:

• IFRS 9 does NOT define financial instruments. You can find the definitions of financial instruments in IAS 
32 Financial Instruments: Presentation.

• IFRS 9 does NOT deal with your own (issued) equity instruments like your own shares, issued warrants, 
written options for equity, etc.

• IFRS 9 DOES deal with the equity instruments of someone else, because they are financial assets from 
your point of view.

• IFRS 9 does NOT deal with your investments in subsidiaries, associates and joint ventures (look to IFRS 10, 
IAS 28 and related).



Definitions (IAS 32)

A financial instrument is any contract that gives rise to a financial asset 
of one entity and a financial liability or equity instrument of another 

entity. (IAS 32.11)



Why IFRS 9? 

Classification and measurement of 
financial assets

Impairment methodology 

Hedge accounting (outside the 
scope of course)



Recognition and measurement 

When to recognize a financial instrument?

• You should recognize a financial asset or a financial liability in the statement of financial position when the 
entity becomes a party to the contractual provisions of the instrument (please refer to IFRS 9 par. 3.1.1).

• Unlike in other IFRS standards that put emphasis on the future economic benefits, IFRS 9 is more about the 
contract.

When to derecognize a financial instrument?

• You need derecognize the asset when (IFRS 9 par. 3.2.3) the contractual rights to the cash flows from the 
financial asset expire

• You need to derecognize a financial liability when it is extinguished. It happens when the obligation specified 
in the contract is discharged, cancelled or expires.



Initial measurement of financial assets and 
liabilities 

Initial measurement: financial assets and liabilities are initially 
measured at fair value. 

This is usually the same as the fair value of the consideration given (in 
the case of an asset) or received (in the case of a liability).



Subsequent measurement of financial assets

• IFRS 9 classifies financial assets into three categories and then 
prescribes the way in which assets falling into each category should 
be measured after initial recognition.

• So what are the categories and measurement rules? 



The financial assets can be classified in the 
following categories

At amortized costs At fair value through OCI

At fair value through 
profit and loss



Financial assets at amortised costs 

• A financial asset falls into this category if BOTH of the following conditions are met:

Business model test is met, i.e. you hold the financial 
assets only to collect contractual cash flows (not to sell 
them), and

Contractual cash flows’ characteristics test is met, i.e.
the cash flows from the asset are only the payments of 
principal and interest.

Examples 
include e.g. 
receivables, 

loans



Subsequent measurement

Measured at their amortized 
costs

Using the effective interest 
method

E.g. Loan stocks that entity 
intends to hold until a maturity



Case 

• 1 January 2017 company buys 100,000EUR OF 6% loan stock for 93,931EUR

• Interest will be received on 31 December each year

• After initial recognition the loan stock is to be measured at amortised cost using an effective interest rate of 
7.5% per annum 

A. State the amount at which this loan stock should be measured on 1 January 2017

B. Calculate amount at which this loan stock should be measured on 31 December 2017, 2018, 2019, 2020 & 
2021



Financial assets at fair value through OCI

• A financial asset falls into this category if BOTH of the following conditions are met:

If a financial asset meets contractual cash flows 
characteristics test and 

the business model is to collect contractual cash flows 
AND SELL financial assets

This business 
model will involve 

more frequent 
sales of assets 

than at amortized 
cost model



Subsequent measurement 

Interest is calculated using 
effective interest method and 

recognised as income in PL

Changes in the asset’s fair value 
are shown in OCI

Changes in asset’s fair value are 
reclassified to PL when the asset is 

derecognised



UPM Annual Report 2020



UPM 
Annual 
Report 
2020



Financial assets at fair value through profit or 
loss

All other financial assets fall in this category.

Derivative financial assets are automatically classified 
at FVTPL.

You may decide to 
designate the 

financial asset at 
fair value through 
profit or loss at its 
initial recognition.



Impairment of financial assets carried at 
amortised costs

IFRS 9 requires entities to estimate and account for expected credit 
losses for all relevant financial assets (mostly debt securities, 

receivables including lease receivables, contract assets under IFRS 15, 
loans), starting from when they first acquire a financial instrument.

What is a credit loss? 



