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Executive Summary

This issue discusses the application of the revised FRS 103. Although, we discuss the
application of the standard as a whole, some of the guidance under the former FRS
103 still remains applicable. The main changes in the revised FRS 103 are as follows:

e |n a step acquisition process, the equity previously held by the acquirer has to be
fair valued before inclusion into the computation of the goodwill or bargain
purchase (previously known as negative goodwill). This is explained in 2.3.

e The acquirer now has an option to either recognize the only the acquirer’s
portion of goodwill or to recognize both the acquirer and the non controlling
interest portion (previously known as minority interest or Ml) of goodwill. This is
explained in 2.2 and illustrated under appendix A.

e The standard now includes guidance on a “Measurement Period” whereby the
acquirer is given up to a year to complete identifying the net assets and
contingent assets acquired and liabilities assumed. The acquirer is also allowed to
make adjustments to the initial or provisional amounts recognized for
consideration, net assets and contingent assets acquired and liabilities assumed
as further information relating to their acquisition date fair values become
available. This is explained in 2.6.

New guidances are also given for operating leases acquired (2.4.5), reacquired rights
(2.4.8), share based payment awards (2.4.9), income taxes (2.4.11) and
indemnification assets (2.4.13).
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Key Reguirements

In this issue, we discuss the key requirements of the revised FRS 103. The discussion
is structured into 3 key areas as follows:

1. Identifying a business combination:

. Determine what constitutes a business and therefore what constitutes a
business combination.
° Determine what is included in the business combination transaction.

2. Application of the standard:

. Determine equation /components to calculate goodwill or negative
goodwill; and
. Discuss the various components of the equation in detail.

3. Disclosure:
. Discuss the disclosure requirements of FRS 103.

1. Identifying a Business Combination

1.1 A business combination is defined in the standard as a transaction or
event in which an acquirer obtains control of one or more businesses.
Based on this definition, the standard applies only when the assets
acquired and liabilities assumed constitute a business, otherwise the
mere acquisition of assets and liabilities will be accounted for as an asset
acquisition. There are a few key areas that we need to consider in
determining if we have a business combination.

(a) There has to be an acquirer. Under FRS 27, the acquirer is the entity
that obtains control of the entity. FRS 103 provides further guidance
on who is the acquirer, which is usually the party that:

e Transfers cash, assets or assume liabilities;

e Is the combining entity and the acquirer’s relative size is typically
larger than the acquiree. Examples of how size is measured could
be in terms of assets, revenues or profits; and/or

e That issues equity interest to the acquiree.

(b) The acquirer obtains control of a business. Control is defined under
FRS 27 as the power to govern the financial and operating policies of
an entity to obtain benefit from it’s’ activities.



1.2

(c) Finally, the assets acquired and liabilities assumed have to constitute
a business. The standard provides guidance on the how to assess if a
business has been acquired by considering three elements that
defines a business. The elements are as follows:

e Input: This refers to economic resources that can be converted
into outputs via the relevant processes. Examples of such inputs
are property, plant and equipment, access to materials and
human resources.

e  Process: This refers to system, policies, protocol or rules that
when applied to inputs can convert the former to outputs.
Examples are management processes, operational processes and
resource management processes. Administrative processes such
as payroll, accounting and billing systems are not processes that
convert inputs into outputs under the context of this FRS.

e  Qutput: This is the result of what the processes converts from
inputs. Outputs have the ability to provide returns in the form of
dividends, profits and savings directly to investors or other
owners and members.

In determining if the acquired assets and activities constitute a business,
we should assess if the integrated entity is capable of being managed as a
business and not by the intention of either the acquirer or acquiree to
operate those assets and activities as a business.

Based on the above discussion, formation of a joint venture or the
acquisition of assets or a group of assets does not constitute a business
and therefore are not business combinations.

Determining what is included in the business combination transaction

It is important in applying the acquisition method to identify what is part
of the business combination transaction. In summary, the acquirer
should only include the consideration transferred to the acquiree and the
assets acquired and liabilities assumed from the acquiree. Other
transactions that are not part of the business combination should be
accounted for under the relevant FRSs.



The standard provides the following guidances as to what constitutes part
of a business combination transaction and what constitutes separate
transactions:

The reasons for the transaction- In some situation, understanding
the rationale for why certain transactions are undertaken between
the acquirer, acquirer, the directors, management or agent may
provide insight on whether the transaction price paid is part of the
business combination. For example, a transaction that is entered into
for the benefit of the acquiree is likely to be part of the consideration
price, while one that is entered into for the benefit of the acquirer is
unlikely to be part of the consideration price.

Who initiated the transaction- Understanding whether the acquirer
or acquiree initiated the transaction may also provide insight into
whether the transaction is part of the consideration to the acquiree.
For example, a transaction initiated by the acquirer for future
economic benefits that will flow to the combined entity is not likely
to be part of the consideration while a transaction initiated by the
acquiree is less likely to be for the benefit of the acquirer and
therefore more likely to be part of the consideration.

The timing of the transaction- In some situations transaction may be
entered into during the negotiations but the economic benefits only
flows to the combined entity; in such situations, the transaction is
less likely to be part of the consideration paid to the acquiree.

The following are examples of separate transactions that are not part of
business combination transaction:

(a)

(b)

(c)

A transaction that settles a pre-existing relationship that could be
contractual or non-contractual. Recognition of such transaction will
result in a gain or loss that may or may not be part of the business
combination accounting. Further guidance is provided in appendix B
of the Standard.

A transaction that remunerates employees or former employees for
future services is a post acquisition event is and therefore, not part of
the business combination.

A transaction that reimburse either the acquirer or acquiree for
payment of acquisition related cost is not part of business
combination and should be charged in the period they incurred.
Acquisition related costs are expenses such legal costs, advisory costs,
finders fees and valuation costs. Such costs are does not qualify for
capitalization as assets and are expensed in the relevant periods of
provision of those services.




2. Application of the Standard

The main guidance in the standard can be summarized in the following equation :

# Component of equation S$

2.1 | Consideration transferred to the acquiree or former owners
(measured at acquisition date fair value) XXX

2.2 | Add:

Amount of any non-controlling interest (“NCI”) (measured
either at acquisition date fair value or the NCI proportionate
AKFNB 2F GKS | OljdzANBESQa AR XxXx

2.3 | Add:
Acquisition date fair value of the equity previously held by
the acquirer (this applies in a business combination achieved

in stages) XXX
2.4 | Less:

Net acquisition date amounts of the identifiable assets

acquired and liabilities assumed (XXX)
2.5 | Goodwill or Bargain purchase (Results) XXX

We will discuss each component of the equation in detail according to the order
above.

2.1 Consideration transferred

2.1.1  Consideration refers to the asset transferred by the acquirer, the
liabilities incurred by the acquirer to the former owners of the
acquiree and the equity issued by the acquirer. Generally, the
consideration is measured at acquisition date fair value but there
are exceptions to this rule which we will discuss later. Examples
of consideration are cash, other assets, contingent consideration
and equity instruments such as options, warrants and preference
shares.



2.1.2

2.1.3

In transactions that involves the transfer of assets and liabilities
by the acquirer, other than the transfer of cash, the assets and
liabilities may be at carrying value and not fair value immediately
before the acquisition date. In such situations, the acquirer
revalues the assets and liabilities to fair value and recognizes the
gain or loss to the income statement.

However, if these assets and liabilities are transferred to the
acquired business rather than the vendors and that the acquirer
continues to control the transferred assets and liabilities in the
combined entity then, the acquirer accounts for them at their
carrying value immediately before the acquisition date and shall
not recognize a gain or loss.

Contingent consideration

Liabilities or equity

In certain transactions, the acquirer may agree to transfer
additional assets or equity interest to the vendors of an acquired
business if certain specific future events occur or certain
conditions are met. In this case, the acquirer recognizes the
acquisition date fair value of the obligation to transfer further
assets or equity interest as a liability or as equity depending on
what is transferred. Whether the contingent consideration is
classified as a liability or equity is based on the guidance of FRS
32 Financial Instruments: Presentation, or other applicable
assets.

Assets

A transaction may allow the acquirer to receive back part of the
consideration transferred if certain conditions are not met or
specific events do not occur within a stipulated period of time.
In this case the acquirer recognizes the acquisition date fair value
of this right as an asset.