Credit loss 

• In general, the amount of an impairment loss is equal to the difference between 

The current carrying amount of the asset, and

The PV of the future cash flows that the entity 
expects to receive

When measuring 
expected credit 

losses, entities will be 
required to use all 

relevant information 
that is available to 

them



UPM Annual Report 2020



Subsequent measurement of financial 
liabilities

• After initial recognition, financial liabilities should usually be 
measured at amortised cost, using the effective interest method

• There are some exceptions such as
• Financial liabilities at FV through profit of loss: consists mainly of financial 

liabilities that are held for trading

• Trade payables: Short term payables may be measured at the original invoice 
amount if the effect of discounting is not material 



Disclosures (IFRS 7)

• The purpose of disclosures is to enable users to evaluate two things: 

Significance of financial instruments, 
and

Nature and extent of risks from financial 
instruments and how they are managed



IAS 12 Income Taxes 

Textbook: Chapter 15



Learning objectives

• Define the term “current tax” and account for current tax 

• Define the term “temporary differences”

• Calculate deferred tax assets and liabilities arising from temporary differences

• Account for deferred tax 



Understand the differences 

Accounting profit

Taxable profit

Current income tax

Deferred income tax



Accounting versus taxable profit 

Accounting profit

• is profit or loss for a period before deducting tax expense.  Please note that IAS 12 defines accounting 
profit as a before-tax figure (not after tax as we normally do) in order to be consistent with the definition 
of a taxable profit.

Taxable profit (tax loss)

• is the profit (loss) for a period determined in accordance with the rules established by the taxation 
authorities upon which income taxes are payable (recoverable).

A number of differences can pop out between accounting profit and taxable profit you have to make the 
following adjustments to your accounting profit:

• Add back the expenses recognized but non-deductible for tax purposes

• Add income not recognized but included under tax regulations

• Deduct expenses not recognized but deductible for tax purposes

• Deduct income recognized but not taxable under tax regulations.



Understand the differences 

Accounting profit

Taxable profit

Current income tax

Deferred income tax



Current tax versus deferred tax 

Current income tax

• is the amount of income tax that you actually need to pay to your tax office.

Deferred income tax

• is an accounting measure used to match the tax effect of transactions with their accounting impact 
and thereby produce less distorted results.



Current tax versus deferred tax 

Income Tax

Current income tax
Deferred income 

tax

Substance

Basis

Timing

Payable to tax office
Accounting 

measure

Taxable profit (loss)
Temporary 
differences

Current period Future periods



Current income tax

• Current tax is the amount of income tax payable (recoverable) in respect of the taxable profit (loss) for a 
period.

• Measurement of current tax liabilities (assets) is very straightforward. 

• We need to use the tax rates that have been enacted or substantively enacted by the end of the 
reporting period and apply these rates to the taxable profit (loss).

• Current income tax expense shall be recognized directly to profit or loss in most cases. 

• However, If the current tax arises from a transaction or event recognized outside profit or loss, either in 
other comprehensive income or directly in equity, then current income tax shall be recognized in the 
same way.



Deferred tax 

• Deferred tax is the tax payable (recoverable) in future periods in respect of the temporary differences, 
unused tax losses and unused tax credits.

• Taxable profit will often be different from the profit shown in the financial statements (the “accounting 
profit”)



Case

• Company has the following results for the 3 years. There are no other differences and the  rate of tax is 20%. 

2017 2018 2019

Profit before tax 800 800 800

Depreciation 
charged in the year

200 200 200

Depreciation for tax 
purposes

400 150 50

What is company’s 
profit after tax for 
each accounting 

period? 



Case

• Tax expense for each year is calculated as follows 

2017 2018 2019

Profit before tax 800 800 800

Add: Depreciation charged in the year 200 200 200

Profit before depreciation 1000 1000 1000

Less: Depreciation for tax purposes 400 150 50

Taxable profit 600 850 950

Tax expense 20% 120 170 190



Case

• Profit after tax calculation for each year is: 

2017 2018 2019

Profit before tax 800 800 800

Tax expense 20% 120 170 190

Profit after tax 680 630 610



What are the necessary transfers to and from the 
company’s deferred tax account?



Case 

2017 2018 2019

Profit before tax 800 800 800

Tax expense:

Current tax 120 170 190

Deferred tax 40 160 -10 160 -30 160

Profit after tax 640 640 640



Temporary difference 



NEXT TIME: Guest lecturers from PWC & EY!