2.2 Non controlling interest (formerly referred to as Minority interest)

2.2.1

2.2.2

This refers to the equity in a subsidiary that is not attributable
directly or indirectly to the parent entity. The standard allows
the acquirer to measure the amount of NCI either at fair value or
the non-controlling interest’s proportionate share of the
acquiree’s identifiable net assets.

The fair value of an NCI may be arrived at on the basis of active
market price if the equity is quoted, or if not, to use other
valuation techniques.



2.3

2.23

2.24

2.25

2.2.6

The fair value of an NCI equity interest is unlikely to be equal to
its’ proportionate share of the acquiree’s identifiable net assets.
In the case of quoted equity, shares are unlikely to be traded on
the basis of the fair value of the identifiable net assets. In the
case of unquoted equity, most valuation techniques input a
discount (normally referred to as a minority discount) on the
NClI’s portion of the equity.

The fair value of the acquirer’s per share value is also not a good
indication of the NCI’s per share fair value as most valuation
techniques input a control premium for majority share holdings.

Computing the NCI's share of equity at fair value or at the NCl's
proportionate share of the acquiree’s identifiable net assets will
result in different goodwill amounts in a business combination. If
an NCl is included in the equation at fair value, the excess of it’s
fair value over its proportionate share of identifiable net assets
will be will result in a goodwill that pertains to the NCI.

If the NCI is included in the equation using it’s proportionate
share of the identifiable net assets, then, it simply nets off
against it's proportionate share of the identifiable net assets
from the second part of the equation. Hence only the acquirer’s
goodwill will be recognized as the acquirer’s consideration is
measured at fair value.

Acquisition date fair value of the equity interest previously held by
the acquirer

2.3.1

2.3.2

In an acquisition that is completed in stages or control is
obtained after a few transaction, the acquirer would have held
some equity interest previously. The standard requires the
equity interest that was held by the acquirer immediately before
the acquisition date to be included in the calculation at
acquisition date fair value. For example the acquirer may have
previously held a 40% equity interest in the acquiree and in the
current financial year obtains a further 30% thereby obtaining
control of the acquiree. The 40% previously held would have to
be revalued to fair value as at the date of the subsequent
acquisition of 30%.

The gain or loss arising from recognizing the fair value of the
equity previously held would be recognized in the profit and loss.
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2.3.3

The acquirer may have classified the previously held equity
interest as a financial instrument that recognizes changes in fair
value in other comprehensive income for example in the case of
an available for sale investment. In this case, the fair value
changes that was recognized in other comprehensive income
should, on acquisition date be recognized on the same basis as
would be required if the acquirer had disposed directly off the
previously held equity interest.

Net acquisition date amounts of the identifiable assets acquired
and liabilities assumed

Under this segment we will discuss the recognition and measurement
principle required by the standard for the assets acquired and liabilities
assumed.

Recognition principle

24.1

2.4.2

243

Under the recognition principle, the acquirer should recognize,
on acquisition date, the identifiable assets acquired, liabilities
assumed and any non-controlling interest in the acquiree
separately from goodwill.

The asset and liabilities identified should meet the definition of
assets and liabilities under the Framework for the Preparation
and Presentation of Financial Statements at the acquisition date.
For example, the acquirer may expect but not obliged to incur
some cost to further develop a product that the acquiree already
has, this expected cost do not form a liability as there is no
obligation at the point of acquisition. Neither is there an asset at
the point of acquisition as development (the requirements of FRS
38 Intangible Assets have to be considered as well) has not taken
place.

The assets and liabilities identified should also be part of what
the acquirer and acquiree exchanged in the business
combination rather than as a result of separate transaction.
Please refer to 1.2 for the discussion on what should be part of a
business combination.



24.4

2.4.5

In applying the recognition principle, the acquirer may end up
recognizing some assets or liabilities that had not previously
been recognized as assets or liabilities in the financial statements
of the acquiree. For example, a acquirer may recognize a brand
name or trademark or a customer base as an intangible but the
acquiree had not done so previously as these were internally
generated and do not satisfy the requirements under FRS 38 for
recognition.

The standard also provides guidance for the recognition of
operating leases and intangible assets.

(a) Operating leases

Where the acquiree is a lessee

(i)  The acquirer should consider the terms of each operating
lease in which the acquiree is a lessee to determine if the
terms are favourable or unfavourable as compared to
market terms.

(ii)  If the terms are favourable compared to market terms, the
acquirer recognizes an intangible asset at its’ acquisition
date fair value and account for the asset under FRS 38.

(iii) If the terms are unfavourable compared to market terms,
the acquirer recognizes a liability at its” acquisition date fair

value.

Where the acquiree is a lessor

(iv) If the acquiree is the lessor, the acquirer consider the terms
of the lease and takes this into account in measuring the
fair value of the asset which is leased, such as a building or
patent.

(v) The acquirer does not recognize an intangible asset or
liability regardless of when the lease terms are favourable
or unfavourable as compared to market terms.



(b)

(ii)

(iii)

(iv)

(v)

Intangible Assets

Intangible assets that are identifiable may be recognized
separately and those that are not should be subsumed into
goodwill.

To be identifiable, an intangible has to meet the
identifiability criteria under FRS 38. The criteria basically
requires the asset to be separable, capable of being
separated or divided from the acquiree. The asset can also
be sold transferred, licensed rented or exchanged either
individually or with a related contract, asset or liability.

The intangible asset is also considered identifiable if it
meets the contractual-legal criterion which means that the
asset arises from contractual or legal rights even if those
rights are not transferable or separable from the entity.

An intangible asset is considered identifiable if it meets
either the criteria in (i) or (ii) above.

An intangible asset that does not meet the identifiability
criteria will be subsumed into goodwill. For example, an
experience work force of the acquiree will allow the
acquirer to continue operations smoothly after the
acquisition or potential contracts that the acquiree was in
the progress of negotiating and concluding, do not qualify
as an identifiable intangible asset. Any value attributed in
both instances will be subsumed to goodwill.

10



Measurement principle

2.4.6 The assets acquired and liabilities assumed should be measured
at their acquisition date fair values.

Exceptions

Exceptions to the recognition principle

2.4.7  An acquirer should recognize a contingent liability if there is an
obligation as a result of past events and its fair value can be
measured reliably. This is contrary to the recognition principle in
FRS 37 Provisions, Contingent Liabilities and Contingent Assets
which requires a provision to be recognized only when there is a
present obligation and it is probable that an outflow of
economic resources will be required to settle the obligation and
the obligation can be measured reliably. The probability criteria
is not considered in the exemption as it only considers the
obligation and reliability of measurement criterion.

Exceptions to the measurement principle

2.4.8 Reacquired rights

(a)

(b)

This refers to situations where the acquirer had previously
given a right to an acquiree to use for example a patent
that belongs to the acquirer or given a franchise right to
the acquiree. In such cases, the acquirer ‘reacquired’ those
rights. Such rights may not be carried in the balance sheet
of the acquiree and at the point of acquisition, the
standard requires such reacquired rights to be recognized
as a intangible asset, separate from goodwill.

The value of such rights has to measured based on the
remaining contractual terms of the related contract and
not at it’s acquisition date fair value. If the terms of the
contract are either favourable or unfavourable compared
to market conditions, the acquirer recognizes a settlement
gain or loss.

11



2.4.9 Share based payment awards

(a) In business combinations where the current share based
payment awards are replaced with the share based
payment awards of the acquirer, the acquirer shall
measure the liability or an equity instrument based on FRS
102 Share-based Payment. This may be possible as the
acquirer may just choose to continue with a single award
scheme after the acquisition for administrative and cost
reasons. There could be other reasons from the
perspective of the acquirer as well.

(b) We should also consider if the acquirer has an obligation to
replace the awards as it has implication on the
computation of the consideration transferred.

2.4.10 Assets held for sale
If the acquirer acquired a non-current asset classified as held for
sale, the asset shall be measured using the guidance under
paragraph of 15-18 of FRS 105 Non-current Assets Held for Sale
and Discontinued Operations at fair value less cost to sell.

Exceptions to both the recognition and measurement principles

2.4.11 Income taxes
Deferred tax or liability should be recognized in accordance with
FRS 12 Income Taxes. The acquirer should recognize the
potential tax effects arising from temporary differences and
carry forwards of an acquiree that exist at acquisition date.

2.4.12 Employee Benefits

Employee benefits should be recognized in accordance with FRS
19 Employee Benefits.

12



2.4.13

Indemnification assets

(a)

(b)

(c)

(d)

Some business combination transactions may have clauses
that indemnify the acquirer against any the outcome of any
contingency or uncertainty relating to any specific asset or
liability. Such an indemnity gives rise to an indemnification
asset.

The indemnification asset shall be recognized at the same
time and measured on the same basis as the indemnified
asset or liability. Therefore, if the indemnified asset or
liability is recognized at acquisition date fair values then
the indemnification asset is recognized at its fair value as
well.

Examples of how an indemnification asset may arise are:

(i) the seller may indemnify the acquirer for up to a
certain amount of uncollectible debt; or

(ii) the seller may indemnify the acquirer for additional
taxes that may arise for specific tax years.

An indemnification asset may arise from indemnifying an
asset or liability that is exception to the recognition or
measurement rules. For example a contingent liability that
is not recognized as its fair value cannot be reliably
measured may be indemnified by the seller. In such
situations, the indemnification asset is recognized and
measured using the same assumptions that applies to the
indemnified item.

An indemnification asset should only be derecognized only

when the acquirer collects the asset, sells it or otherwise
loses the right to it.

13



2.5

Goodwill or Bargain purchase (Results)

The application of the acquisition method may result in a goodwill or a
bargain purchase.

2.5.1

2.5.2

Goodwill

As discussed in sections 2.2.5 and 2.2.6, the manner in which the
NCl is being computed will result in either:

(a) recognition of only the goodwill pertaining only to the
acquirer as in the case of 2.2.6; or

(b) recognition of both the acquirer’s and NCI’s goodwill.

In summary, the difference between the 2 resulting goodwill
arises because when the NCI is measured at fair value, the
difference between the fair value of the NCI and its
proportionate share of the net of the identifiable net assets
acquired and liabilities assumed gives rise to the goodwill
pertaining to the NCI.

Bargain purchase

(a) In some situations, the acquirer makes a bargain purchase
which is when the value of the net identifiable assets
exceeds the aggregate of the consideration transferred, the
value of the NCI and the acquisition date fair value of the
equity previously held by the acquirer.

(b) The standard requires the acquirer to reassess if it has
correctly identified all the assets and liabilities, any NCI in
the acquiree if any, the acquirer’s previously held equity if
applicable and the consideration transferred. Any
additional assets or liabilities that arise from the review
should recognized.

(c) If after the reassessment, a bargain purchase results, that

gain will be recognized in the profit and loss on the
acquisition date.
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2.6

Measurement Period

The initial accounting for the business combination may not be completed
by the end of the reporting period. This may arise because information is
incomplete by the end of the reporting period or new information may
only be available after the reporting period. The standard requires the
acquirer to recognize provisional amounts for those items that accounting
was incomplete by the end of the reporting period

2.6.1

2.6.2

2.6.3

2.64

2.6.5

2.6.6

When new information arises, the acquirer should adjust those
provisional amounts retrospectively. The new information must
relate to facts and circumstances that exist as at acquisition date.

Subsequent to the reporting period and within the measurement
period, all measurement period adjustments should be effected
retrospectively. Therefore all new information should be
adjusted as if it was available at acquisition date. For example if
the new information shows that plant and equipment was
already impaired as at acquisition date, then the necessary
adjustment for impairment and depreciation should be made as
at the date of the acquisition. As these adjustments will occur in
the following reporting period, comparatives will have to be
adjusted as well.

If new information that exist as at acquisition date is known
about additional assets and liabilities, then the acquirer
recognizes these assets and liabilities as at acquisition date and
retrospectively. The new information should only be applied if it
arises during the measurement period.

The measurement period ceases when all information that the
acquirer is seeking is available or when the acquirer learns that
further information is unobtainable.

The measurement period cannot exceed a year from the
acquisition date.

After the measurement period ends, the acquirer should only
revise the accounting for business combination only to correct
an error in accordance with FRS 8 Accounting Policies, Changes in
Accounting Estimates and Errors.

15



3. Disclosures

The disclosure requirements of paragraph 59 and 61 are as follows and
further guidances are provided in Appendix B64-67 in the Standard:

59. The acquirer shall disclose information that enables users of its financial
statements to evaluate the nature and financial effect of a business
combination that occurs either:

(a) during the current reporting period; or

(b) after the end of the reporting period but before the financial
statements are authorised for issue.

61. The acquirer shall disclose information that enables users of its financial
statements to evaluate the financial effects of adjustments recognised in
the current reporting period that relate to business combinations that
occurred in the period or previous reporting periods

Effective Date

This FRS shall be applied prospectively to business combinations for which the
acquisition date is on or after the beginning of the first annual reporting period
beginning on or after 1 July 2009. Earlier application is permitted.

Contact Us

For further information on this bulletin, please contact:

LTCLLP
Certified Public Accountants Alex Chai
1 Raffles Place Partner

#20-02 OUB Centre
Singapore 048616

Tel: +65 62260080

. alexchai@ltc-cpa.com

This publication has been issued to inform clients of technical and other developments that may be
important to our client. This bulletin has been prepared using information believed by the author to be
reliable and accurate but LTC LLP ("LTC") makes no warranty as to accuracy or completeness. While we
take care to ensure that the information given is correct and accurate, the nature of the document is such
that details may be omitted which may be relevant to a particular situation or entity. The information
contained in this bulletin is not a substitute for advice or relied upon as a basis for formulating business
decisions. Materials published may only be reproduced with the consent of LTC LLP.

Tel: +65 62260080
Fax: +65 62263345

Permit no.: MICA (P) 284/07/2009
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Appendix A

S 1. Goodwill

Example A

Information summary

Where the acquirer do not hold any equity previously

Examples of goodwill computed when NCI is at its proportionate share of
identifiable net assets and when NCl is at fair value.

Consideration for 80% $100,000

Identifiable net assets (INA) $80,000

NCI - 20% @ proportionate share $16,000

NCI -20% @ fair value $20,000
Goodwill computation

NCI at share NCl at FV
of INA
$ $

Consideration for 80% 100,000 100,000
20% NCI at its proportionate share of INA 16,000 -
or
20% NCI at its fair value - 20,000
Less:
fair value of INA 80,000 80,000
Goodwill 36,000 40,000 |

The difference in the result between the two goodwill computation is $4,000
(540,000 - $36,000). This is due to the goodwill pertaining to the NCI ($20,000 -
$16,000). Therefore the difference is due to recognizing the NCI’s goodwill and

not recognizing the NCI's goodwill.



Appendix A (Cont’d)

1. Goodwill (Cont’d)

Example B

Assume that the acquirer already holds 15% of the equity in the acquiree and the
acquirer acquires a further 65% with the same consideration.

Information summary

Consideration for 65% $100,000

Identifiable net assets (INA) $80,000

NCI — 20% @proportionate share $16,000

NCI -20% @ fair value (FV) $20,000

FV of 15% equity previously held by acquirer $25,000
Goodwill computation

NCI at share NCI at FV

of INA
$ $

Consideration 100,000 100,000
20% NCI at its proportionate share of INA 16,000 -
or
20% NCI at its fair value 20,000
Fair value of equity previously held by the
acquirer for 15% 25,000 25,000
Less:
Fair value of INA 80,000 80,000
Goodwill 61,000 65,000

*  The difference in the two goodwill numbers is due to the inclusion of the

NCI’s goodwill as describe in Example A.



Appendix A (Cont’d)
‘ ‘ 2. Bargain Purchase

Information summary

Consideration $60,000
Identifiable net assets (INA) $80,000
NCI - 20% @proportionate share $16,000
FV of 15% equity previously held by acquirer $25,000

Bargain Purchase computation

NCI at share
of INA
$

Consideration 60,000
20% NCI at its proportionate share of INA 16,000
20% NCI at its fair value -
Less:
fair value of INA 80,000

Gain from bargain purchase (4,000)

If the NCI is included at its’ fair value, different results can occur depending on
the fair value of the NCI.




